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Negative Gearing – Should we move towards the United Kingdom system? Negative gearing is widely used by investors in Australia, as they are able to increase their wealth through borrowing. Although negative gearing is entrenched within our taxation system, many have called for its abolition. However, what they fail to appreciate is that negative gearing is attractive to taxpayers due to other tax policy measures in place, such as the immediate use of losses, the CGT discounting measures and the corporate imputation system. The Australian government tried to restrict negative gearing, albeit on investment properties, with disastrous flow on effects after they reversed their position. The reasons for the reversal were based on unfounded evidence provided by various housing industry bodies and with the looming NSW state and federal elections, the political parties wanted to be re-elected. However, what this article will also cover is that negative gearing is not the only driver of the housing market. Other factors such as interest rates, share market crashes, deregulation of the banking industry, job security and state taxes or a combination of these impact on the housing market. For example, low interest rates coupled with individuals with job security, and a deregulated banking industry, provides individuals with the confidence to borrow, and borrow larger amounts at lower rates.



1. What is negative gearing? Negative gearing arises where an asset is purchased with the assistance of borrowed funds, whereby the income generated from that asset is insufficient to cover not only the interest expense, but also the other costs involved in maintaining that asset. Therefore, an asset that is negatively geared reflects a net loss position.



2. Negative gearing in Australia and the United Kingdom Whilst negative gearing is recognised around the world, how that loss is then utilised within the taxation system differs between countries, as can be illustrated when comparing Australian to the United Kingdom. In Australia, taxpayers can deduct their net loss on negatively geared assets (e.g. residential property and shares) against other types of income, including salaries or wages and business income. The position is unaffected whether the taxpayer owns more than one particular asset or a combination of asset types. Further, there is generally no cap applied to the amount that can be recognised in any one income year.



However, the position in the United Kingdom is different. In the United Kingdom, if a taxpayer makes a loss on an asset, that loss is quarantined. However, where the taxpayer owns more than one asset, then any loss made can be applied against the profits of another, in the same income year.1 If after applying the loss the taxpayer is still in an overall net loss position for the income year, then that loss can be carried forward and utilised in future income years.2 Any unapplied losses can then be offset against the capital gain of the eventual disposal of the property.



3. Comparison of tax systems Whilst both systems differ in relation to the treatment of negative gearing, it can be seen that each system have their own advantages and disadvantages.



3.1 Australia The main advantages are:     



Generally no limits on losses recognised; can apply losses against other income (e.g. salary or wages) (i.e. tax shelter); losses subsidised by tax refunds; losses are recognised at the individual current marginal tax rate; encourages investment.



The main disadvantages are:  



loss of government revenue; uncapped.



3.2 United Kingdom The main advantages are that government revenue is not lost. The main disadvantages are:  
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losses limited to profits generated by that category of asset with excess losses carried forward; the tax value of losses are reduced in the event tax rates decrease when applied;



Callow, Duncan., Tax Avoidance for the Property Investor 2008/09,Indicator Ltd, June 2006, Ibid p 32
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increased compliance costs; Increased rents.



4. Other Australian tax policies increase negative gearing It is clear that the taxation treatment of losses is taxed more favourably in Australia in comparison to the United Kingdom. So does the Australian tax system provide an environment whereby negative gearing is encouraged? To answer this question, a consideration of the following tax policies will be considered:    



immediate use of losses; capital gains tax (CGT) discount; corporate imputation system; and depreciation.



4.1 Immediate use of losses Borrowed funds are used when acquiring investment assets such as rental properties or shares. However, borrowing is equally relevant when carrying on a business as a sole trader or in a partnership. Depending on the nature of the business carried on by the sole trader or partnership, the start up capital required may be high, and therefore can only be funded by way of borrowing. Where the interest payable together with the running costs of the business exceed the revenue generated, then sole traders, and partners in partnerships, are able to utilise those losses against other income, such as salaries or wages (subject to satisfying certain conditions). The ability of sole traders or partners being able to utilise those losses have been somewhat tightened by the non-commercial loss rules, to stop individuals from reducing their tax liability by maintaining an unprofitable business, so that losses can be deducted against other income. To further tighten the non-commercial loss rules, a threshold to quarantine business losses of an individual was also introduced.3 Investments such as shares or rental properties are unaffected by the rules.4 It is interesting to note that the Australian Taxation Office (ATO) statistics released for the 2008-09 income tax year reveals that negative gearing in real
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Australian Taxation Office, ‘Guide to Non Commercial Losses’, 12 July 2011 Ibid



