how does negative gearing work

How does negative gearing work? Negative gearing is a financial strategy
commonly used in real estate investment, particularly in countries like
Australia. It refers to the practice of borrowing money to invest in an
asset, such as property, where the income generated by that asset is less
than the costs associated with owning it. This article delves into the
mechanics of negative gearing, its advantages and disadvantages, and the
implications it has for investors and the economy.

Understanding Negative Gearing

Negative gearing occurs when the expenses related to owning and managing an
investment property exceed the income generated by that property. This could
include costs such as mortgage interest, property management fees,
maintenance expenses, and council rates. The resulting net loss can be used
to reduce the investor's taxable income, potentially resulting in a lower tax
bill.

The Mechanics of Negative Gearing

To better understand how negative gearing works, let’s break down the
process:

1. Acquiring an Investment Property: An investor purchases a property, often
through borrowing funds from a bank or financial institution.

2. Calculating Income and Expenses:

- Income: This typically comes from rent paid by tenants.

- Expenses: This includes mortgage repayments (interest), property management
fees, repairs, insurance, and other costs.

3. Determining Profit or Loss: If the total expenses exceed the rental
income, the property is considered negatively geared. For instance, if an
investor earns $20,000 in rent but incurs $25,000 in expenses, they have a
loss of $5,000.

4., Tax Deduction: The investor can deduct the loss from their other income,

such as salaries or wages. This reduces their taxable income, potentially
resulting in a tax refund or a smaller tax bill.

Advantages of Negative Gearing



Negative gearing can provide several benefits for property investors:

1. Tax Benefits

The most direct advantage is the ability to claim tax deductions on any
losses incurred. This can significantly reduce an investor's overall tax
liabilities, making property investment more attractive.

2. Capital Growth Potential

Many investors believe that the properties they invest in will appreciate
over time. Although negative cash flow can be concerning in the short term,
the potential for significant capital appreciation in the long term can
outweigh these initial losses.

3. Diversification of Income Sources

Investing in property through negative gearing allows investors to diversify
their income sources. By owning multiple properties, they can spread risk and
potentially generate more stable income streams.

4. Leverage Opportunities

Negative gearing enables investors to use borrowed funds to invest in high-
value assets, which they might not be able to afford outright. This leverage
can amplify potential returns.

Disadvantages of Negative Gearing

While negative gearing can be advantageous, it also carries risks and
drawbacks:

1. Financial Risk

Investors relying on negative gearing must ensure they can cover the
shortfall between rental income and expenses. A downturn in the property
market or prolonged vacancies can exacerbate financial strain.



2. Market Dependence

The success of negative gearing is heavily dependent on the property market.
If property values decline or rental demand decreases, investors may find
themselves with little to no capital growth, leading to prolonged losses.

3. Tax Policy Changes

Tax laws regarding negative gearing can change, affecting the benefits
investors receive. For instance, proposed reforms or changes in government
policy can impact the viability of this strategy.

4. Cash Flow Issues

Negative gearing can lead to cash flow problems, especially for those who do
not have sufficient savings or alternative income sources. This can result in
stress and financial hardship.

Is Negative Gearing Right for You?

Deciding whether to engage in negative gearing requires careful consideration
of individual financial circumstances and investment goals. Here are some
factors to contemplate:

e Investment Horizon: Are you prepared for the long term? Negative gearing
often works best for investors willing to hold onto properties for
several years.

e Financial Stability: Do you have a steady income that can support
ongoing losses? Ensure you have sufficient cash reserves.

* Risk Tolerance: Are you comfortable with the risks associated with
property investment? Assess your risk appetite before proceeding.

e Market Research: Are you informed about the property market dynamics?
Conduct thorough research to understand potential areas for growth.

Negative Gearing in Different Contexts



While negative gearing is most commonly associated with real estate, it can
also apply to other types of investments, such as shares or business
ventures. However, the tax implications and investment strategies may vary.

1. Shares and Other Investments

Investors can use borrowed funds to buy shares with the expectation that they
will appreciate in value. If the dividends earned are less than the interest
paid on the loan, the investor experiences negative gearing. Similar tax
deductions can apply to losses incurred in this context, although the risks
can differ significantly from property investments.

2. Business Ventures

In some cases, entrepreneurs may engage in negative gearing when starting a
business. Initial losses can be offset against other income for tax purposes,
but the risks of business ownership are often higher and more unpredictable
than real estate.

Conclusion

Negative gearing is a complex investment strategy that can offer tax
advantages and the potential for capital growth. However, it is not without
its risks and financial burdens. Investors must weigh the pros and cons
carefully, considering their financial situation, investment goals, and
market conditions. By conducting thorough research and possibly consulting
with financial advisors, investors can make informed decisions about whether
negative gearing is a suitable strategy for their investment portfolio.

In a fluctuating economic environment, understanding how negative gearing

works and its implications can empower investors to navigate the property

market more effectively and make sound financial decisions that align with
their long-term objectives.

Frequently Asked Questions

What is negative gearing?

Negative gearing refers to an investment strategy where the costs of owning
an investment property exceed the income it generates, resulting in a net
loss. This loss can often be used to offset taxable income.



How does negative gearing benefit investors?

Investors can benefit from negative gearing by reducing their taxable income,
as the losses incurred from the investment can be deducted from their total
income, potentially lowering their overall tax bill.

What types of properties can be negatively geared?

Negative gearing is commonly applied to residential and commercial
properties, but it can also apply to other types of investments such as
shares, as long as the costs exceed the income generated.

Is negative gearing a good strategy for all
investors?

Negative gearing may not be suitable for all investors. It often requires a
higher risk tolerance and is generally more beneficial for those in higher
income brackets who can absorb the losses and benefit from tax deductions.

How does negative gearing affect the housing market?

Negative gearing can influence the housing market by increasing demand for
investment properties, which can drive up prices. Critics argue it may
contribute to housing affordability issues, while supporters claim it
encourages investment in rental properties.

What are the risks associated with negative gearing?

The primary risks include the potential for property values to decrease,
leading to larger financial losses, and changes in tax laws that could affect
the benefits of negative gearing.

Can negative gearing lead to capital gains?

Yes, while negative gearing results in a current loss, it can also lead to
capital gains if the property appreciates over time. Investors may realize a
profit when they sell, which can offset previous losses.

What changes have been proposed regarding negative
gearing policies?

Various governments have proposed changes to negative gearing policies,
including limiting its use or altering tax deductions. These proposals often
spark debate about the impact on housing affordability and investment
incentives.
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