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1st May 2008
Leverage and Wealth Creation
The premise that you can earn sufficient income and save enough to generate a comfortable retirement income and still have a lifestyle during the earning years of 20 or so to 60 odd without enormous sacrifice is flawed. The theory is that you work hard, save harder and you will be rewarded in your retirement. It is a good theory, unfortunately the reality is that it just does not happen for the vast majority of people. Over 70% of retirees rely solely upon the government aged pension. Many of us, even those on very high incomes, are potentially three months away from bankruptcy. Would you survive financially if you suddenly lost the ability to earn income for three months? 
Why is this? Why have we been misled? What is the reality?

The next two tables give a glimpse of what actually occurs.
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Assumptions

Property Growth Rate

8.0%

 pa

Median Property $

400,000

    

 

Marginal Tax Rate

30%

Interest on Borrowings

9.30%

 pa

Period of Loan

30

Stamp Duty

5.50%

 pa

Investment Expenses

2,500

        

 

 pa

Depreciation

1.0%

 pa

Rent Yield

3.6%

 pa

Lifestyle Expenses

10,000

      

 

 pa equiv't

Lifestyle Drawdown in 

5

               

 

Year

Cost of Living

3.0%

 pa

Rent Shortfall per Prop

341

)

(         

 

 pwk Year 1

Year

0

1

2

3

4

5

6

7

8

9

10

Own Home

550,000

    

 

594,000

     

 

641,520

     

 

692,842

     

 

748,269

       

 

808,130

       

 

872,781

       

 

942,603

         

 

1,018,012

     

 

1,099,453

     

 

1,187,409

     

 

Investment Properties

432,000

     

 

466,560

     

 

1,007,770

  

 

1,088,391

    

 

1,763,194

    

 

1,904,249

    

 

2,742,119

      

 

2,961,488

     

 

3,998,009

     

 

4,317,850

     

 

550,000

    

 

1,026,000

  

 

1,108,080

  

 

1,700,611

  

 

1,836,660

    

 

2,571,324

    

 

2,777,030

    

 

3,684,722

      

 

3,979,500

     

 

5,097,462

     

 

5,505,259

     

 

Home Loan

320,000

    

 

320,000

     

 

320,000

     

 

320,000

     

 

320,000

       

 

320,000

       

 

320,000

       

 

320,000

         

 

320,000

        

 

320,000

        

 

320,000

        

 

Investment Loans

432,000

     

 

432,000

     

 

935,885

     

 

935,885

       

 

1,523,616

    

 

1,523,616

    

 

2,209,146

      

 

2,209,146

     

 

3,008,748

     

 

3,008,748

     

 

320,000

    

 

752,000

     

 

752,000

     

 

1,255,885

  

 

1,255,885

    

 

1,843,616

    

 

1,843,616

    

 

2,529,146

      

 

2,529,146

     

 

3,328,748

     

 

3,328,748

     

 

# Invest Properties

-

           

 

1

                

 

1

                

 

2

                

 

2

                  

 

3

                  

 

3

                  

 

4

                    

 

4

                   

 

5

                   

 

5

                   

 

Initial Costs

23,760

)

(      

 

-

             

 

27,714

)

(      

 

-

              

 

32,325

)

(       

 

-

              

 

37,704

)

(          

 

-

                

 

43,978

)

(        

 

-

               

 

Rent shortfall

17,743

)

(      

 

19,525

)

(      

 

40,304

)

(      

 

42,574

)

(       

 

66,724

)

(       

 

70,132

)

(       

 

98,815

)

(          

 

102,575

)

(       

 

135,451

)

(      

 

139,304

)

(      

 

Lifestyle Expenses

-

             

 

-

             

 

-

             

 

-

              

 

11,593

)

(       

 

11,941

)

(       

 

12,299

)

(          

 

12,668

)

(         

 

13,048

)

(        

 

13,439

)

(        

 

Cumulative Drawdown

-

           

 

41,503

)

(      

 

61,028

)

(      

 

129,046

)

(    

 

171,620

)

(     

 

282,262

)

(     

 

364,334

)

(     

 

513,152

)

(        

 

628,394

)

(       

 

820,871

)

(      

 

973,614

)

(      

 

Total Loans

320,000

    

 

793,503

     

 

813,028

     

 

1,384,931

  

 

1,427,505

    

 

2,125,878

    

 

2,207,950

    

 

3,042,297

      

 

3,157,540

     

 

4,149,618

     

 

4,302,362

     

 

Net Equity

230,000

    

 

232,497

     

 

295,052

     

 

315,680

     

 

409,156

       

 

445,446

       

 

569,080

       

 

642,425

         

 

821,960

        

 

947,843

        

 

1,202,897

     

 

# of Years of Protection

3.2

             

 

3.9

             

 

2.5

             

 

3.1

               

 

2.3

               

 

2.8

               

 

