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nvesting in rental property has long been a favourite form of 

retirement saving for many ordinary New Zealander’s, especially in 

lieu of a comprehensive Government-funded superannuation scheme. 

It’s not hard to see the appeal; even if a rental property is initially bought 

with a large mortgage – leaving little (if any) rent left over to provide 

income – by retirement age, the mortgage repayments should have 

reduced signifi cantly, while the rental payments and the value of the 

property are likely to have risen considerably. The investor then not only 

has a good income stream from the rent, but also ends up sitting on a 

property asset worth considerably more than they paid for it. They can 

then either sell the property and make a substantial gain, or continue 

to use the rental income to supplement their pension. So, is property 

investment right for you? In order to decide it’s important to be clear 

about exactly what is involved.

Investor or developer?

There are essentially two types of property investment; buying a house 

with the intention of renting it out for more than your outgoings, or 

buying a property in order to improve it and sell it on for profi t. The 

fi rst type of investor is a rental investor, the second type is a developer. 

The distinction is important. Any gains a developer makes from the sale 

of property is taxable, whereas if, over time, your principal income is 

from rental payments, then no tax will be payable when you sell the 

property, even if you have made a substantial gain. It’s all about intent. 

If your purpose in buying a property is to resell it, then the profi t you 

make when selling it will be counted as income and taxed accordingly.

I
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When we think of developers we visualise hard-nosed wheeler-dealer 

types buying houses cheaply, then swooping in with a gang of trades-

people for a quick renovation and sale, before moving on to their next 

project. However, not all developers are Range Rover driving business-

men in hard-hats. Many ordinary people go about this type of activity 

quietly and on a small scale; buying a house and living in it for a couple 

of years while renovating and 

making improvements Then 

selling it at some point in the 

future for a higher price than 

it cost to buy and do-up. It’s 

a way of being able to steadily 

trade up to a bigger home or a 

better neighbourhood. Surely 

their gain isn’t taxable? Well 

it’s still a question of intent. 

While there is an exclusion from 

taxing the sale of properties 

that a taxpayer occupies mainly as a residence, that exclusion will not 

apply if you have a regular pattern of acquiring and disposing of 

residential properties.

Of course the reason property investment appeals to most people is 

because of the potential for high capital appreciation, especially during 

booms. If you are considering investing in residential property as a 

method of generating short, or even medium-term gains, be prepared 

for the taxman to be sharing in your speculation profi ts. Hence the 

popularity of becoming a landlord…

“If you are considering investing 
in residential property as a 
method of generating short, 
or even medium-term gains, 

be prepared for the taxman to 
be sharing in your speculation 

profi ts. Hence the popularity 
of becoming a landlord…”
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Landlords and tenants

Being a landlord can be a stressful and thankless task (unless a pub 

is involved), and is probably the part people fi nd least appealing about 

property investment. It doesn’t have to be part of your plan at all – there 

are many property management companies around, which will, for a 

typical fee of less than 10% of your rental income, do it all for you. 

Certainly, if the property is in another town, this is the best route to take. 

If you treat your landlord role as a business rather than as an unpleasant 

necessity, it should be reasonably straightforward. 

Get to know your rights and your tenants’ rights by reading the Residential 

Tenancies Act 1986 from cover to cover. You can get a copy from Tenancy 

Services at www.dbh.govt.nz. Don’t become your tenant’s new best 

friend; it’s also not a good idea to rent to any existing close friends. 

The ideal tenant lets you know if there is a problem with the property so 

you can fi x it quickly before any long-lasting damage is done. You in turn 

should respond promptly when they have a concern and so a relationship 

of trust is established. It is also well worth getting to know the property’s 

neighbours so they can alert you to any alarming behaviour by tenants. 

Check out www.landlords.co.nz which is a news website for land-

lords. Many investors benefi t from joining the local property investors 

association where they can mix with more experienced landlords and 

learn from them. 

Check out all tenants thoroughly before letting your property to them. 

