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RRSPs

Most people know you can
use RRSPs - now to a higher
withdrawal limit - for a down
payment on your first home.
What savvy investors have
came to realize is that you can
also use these funds to finance
investment properties

Column- Don Bayer

|s it time to go with a fixed-

rate mortgage, or a variable?
Mortgage expert Don Bayer
outlines his views an the matter

Product listings

Canadian Real Estate compares
mortgage products currently
available from a range of lending
institutions across Canada

mortgages

Most people know you can use RRSPs - now to a higher
withdrawal limit - for a down payment on your first home.
What savvy investors have come to realize is that you can
also use these funds to finance investment properties.

Here's how

By Monte Datsan

ne of the fow tax benefits sl

available o Canadian taxpayers

15 the Registered Retirement
Savings Plan, or RRSE. Unfortunacely,
many are ill-informed witls respect 1a
maximizing the full benefits of this
savings instriment. Many investors
believe char by simply coneribunng
inta a registered acconnt such as
an RRSF that they are Yinvesoing’
tonwards their retirement.

Every vear near tax time, Canadians
are bombarded with massive marketing
campaigns cncouraging thetm o ran
dowen to therr local financial institution
to coneribute 1o their RRSP and “save
tax.” The fact of the matter is thar
when this ncours, many people have
o idea what dhey are conteibuining
tovwards, and end up placing their hard
carned dollars into muatual funds or
GICs by detaule, because they feel these
are the onby options available o them,
Sadly, many investors don't realize that
many mumal funds nnderperform
in the stock market due to the heavy
management foes associated t therm,
which can crode their invesunent
returns over the long werm.

MERs and mutual funds

When a person boys a mutual fund
within their RSP, there are alwavs
associated fees such as MERS or
management expense catio, This is the
fee that the inancial insotuoos charies
your oo manage vour mutial fund. These
tees are charged regardless of how vour
imvestiment pertorms, whether it goins
ar loses, The average MER [or murual
fands in Canada s 2.487%, more than
iy other developed country.

Let's take a look at an example af an
imvestor who boueho 10,000 of muoual
funds with an MER of 2.5%, The MER
is simply the fee chae the fund manager

rakes onoan annual basis o manage your
funds. This doesnt sound Like much,
bus let's dig deeper and da the marh,
Let’s asstme that this mutual fond
yields an average anmual recwrn of 8%
fior 20 vears, Alter 20 vears, the 1otal
griss amoint in the investors account
wottld be 546,610 (the orignal § 10000
IvesTIment, Fll.l.\- returis of 5366100,
Sounds pood, righe? 1ois good, but this
is betore the MER has been deducted.
Tatal [ees deducted trom the
investor’s account over the 20 years add
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up o FE ST and becese these fees are
charged on an annual basis, the MER
alsoompacts the imvestmene thirongl
aconeept called Tost retorn poteneial!

ivestor has carned 4 5.4% anmual
retirnn on therr mvestmenc. And T
for many years live we seen mucual

Frnads carn #7%2 Lacely, not many,
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very ageresaively wo do so hecanse o
the secoriey ol s invesunent, | e
15 reason the banks vepically provade

WVl "l :l.'l'-.'- INECrEesE mETes O |'|'||_‘:-|'f_:-_'_ 1 Fes

Simply pue, the maney you pad in fees 1s Far this reason, we sought oue o because they knowy mortgage lending

not carning voua reoar wad s therefore berter sway to enrn a greater rewirn cans bevery sate and seonre longeterm

the vpportinty cost of the MERL So the
F

wotal drnprect of tle 205% MEDR is $17.495()

leaving a net retuen of only $18,.62% 4 tar

cry from the expected retirn of 336,010,

Original investment 510,000
Return before fees 536,610
Less total fee impact 517,980
(MER + lost return

potential)

Account total %18,629
(after fees)

Average annual return 5.4%

(after fees)
Sainstead of the tvestor carning an
expeeted rerarn of 8% as prediceed

By many mneeal fand companies, the

O] QLI IVEstinent, e SPTion w
bave utihized with onr BRSPS and
helped others investin is called RRSP

maorteages. This snethod of invese

an advanced seategy, and just ke any

h 2
investmiene, there ave visks and rewards,

Hemwewer, with a lictle education and
due diligenee, RRSF mortgages can
deliver sceady lone-term grostly and

s ied et returns,

RRSP martgage

A BISE s noe legally allowed o
apiece of real estate dircedy. However,
an RRSP s able w lend money secured
vat tatle by a mortmage ;s properey
[liis e really no different than oh
Banks lending money as a mortgaoe on

