Case Study

Using
your business
to accumulate

wealth

Owning a business can be a challenging yet
rewarding experience. Aside from the day-to-day
issues of managing the business, it’s also important
to plan for the future and invest any profits wisely.
Should you pay off debt, expand the business

or diversify into other income producing assets?
With the right advice you can develop a strategy
that will help maximise your wealth and generate
additional income.

Introducing Steven and Michelle

Steven and Michelle are the owners of a seafood restaurant.
After working in the hospitality industry for over 10 years,
they decided to open their own restaurant which is now
running at close to capacity after receiving several glowing
reviews. The last financial year resulted in annual turnover of
close to $1,500,000 and a net profit of $100,000.

With $120,000 in the bank and a $100,000 fixed business
loan, Steven and Michelle are unsure of their next steps.
They want to use their surplus cash in a way that will
diversify their business assets and provide another source
of income — but how can they achieve this without

taking on too much risk?

The challenge

Short term > Seek financial advice
(1-3 years) > Use surplus cash wisely
Medium term > Repay business loan
(8-7 years) > Expand existing restaurant
Long term > Open a second restaurant
(7 years+) > Continue to diversify and maximise wealth
Income > Turnover — $1,500,000

> Net profit — $100,000
Assets > Restaurant — $300,000

> Cash - $120,000
Liabilities > Fixed business loan — $100,000

The strategy

Steven and Michelle decide to visit a financial adviser to explore
their options. After evaluating their current situation and long term
goals, the adviser recommends the business invest $200,000 in
managed funds — using $100,000 of cash and $100,000 funded by
a margin loan. This strategy will allow Steven and Michelle to:

> Double their exposure to potential capital gains,
distributions and franking credits.

> Use investment income and franking credlits to
offset interest costs.

> Claim the interest costs as a tax deduction for their business.
> Pay tax on investment income at the company tax rate of 30%.

> Diversify their assets and introduce another income stream.
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The result

If Steven and Michelle had chosen to only invest $100,000,

the investment portfolio would have grown in value to $226,098
after 10 years. After allowing for the initial contribution and tax on
investment income, the profit on the portfolio would have been
$174,906 before capital gains tax.

But having followed the financial adviser’s recommended
strategy of borrowing to increase exposure to growth assets, the
investment portfolio grew to $452,197 after 10 years. After allowing

The difference in the profit outcomes of both strategies was
$106,306 or 61% over the 10 year period. At the same time the
income from the portfolio more than offset the cost of the loan after
tax. Over 10 years they earned more than $29,000 in income from
the investment portfolio after tax and interest costs, giving them an
extra source of business cash flow.

The investment in managed funds also helped to diversify Steven
and Michelle’s assets, ensuring all their capital wasn't tied up in the

for the initial contribution, margin loan, investment income, interest restaurant alone.
costs and income tax, the profit on the portfolio was $281,212

before capital gains tax.

$300,000
7 $100,000 initial contribution
[ | $100,000 initial contribution + $100,000 margin loan

$250,000
x
©
- $200,000
f=
'S
(2}
s
‘s
3 $150,000
o
o
[}
Ke)
=
£
g $100,000

N . '

so il -
Year 1 2 3 4 5 6 7 8 9 10

Assumptions: The graph compares the potential return on the investment portfolio with and without a margin loan. The calculations show the profit before capital gains tax of
each strategy after loan and interest costs have been paid. It assumes an average annual capital growth rate of 8.50%, an income yield of 3.50% with all income used to cover
interest costs, distributions are 80% franked, a company tax rate of 30%, an average annual margin loan interest rate of 9.80%, an initial margin loan gearing level of 50%,
brokerage and any other fees are excluded. While capital gains tax implications have been ignored, they should be considered before investing.

Getting the right advice

As with any financial strategy, borrowing to invest is not without
its risks. One of the key risks of this strategy is that just as it
can multiply your gains when you invest successfully, it can

also multiply your losses if your investments fall in value.
That's why it's important to get the right advice to ensure
gearing is appropriate for your particular situation. Your adviser
can help you construct a personalised investment strategy
that takes advantage of the benefits while minimising the risks.

Please speak to your financial adviser
for more information about how
borrowing to invest can help diversify
your assets and grow wealth.
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