Ask for references and run a credit check. 

The nuances of property investment, and how you are 

viewed from a tax perspective, are complex and the 

penalties can be severe. I cannot over-emphasise the 

importance of always seeking good professional tax 

advice from the outset. Don’t baulk at the cost of such 

advice it is critical to your overall investment success.
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Rental yields

The rental yield indicates the profi tability or return on investment of a 

rental property. You can then compare this yield with the returns on 

other types of investments. 

To calculate the yield, divide the annual rental income by the purchase 

price of the property then multiply by 100. It’s sensible to factor in at least 

three weeks vacancy between tenants throughout the year, so the rental 

income should be based on, say, 49 weeks of income, not the full 52.

For example, a three-bedroom house in the Wellington suburb of Brooklyn 

might cost you around $430,000 and rent out at $380 a week. 

The yield, therefore, is:

$380 x 49 weeks = $18,620 divided by $430,000 x 100 = 4.3%. 

That might not seem very attractive compared to the interest you might

get for a passive, low-risk term investment with the bank, but remem-

ber each week that property is likely to also be increasing in value. 

Remember also, that what you are really interested in is the net 

return, which takes into account all incomings, outgoings and the 

numerous tax advantages available to the rental investor. If you are 

serious about property investment spend a couple of hundred dollars 

on a property investment analysis software package. Then you can work 

out true returns and the effect of changing variables, such as, price, 

rent, capital growth, infl ation, deposit, type of loan, etc.

When losses are a good thing 

How you structure the ownership of your investment property will 

infl uence your level of tax savings. Most people like to ring-fence their 

property owning business into a trust or a company. The most popular 

tax vehicle for property investment at the moment is a Loss Attributing 

Qualifying Company (LAQC).

In brief, with a LAQC, any losses are attributed to each of the share-

holders (you). These losses can be offset against personal income to 

minimise your tax bill.
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There are many other options for company structures, such as trading 

trusts, which might be more suited to your individual circumstances, 

needless to say, it is vital that you consult an accountant who specialises 

in asset planning.

Depreciation is another element of loss that can be utilised to trans-

form what looks like a pedestrian rental yield into a nice little earner. 

The investor is eligible to make a number of claims for depreciation, 

which result in an on-paper loss. 

These can then be used to claw-

back income tax you have already 

paid. To get the full benefi t of dep-

reciation available, you must carry 

out a full chattels apportionment. 

This itemises the individual value 

of every component of the proper-

ty, each of which depreciates differently and in accordance with Inland 

Revenue guidelines. A knowledge of the depreciation schedule, and the 

different rates of depreciation over time, will help you to calculate the 

real value of your investment.

Expenditure incurred to help you produce rental income is tax deductible. 

So, if you do-up a house before you rent it out, that expenditure is 

not deductible, but must be capitalised and depreciated. If possible, 

it’s a better idea to consider renting for a period before undertaking 

renovation and repairs, that way the costs may qualify for deduction. If 

in doubt talk to your accountant.

Leverage

If you really want to maximise the return on your investment, you 

need to know about leverage. This involves using as much borrowed 

money (debt) as possible to fi nance your property purchases. The greater 

proportion of the property that is debt, the greater you are leveraged. 

It then follows, that if the property rises in value the more leveraged 

investor will show the greatest increase in equity (what you own).

“Depreciation is another 
element of loss that can be 
utilised to transform what 
looks like a pedestrian rental 
yield into a nice little earner.”



