
04/06/2020 Property market not geared for Labor negative gearing ban

https://www.theaustralian.com.au/business/wealth/property-market-not-geared-for-labor-negative-gearing-ban/news-story/0713f61cfc78595a6baf0c7d577ac1a0 1/3

THE AUSTRALIAN

Property market not geared for Labor
negative gearing ban

STUART WEMYSS

The ALP’s proposed negative gearing ban has investors rushing to estimate the impact on tax and

cash flow. However, there is an additional negative side-effect of this policy. My calculations

reveal that an investor’s borrowing capacity will be reduced by 9-23 per cent, exacerbating an

already irrationally tight credit market.

In turn, that is going to further weaken the demand for property.

It’s an inevitable outcome of the ALP policy that has so far gone undetected. Here’s how it works:

When assessing a customer’s borrowing capacity, a lender will consider two main criteria —

security and serviceability. Security relates to whether they have sufficient assets or deposit to

secure a loan. Serviceability relates to cash flow. That is, based on their current income and

expenses.

Do they have the ability to repay the loan? This means they must demonstrate that they have

surplus cash flow to contribute to the new loan’s repayments.

When assessing a borrower’s cash flow surplus (serviceability), the bank will audit their living

expenses to ascertain how much they spend by reviewing the past three months of bank

statements. Post-royal commission, the banks have become very pedantic.

Some examples:

• Lenders have asked applicants to prove they didn’t have dependants (a photo in the property

valuation report had a picture of the applicant’s niece on the fridge).
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• Asking if the applicant had a pet as they spent money at a pet store (a gift for someone else’s

pet).

• Querying if a child’s swimming lessons at $26 a fortnight are ongoing (over a 30-year loan that’s

a $20,000 commitment!).

What a turnaround, as the banks face the music over irresponsible lending in past years where

expenses were not property examined. Now the loan application process is more akin to a

criminal forensic investigation than a prudential loan assessment.

When it comes to prospective loan repayments, the banks will calculate whether you can afford

the repayment at a “benchmark interest rate” on a principal-and-interest basis (even if the loan is

to be interest-only). The current benchmark rate used by most banks is 7.25 per cent though the

headline rate on your loan might be closer to 4 per cent.

Therefore, when carrying out its borrowing capacity assessment in respect to a $500,000

investment loan, for example, the bank will use loan repayments of $3940 per month (assuming

a 25-yearterm). However, the borrower might be applying for a fixed-rate loan with interest-only

repayments. As such, their actual fixed repayments would be closer to $1700 per month. The

assessed repayment is more than double the actual repayments and that’s what is restricting

borrowing capacity.

There have been suggestions in the banking sector that the benchmark interest rate should be

adjusted, or maybe even regulated by APRA. This would help loosen the current very tight credit

markets.

Over recent months many banks have been cutting fixed interest rates. While these lower rates

help borrowers’ cash flow, they have no impact on borrowing capacity calculations.

The issue moves to a whole new level when a borrower applies for an investment loan; the bank

has historically taken into account the negative gearing tax benefit in respect to existing and

prospective investment loans. This means they reduced the borrower’s annual tax liability. The

negative gearing benefit is calculated as the difference between 70 and 80 per cent of the

property’s gross rental income and annual interest cost (based on actual interest rates) multiplied

by the borrower’s marginal tax rate. Because this cuts the borrower’s tax expense, it has the effect

of increasing their borrowing capacity. A customer’s borrowing capacity is typically higher if the

loan is for investment purposes compared with owner-occupier purposes.
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If the ALP wins and its negative gearing ban becomes law, the banks will need to adjust their

borrowing capacity calculators and remove the negative gearing benefit. From a review of the

four major banks’ calculators, I estimate this will reduce a customer’s borrowing capacity in the

range of 9-23 per cent, depending on the bank. Regardless of which bank you are using, we are

talking about significant reductions.

According to ATO data, over the past decade, the property market drew approximately 59,000

new investors a year. Depending on the dwelling turnover rate (usually 4-7 per cent a year), I

estimate investors account for about 9-16 per cent of all property transactions. Due to the tight

credit market, the volume of investors is likely to be significantly below the long-term average.

There are already predictions property investment demand will reduce if negative gearing is

banned; a further contraction in borrowing  capacity can only make it worse.

Investors must take this into account when contemplating whether to borrow to invest in

property or not prior to January 1, 2020, which is when the ALP proposes to implement these

changes.

Not only do investors need to consider the cash flow impact of the negative gearing ban but, due

to the expected contraction in borrowing capacity, it is possible they may no longer qualify for a

sufficient investment loan after January 1. It is possible that willing and able investors could be

locked out of the property market due to insufficient borrowing capacity.

Credit markets are already unsustainably and irrationally tight. Even if we assume banning

negative gearing has merit, maybe now is not the time to implement it.

Stuart Wemyss is an independent financial adviser and author of Investopoly: The 8 Rules for

Mastering the Game of Building Wealth.
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