estate is attractive to 79.5% of individual taxpayers whose income consists of salary or wages.5 Moreover, taxpayers have consistently reported rental losses for the last two years; however the gap from the 2008 and 2009 year fell by 24.3%.6 More significantly so, 80.2% of those reporting net rental incomes claimed interest deductions. However, they were lower by 4.2% than the previous income year. However, this could be due to decreasing interest rates, increase in non reporters or due to increases in rental income.7 These factors support the view that the immediate use of losses ramps up negative gearing, as it is an attractive form of increasing wealth. Furthermore, the taxpayer is effectively subsidising its loss through other income generated by the taxpayer, thereby reducing the amount of tax payable overall. 4.2 CGT Discount Whilst the concept of negative gearing doesn’t sound enticing, as it highlights the fact that you are actually making a loss, nevertheless it is the expectation of the taxpayer that the investment will continue to appreciate in value, in particular for investment properties and shares. Whilst the appreciated value will be subject to capital gains tax at some point, our Australian CGT regime makes available a number of concessions8:  whilst the investment appreciates in value, CGT is not payable; 9  a CGT liability is trigged when the investment is disposed of;  as the tax liability does not need to be funded during the holding period of the investment, this effectively enables the taxpayer to borrow against that “liability” for other investment purposes;  if the taxpayer individual holds the investment for at least 12 months, the taxpayer is entitled to a 50% CGT discount;  the capital gains tax is taxed at the marginal rate of the individual taxpayer, accordingly the taxpayer, depending on personal and financial circumstances, can dispose of the property when they are at a lower marginal tax rate;  CGT can be deferred indefinitely by owners bequeathing their assets upon death to beneficiaries who continue to hold them or if donated to charity. It is those abovementioned concessions that make negative gearing attractive. More importantly, individual taxpayers can borrow to invest in shares or property that will hopefully appreciate in value over time, knowing that they only have to pay CGT on 50% of the gain at their marginal tax rate. 5



Australian taxation Office, ‘Taxation statistics 2008-09’’, 6 April 2011 Chapter 2, page 13 Ibid page 15 7 Ibid 8 Ingles, D., Tax Equity Reforming capital gains taxation in Australia Technical Brief no 1, (April 2009) 9 Income Tax Assessment Act 1997 section 104-10 6



Effectively taxpayers on the highest marginal tax rate in effect retain 76.75% of that gain. However, whilst CGT discount is favourable for investors who are content to negatively gear their investments, financial institutions are more biased towards lending for residential property than for shares. This is despite shares having low acquisition costs and ongoing costs, and is quicker to dispose of. Their main deterrent is the volatility in the share market. It should be noted, however, that if a taxpayer is seeking only capital growth with respect to shares, then the taxpayer is denied a tax deduction for the interest incurred. The interest will then be capitalised in the cost base of the shares. The CGT share of Commonwealth taxation revenue has nearly doubled since the introduction of the 50% CGT discounts, from 3.4% to 6.6%, highlighting more revenue is being collected as a consequence.10 Further, the CGT discount has been credited for more people reporting capital gains than had ever been before. Accordingly, the appeal of negative gearing was enhanced by the decision to implement a 50% concession on CGT for investments held for a period longer than one year. 11 This therefore encourages investors to borrow, and to take advantage of the tax concession. Not only can they offset their losses annually, but the most tax that is payable by an individual on the realisation of the asset is 23.25%. Approximately 59.4% of reported gains in 2008-09 were sourced from share transactions.12 This gives further support of the attractiveness of shares to investors, however Australia was experiencing the effects of the Global Financial Crises. Further, it is the current economic conditions, future goals and future taxpayer uncertainty, that impact on taxpayer’s behaviours and not the fact that the taxpayer can negatively gear. This is evidenced by the fact that the number of individuals realising a capital gain from shares decreased by 59.2% and from real estate, a decrease of 30.8%.13



4.3 Corporate tax imputation system Another policy measure favourable to investors is our current imputation system.
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Kirchner, S., Reforming Capital Gains Tax: The Myths and Reality behind Australia’s Most Misunderstood Tax, (November 2009), page vii 11 Australian Democrats Action plan, ‘Negative Gearing & CGT’’ 31/8/2007 12 Australian Taxation Office, ‘Taxation statistics 2008-09’’, 6 April 2011 chapter 7, page 83 13 Australian Taxation Office, ‘Taxation statistics 2008-09’’, 6 April 2011 chapter 7, pg 87



The introduction of the imputation system was to prevent the same income being taxed twice – once at the company level and again at the shareholder level. The removal of the double tax made investing in shares attractive. Accordingly, to the extent dividends paid by the company are franked, then those franking credits can be used to reduce the amount of tax payable by the taxpayer. However, taxpayers are required to gross up their dividend for the franking credits received. Where the franking credits exceed the tax payable by the individual, then the individual can claim the difference as a tax refund. However, the entitlement to imputation credits is generally subject to the anti-avoidance rules such as the 45 holding day period rule. However, the benefits of the dividend imputation have declined as the Australian economy has become more integrated in the global economy, with company profits being impacted.14 Furthermore, borrowing enables the taxpayer to have a larger portfolio, which can assist in risk management, through the process of diversification of investments. Moreover, the dividends can either be applied against the interest expense liability or reinvested back into the portfolio to compound its growth. As mentioned earlier, shares are an attractive asset because of their low cost in comparison to housing, enabling the investor to diversify their investment with the same outlay as purchasing an investment property. Furthermore, shares maximise after tax profit, especially where investments are held in tax paying companies.