Eproperey and. o faen they compets

mvestnent when s done carrectly.
Let's incrodue @ topic many
Canacians hkely have never heard
of — arms-lengeh morteagees. This i
a vy of mortgage thar can he held
within vour [RESE weconnt, oo lend
ey onn d speciile property that

vt are considered arms lengeh 1o,

ar have nocdirecr owenership m the

properey drongel lood, marrge or
adepron, The meome tx act bas very
spectie rabes aroond the definioon

of Taris lengtls and e margzags

mst he structured according o elése
rules tovensure char there are no rax
implications. Omee vou find o properoy
itor example, if vou are a leided) orf
vot Tevee g praperty that vou swane to

bind an RESF smortmiee for (a5 a real




earare investor], then it is a relatively casy
PrOCEss 10 SCIT L.

First, an imvestor must open o sell-
direered RSP account and transter the
Froreds G their cxtsting RSP inta thas
accoune. This does nat rrigger any ax
and ts simphe o transfer of funds, similar
TP UPITING L A D Savings account at
anather bank and moving vour smoney
over e this new account, Mot all hanks
e ofter seli=directed accouns allow
sovestors o hald @ moertgage-hased
wvestnent. so vons will Tuve 1o ind a
rrustee tha allows this oype of plan, Two
examples thar do are Olympra Trust and
T Warerhouse,

Mo, the tnvesoor becanies a de faco
bauk, and halds a mortgage on aspectiic
propercy for another mvestor. The
frvestar has connplete contral oo the
imvestinent selection, direction, terms
and return on investoment of the finds
chey have available wichin their seli=
directed RRSP acconne

The RESE mortzage 15 hasically a
private mortziee’ that is agreed upon
bepween two paroics, so it is up to the
lender ar RESE holder o do therr owen
due diligenee on boh the borrower and
property that they plan 1o lend on. Some
kew tactors are the track record of the
praperty owner, whether icis a reneal
property o personal residence, the rental
income. and most imporcanty, the Loan-
ro=Yaloe or LTV, which is the property
vathiae less the total mortgage balance.

LTV level
RIRSE moregages can be placed on the
progoerty in a Arst seoond or even third

Real Estatelnvestors
Are you peying too much incoms nax?

position, which is sinply the order chae
the morsmiees are paid oftwhen the
property is sold o went m foreclosnre,
Many RSP mortzages are loaned

inn the second position,” which means

it 15 secured after the firsc mortgape
tinancing on che title of the propero
[Chis is why the total LTV ot all
mortgage balances must be adhered o as
this is your largest fetor of risk, A Tugh
LTV can indicate high risk. while a low
LY can indicate a low risk investiment,

Typically. the higher the LTV, the
higher the potential returns tor the
RSP lender and theretore the lngher
the incerese race tor the borrower, 1e1s not
THICOETIITIONT T S0 .r'l'lTl:"]'{‘."ﬂ. TATCE o [h".:
rate of return in the range of 108 o 13%,
Aurin, this is completely nepotated Ty
the RIS lender and borrower,

A coad rule of thumb is o never
exceed 83% LTV (total of all morigapes
on the propertv),

One mighie ask why anyone would
praw 0% 1o 15% incevest rates when

prime s currenitly ac 2.3%. The simple
anpswer is that sonme investors are willing
o pay such high sneerest rates dawe

thie face that this equuey s sometimes
patonschabde noder current bank lendinge
tles and eriteria. and the Dot dun
soplusticated mvestors know they can
unilize this ey o reap even higher
rettrns by using ic o by more real
carate. Many banks also ave caps or
lirmits in place and will not let real

estate investors cxceed these lending
Tirnits, Beeawse of this, i 15 sometines
nevessaey for investors o seck private
fnding from sources such as RSP
halders i order o furdher expand

their real estare portrolio or make

HUPIOVENIC IS IO CxISHNE Propertes,

The horrower

lopsortantly, the RIEST trisees or
planholder in noway reviews the meris
of vour investinent. They simply hold
vorrr RESP finds and icis up o vou s the

TS DOT [ CTsUre i s _L’l-.?'l.H] Irpvestienl.

ube & Associates

Mot sume how to soructyne and protect your holdings?

W wnirk with 1eal estage invisstors and developers acmss (he Country, Mok onby 20w prepare
financls Sate-ments and tay rmhurns, Sut we also:
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Sog s critical you take the time w
P :|.11.'r|"_\." revics the properoy al 1
the borrower.