2.3
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· Although these are a couple of years old, they clearly indicate that the overwhelming portion of net assets per household is the house. In comparison, superannuation is a small component for most households’ total accumulated wealth.
· To bridge the chasm between what current superannuation balances are likely to provide from just contributions from the SGC (superannuation guarantee charge of 9%), people need to contribute to retirement age anywhere between another 8.8% to 15.3% per annum additional money into superannuation to bridge the retirement savings gap.
· Superannuation of $100k does not last long. If you retire at 60 with a super balance of $100k, normal life expectancy another 20 years say to 80, your super pension would be around $6k a year with the balance running out by the time you were 80. If you had access to the pension as a single at age 65, you will then have an annual income of about $19k per annum. If your previous wage was an average wage of about $50k pa, you would receive less than 40% of your previous wage.  The aged pension for a single is about $550 per fortnight or about $14k pa. It is set at a subsistence level, being 25% of average workers income.
What can you do to improve your long term wealth position?
Superannuation had been advocated by many as the path to retirement wealth. Government offer generous tax incentives, where by using superannuation salary sacrifice (if available in your workplace) you can contribute pre-income tax dollars into your superfund, pay 15% contribution tax on the way in and the superfund earnings in accumulation phase are taxed at 15% as well. There are generous incentives for low income earners where the government will pay up to $1,500 pa co-contribution, but even with 30 years of co-contribution, you will not accumulate a large balance. Depending on which fund or type of fund and portfolio selection, you may get an average return of 6 to 9% pa after fees and taxes. With recent changes, superannuation is now more a vehicle to house wealth than accumulate.
As a rough rule of thumb, imagine what you would want to retire on as a net income in today’s dollars, multiply it by 15 and that is the value of income producing assets required to generate the retirement income to last for your normal life expectancy. A $50k net income per annum, you need $750k in assets. Are you saving enough? Can you save enough?

How do you accumulate sufficient wealth for your lifestyle choice?
The name of the game is leverage. It is the principle of borrowing other people’s money to purchase capital growth assets. The main assets classes to consider are shares (or the stock market) and property. Some of my other newsletters (Oct & Nov ’06) have discussed asset allocation and compared property to shares, but the most important factor of investment strategy is the finance component.
If I use an example, it may help clarify the rationale behind that statement.

There are two distinct assets as shown below, both assets cost $400k. 
Which is the better investment?
	[image: image3.wmf]Asset Value

400,000

    

 

400,000

    

 

Growth % + Yield %

10%

4%

12%

6%

Growth $ + Yield $

40,000

          

 

16,000

      

 

48,000

       

 

24,000

      

 

Net Gain

56,000

      

 

72,000

      

 

Asset 1

Asset 2




On all counts, Asset #2 is. It has a higher capital growth and higher income (dividend or rent) yield to return an 18% gain compared to a 14% gain for Asset #1.

What if we now add in leverage or what can you borrow against the asset itself? Everything else remains the same. 
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28,800
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If you can borrow 80% against Asset #1, meaning we need $80k of our own money and then borrow $320k, at an interest rate of 9% costing $28.8k, we have a net gain of $27.2k or a return on our own funds of 34%. Asset #2 at a 50% borrowing maximum, we borrow $200k and use $200k of our own funds, same interest rate, we generate a net gain of $54k, but the use of our own funds, we have a return of 27%. It is certainly nothing to be sneezed at and far better than a 6 to 9% growth on superannuation assets.
What if we can borrow at 95% for Asset #1? We use $20k of our own money and borrow $380k.
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34,200

      

 

Net Gain

21,800

      

 

Return on Own Funds

109%




Our net gain reduces to $21.8k but the return on our own funds is 109%. Would this be acceptable? This is what leverage is about, using other people’s money to purchase capital growth assets. In a future newsletter I will talk more about and compare capital growth to income yield, but let us work on the premise that capital growth is the far more important component for wealth creation.
What is the strategy?
The asset class is residential property because the banks will lend up to 95% of the value of the property. It is a well understood asset, most people have purchased a home and many an investment property. What is needed to be understood is that one investment property is not sufficient to create long term wealth. It is better than none but you need a base of five to six properties and preferably ten properties to give you that wealth and income earning ability for a long retirement.
Jan Somers in an early book in 1992, talked about purchasing one investment property every two years to accumulate net equity of over $1m by year 10. This is possible and more people are starting to follow in her footsteps.
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Why don’t you know about this already? How many bankers do you know with investment properties, how many real estate salesmen, or accountants or financial planners or mortgage brokers? The reality is very few. Strategy and structure are key components, setting up finance properly and purchasing the right type of properties. Find the people who are investors and who can assist and support you.
With any investment, there comes the risk of loss as well as gain and with leverage, both the gain and the potential loss are magnified by a factor depending on the amount borrowed. In well published cases like ABC Learning and Opes Prime, margin lending blew out losses of those involved when the market fell. Besides the shares themselves having little value, the loans still needed to be repaid.

There are strategies to build in safety nets, to provide a high degree of protection, to ensure that certain risks are insured and covered, such as income protection, life and trauma insurance but more importantly, a safety net in terms of cash facilities available in case of unexpected circumstances.

There has been some interesting analysis of real property compared to other asset classes, Residex has produced some information comparing risk and return over a ten year period to 2006.
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The graph above compares various asset classes, including the All Ordinaries Index as well as Treasury Notes and compares them in terms of risk to return against some real residential properties in the Sydney, Brisbane and Melbourne markets for both houses and units. Many respected property commentators have long advocated the fundamentals of the Melbourne and Brisbane markets due to demand and supply, demographics etc. This graph clearly supports that view where high returns year on year for low risk (or volatility) are demonstrated in Melbourne houses and units as well as Brisbane houses.
Give me a call to find out whether this type of strategy would work for you.  We have access to a network of professionals who can assist in property selection, purchase and management as well as providing information needed to obtain appropriate tax deductions. We take the approach of looking at your long term goals and working to find a solution through finance for you. This appointment is at no-cost and is obligation free, call – 03 9397 7275
Helping People through Finance
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