You can see in the table above that Investor 4 shows a considerably 

greater return because of being highly leveraged. Combine this with 

the fact that Investor 4 could have put down $15,000 deposits on nine 

further houses. 
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TABLE 1: Investor 1 Investor 2 Investor 3 Investor 4

Purchase Price $150,000 $150,000 $150,000 $150,000

Investment $150,000 $100,000 $60,000 $15,000

Mortgage payments after 20 years $0 ($100,000) ($180,000) ($270,000)
10% interest only mortgage 

Rental income over 20 years $100,000 $100,000 $100,000 $100,000

Net income over 20 years  $100,000 $0 ($80,000) ($170,000)

Value of house after 20 years $398,000 $398,000 $398,000 $398,000
at an average 5% gain per year 

Capital gain $248,000 $248,000 $248,000 $248,000
current value - purchase price 

Total return over 20 years $348,000 $248,000 $168,000 $78,000
net income + capital gain 

Annual return per year 11.6% 12.4% 14.0% 26.0%

 (Brackets indicate a negative fi gure)

Simply put, if you bought a $150,000 house and its value increased by 

10% in the fi rst year, then you have made a gain of $15,000. 

If you had put down $150,000 of your own money, your increase in 

equity as a percentage would be 10%, ie, $15,000/$150,000 x 100. 

If instead you had invested only $15,000 of your money and bor-

rowed the remainder, then the increase in equity would be 100%, ie, 

$15,000/$15,000 x 100. 

Even when you take into account the higher mortgage payments 

because of the greater debt, under these market conditions, the bigger 

borrowers do better, as shown in Table 1.
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This technique of leveraging is often used by investors who want to 

build up substantial property portfolios as quickly as possible. It’s good 

in theory and works for some people. But for those mortgaged to the 

hilt, it can take only a small increase in the interest rate to put highly 

leveraged investors in an uncomfortable position. Add a few weeks of 

unexpected vacancy and they are starting to hurt even more and may 

be forced to sell. Consider too, if there’s a down-turn in the property 

market at the time – not only do they have a non-profi table property, 

but they have one that they might have to sell at a loss with cash being 

owed to the lender.

A fi nal cautionary word on leverage: If instead of the value of the property 

increasing by $15,000, it in fact dropped by $20,000, then the shoe 

is on the other foot. The conservative borrower who put in $150,000 

of equity would have only lost 13% of their investment, whereas the 

TABLE 2: 1 Property 2 Properties 5 Properties 10 Properties

Property Value after 20 years $398,000 $796,000 $1,990,000 $3,980,000

Rental Income over 20 years $100,000 $200,000 $500,000 $1,000,000

Mortgage Payments $0 ($300,000) ($1,200,000) ($2,700,000)
10% interest only mortgage

Outstanding Debt $0 ($150,000) ($600,000) ($1,350,000)

Net worth over 20 years $498,000 $546,000 $690,000 $930,000

 (Brackets indicate a negative fi gure)

If all of these nine further properties performed the same in rental and 

capital gain over the period, then there is a significant benefit in 

terms of net worth. The table below compares the purchase of one 

property with $150,000 cash to two properties with a 50% mortgage, 

fi ve properties with an 80% mortgage and 10 properties with a 90% 

mortgage. Although the investors buying multiple homes have higher 

mortgage payments and continuing debt, they are better off in terms of 

net worth in the long run. See Table 2.
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investor with an original equity of $15,000 would have lost 133%. In other 

words they’ve lost their money and owe $5,000 to the bank on the house. 

No problem if they have kept the rest of the funds on hand, but if they 

have bought nine other properties, each reduced in value by $20,000, 

they now have lost $200,000 of value, all of their investment, and owe 

the bank $50,000. And that’s not taking into account the real estate 

agent and legal fees associated with selling 10 houses.

Passive property investment

Many people are attracted by the idea of property investment and capi-

tal gain but never get around to it. They are put off by the work and 

uncertainty involved in searching for the right property, fi nding tenants 

and coping with the general dramas of being an active landlord.

Not surprisingly, the investment industry has recognised the potential 

of this market segment and has developed a number of passive invest-

ment options to satisfy their needs. 

Some companies, for example, offer schemes whereby investors buy 

from their residential pool of properties. The company then becomes 

the tenant for the fi rst three years and pays the rent in advance to the 

investor. Administrative tasks like rates and insurance are taken care of, 

as well as the inevitable repairs and maintenance. The idea is to enable 

customers to benefi t from the capital gain potential of property invest-

ment without the associated hassle.