When It comes 1o assessing & property,
fior s frst fewe deals iomay be preferable
that o person work with an expericneed

calile alao all

parey that is knewle
aspoces of the process, Some mortgage
brrokers can assist with this process, b
15 buyer beware as moraee brokers pe
paid thedr commissions on arranging che
Fineing whether the deal is pralicable o
not. Te e likely best wo work swach someone
who can review the first rew progosals, An
experienced laver that specializes inorezl
estate, and preferably RSP morteases i a
key part of the team as well,

Another factor w consider is the
erack record ol the borrower including
credie raung, income, stabiliry, job

status ancd credic istory, With regands

e the property, 10s a good idea
vertby the Aest mortmnze detals (cerm.
paviments, interest rateh, as well as all
other imcome expenses relaced o the
properey (propersy tises, atiliics. lease
agrecments, insurance). Based on the
nurnbers, ask voursel fwhether the
property stll casls foves atter all deba
service paymenes and cxpenses, 15,
v capahle 55 che horrower in covering
e paviments?

Iy the event diat the boreower
definles, the lender should consnlta
Livwever rizhit wway, 1 che paviments
restained e defanly, che property wonld
eventually enter meo toreclosure and
then nogoes wo the coures toowork o
whoy cees paid whan Thes is where che
LT is very impormant, as the RRSP
halder needs conongh equicy i the
praperty o eover of D not only the
repavment of the loan, but any legal fies

wssociated with the foreclosure process.

[hes whole process can take some e,
abonit three months or more, betore von

Can et vonrr mmoney back.

Getting started

e vou Do o ‘deal” or ProperTy thar
fies all of wour investrnent criteria, then
yonr proceed o ger g lawyer wo drealt up
the RESP mortgaze documentacion

and hasve it syrned by the borrower,

I'he merteaoe 1s then registered an

the e of the property o proceec vow

tnvestinent, just ke the MOrtgLes Vol
petar a bank.

Onee the maortgage is registered on
rttle, the tends are cransterred from
vour RRSP account o the lewver, wha
chistribures them oo the borrower. Olnee

the moertgage 15 scrup, the morngs

payitents are sent to vour RS acconne
via direcr depasic.

Another factor o consider i
payient seruetiee. RSP mortgages
can be serup sa thae pavenents are
eovaede oo menthilby, guarterly or
anmal Basis There 15 also che option
af 4 halloon pavinent doe at the end af
the term at the mortease, Typically,
the mmore frequent the paymenes, the
lonarer thie rotorirs daee o the Jesel of
risk, Plowever. balloon paymens are
beitclicial to real escare investors as chis
alloaass them to wtiliee the capatal for

the lengele of the moregae, witho

affecting ther cash Ao today.

Inrerest raves o balloon pavinem
rmartzages are typicelly Ingher doe oo
higher degree of risk far the RESE halder,

Flere is an example

Propearty: 3-bedroom house
in Grande Prairie,
Alta.
Appraised value; S250,000
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First mortgage 5162,500 (65% LTV}

balance:

RRSF second 537,500 (15% LTV,

mortgage loan: S-wear term at 12%
interest rate)

Total value of all 5200,000 (B0% LTV)

mortgages;

RRSF second 12% per year

martgage interest
rate or ROL
Second mortgage
payments;

5375 per month

{direct deposited

into self directed
RRSP account)

Afrer hve vears, the RIESE holde

st ld Tavve carned o rocal returm of
F375 por moath toes A0 months, for
arotal of $22 5000 Their ol RRSP
acceunt balanee after this period
wontld then be S00L0000 {the arizinal
mvestnent of 23300, plus a retern
al 3225000, This is che netrecurn tha
the RIESE ivester weonld recerve mnside
therr BRIV aceonnc, and chere are noe
additiemal !-l;'l;'*-\. OF CXPCnscs 10 deduet
froun this return, Also with a LTV of
only 80%, chis property would Dave oo
drop in valoe by more than $30,04010
erver the nexe Fve vears hefore any

af the investors inicial mvestment of
S3A00 ol be ar risk. &

Mente Dobson

is president of
C2Ventures Inc,
White City, Sask. No
magazine article
can consider your
personal needs

in relation to

vour financial situation. You

should seek advice appropriate to
vour particular circumstances before
entering any financial transaction.

rent it easy, rent it fast

1-888-966-4966
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