Of course, all companies are in business to make profi ts. They are 

buying properties in bulk and receive a discount from the developer. 

Management charges and other incidentals also need to be taken into 

account. Make sure you are told all of the facts and get some independ-

ent professional advice before deciding whether this form of investment 

is right for you.
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Buying the right property

The type of rental property you buy and its location will depend upon 

your investment strategies as well as your budget. The general consen-

sus from valuers is that fl ats, apartments and houses in the cheaper 

suburbs tend to give higher rental yields than large houses in expensive 

areas, primarily because they are less expensive to buy at the outset.

Let’s take another example: an inner-city one-bedroom Auckland apart-

ment bought for $220,000 and rented for $350. The yield, therefore, is 

$350 x 49 = $17,150 divided by $220,000 x 100 = 7.8%. 

While this appears to be a more favourable rental yield than the 

example above, the apartment market may have an excess of supply 

(one of many in the same building and thousands in Auckland city) 

which means it is unlikely to increase in value as rapidly as the stand-

alone house in Brooklyn. Nor will it have as broad a potential buyer 

market when you do want to sell it. 

Buying bargain basement houses or fl ats in low-price neighbourhoods 

comes with its own risks – these are the types of dwellings more likely to 

be rented by low-income tenants, some of whom may not be particularly 

house-proud. The problem of damaged rental properties is increasing 

so you need to factor in higher maintenance costs, higher vacancy rates 

(while you fi x the place), and the possibility that tenants might do a 

midnight fl it owing you rent. You can insure yourself against such things 

and pursue rental arrears through the courts but the latter is time-

consuming, stressful and rarely rewarding (eg, a tenant might be 

ordered to pay back rent arrears at $10 a week for fi ve years). Setting up 

an automatic payment to collect rent is one of the safest ways to ensure 

payments don’t lapse.

The property you buy needs to appeal to your potential tenants. Knowing 

your likely tenant market is important for deciding what features of a 

house are likely to be attractive to them and enabling you to maximize 

the rent. If you want to attract young professional families then three 

bedroom homes in quiet suburban streets with access to good schools 

will be top of your shopping list. However, if you feel the most lucrative 



INVESTING IN PROPERTY?
Don’t get bitten: Call us now

Avoid the hassle of having a tenant from hell – Merlot becomes your corporate tenant. 
Enjoy constant cash fl ow, immediate tax relief and the prospect of long term capital gain, 
without worrying about tenants maintenance or rent loss.

Call us today on 0800 MERLOT (0800 637 568) 
For a no obligation chat about your needs, 
or visit www.merlot.co.nz
To get the answers to your questions about 
property investment.
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•  Invest for the long term in rental property to avoid paying 
tax on any capital gain.

• Make your investment intention clear

•  Know your rights and obligations (and those of your tenants) 
if you are a landlord.

•  Gross rental yield can be misleading, get the tools to 
calculate the true yield.

•  Structure the ownership to benefi t from losses.

•  Understand how leveraging works, but recognise the risks.

•  Buy a property based on the needs and wants of your target 
tenant – not your own.

tenant market is wealthy singles, then stylish apartments close to the 

city centre should be your focus.

In general though, features renters tend to look for include:

• closeness to public transport and shops

• clean and tidy interiors

• off-street parking or garaging

• a good standard of kitchen, ideally with a dishwasher

• likewise with the bathroom – well-ventilated and in good repair. 

Any city or region has its hot spots – suburbs near hospitals or univer-

sities will have a constant supply of nurse, doctor, student or lecturer 

tenants. Likewise, suburbs in desired school zones are always popular 

for rentals.

Try to keep your own personal tastes out of a potential rental investment 

decision. It is not about whether you personally would want to live in it. 

It is about whether the market you believe offers the best returns would 

want to live in it. Good bones and a handy location are more important 

than more aesthetic considerations. 