4.4 Capital allowance / depreciation Another silent benefactor of negative gearing is depreciation. For many investors of new housing, depreciation deductions can make a material difference to the cash flow attractiveness of the investment. Taxpayers are able to claim a write-off allowance equal to 2.5% of the construction expenditure and can be claimed for 40 years. The benefit of the write off is then deducted from the cost-base used to calculate the taxable capital gains on disposal. So not only is the taxpayer obtaining a non-cash benefit, but is effectively reducing the cash-flow burden. Depreciation also has the effect of reducing the taxpayer’s income which is taxed higher in comparison to capital gains on the disposal of the asset. It is acknowledged that the depreciation system represents a significant advantage to the taxpayer.15 14
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Australia, Australia’s Future Tax System, Henry, K., (2 May 2010) Chapter B2 page 195



Reserve Bank of Australia, ‘Submission to Productivity Commission Inquiry on First Home Ownership’, (2003), page 42



5. Why does Australia continue to offer negative gearing Whilst the tax policies mentioned above have the effect of increasing negative gearing in Australia, the question needs to be asked, why does the federal government continue to offer the tax benefits of negatively gearing?



5.1 Prior legislative change During 1985, the Federal Government saw the impact of negative gearing on government revenue and therefore introduced legislation, with the effect from 17 July 1985, abolishing negative gearing for real estate investors only. The system in place was similar to the one currently adopted by the United Kingdom. Despite the impact on government revenue, the reason for the change was because investors were effectively subsidising their acquisition of the investment to the detriment of owner-occupiers home buyers, thereby leading to higher real estate prices, and the shortage of properties available meant higher rents.16 It should be noted that whilst these measures abolished negative gearing for rental properties, this was not the case for other forms of geared investments such as shares.



5.2 Impact of change The consequence of the abolishment of negative gearing had some undesirable consequences. It led to a decrease in the construction of new residential properties, thereby impacting on supply. It discouraged investors from buying established properties, and it was alleged higher rental changes ensued.



5.3 Duration of change The tax breaks on negative gearing was restored on 1 July 198717. All in all, it lasted less than two years. Now negative gearing is generally permitted on all forms of investments.



6. Restricting negative gearing – bad tax policy or Australia’s love of property that caused its reversal 16



Hanegbi, Rami, ‘Negative Gearing: Future Direction’ (2002) 7(2) Deakin Law Review 349 Income Tax Assessment Act 1936 Section 82KZD(1A). The effect of the change was to render section 82KZD inoperative for the 1987/1988 income year and subsequent years.
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Was the restriction placed on negative gearing for housing good tax policy or was it Australia’s love of property that resulted in the abandonment of the negative gearing measures? To assess this, I will be considering whether the restriction was not good tax policy and therefore demanded change or did the government back down due to industry pressures.



6.1 Good tax policy? In order to satisfy the definition of “good tax policy”, the measure to restrict negative gearing needs to be:  simple, both in understanding and compliance;  efficient in application; and  fair both for all persons in the same situation (horizontal equity) but also for those who have a greater ability to pay tax do so (vertical equity). The restriction on negative gearing, whilst simple to understand would have increased compliance costs. Further, commentators are of the view that the measures favoured high income earners.18 There was intense lobbying by the property industry group claiming that the changes caused investment in real estate accommodation to dry up and rents to increase. However, two independent studies conducted since that time using different information sources (Australian Bureau of Statistics and the Real Estate Institute) did not support the view that rents across Australia increased significantly.19 In any case, it was the lobbying of the real estate industry that resulted in the abandonment of the restrictions placed on negative gearing. This was despite their claims being unsupported by evidence. It should be noted that during 1986, whilst the quarantine rules were in play, the proportion of investors buying newly constructed properties rather than established ones was at a rate of 62%. Thereby satisfy the objective of increasing supply of new rental accommodation to satisfy demand and hence curb housing price blowouts. However, recent statistics shown by the Reserve Bank of Australia (December 2010) shows that investment in new housing has shrunk to 6%.20 So once the restrictions were removed, investors preferred to invest in established properties rather than newly built ones. Doing so does not add to the rental availability or affordability. 18



Hanegbi, Rami, ‘Negative Gearing: Future Direction’ (2002) 7(2) Deakin Law Review 349, O’Donnell, Jim, ‘Quarantining Interest Deductions for Negatively Geared Rental Property Investments’ (2005) 3(1) Atax University of New South Wales eJournal of Tax Research [65] 19 Unconventional Economist, Business Speculator, Why negative gearing has failed, (22 March 2011) , Unconventional Economist, Negative gearing exposed, 14/6/2010 20 Ibid.



However, the reversal had a disastrous effect on the rental market. The investor’s share of finance to buy existing homes had soared from 8 percent to 40 percent. There was also a huge growth in demand, which saw house prices soar 433% since 1987, while household income only rose by 195%, putting home ownership out of reach of many.21 However, this surge in the property market could also be as a consequence of the share market crash which occurred in October 1987. Also, there was a surge in the acquisition of second hand properties around 2000, which coincided shortly after the introduction of the 50% CGT discount.22 What the government should have done was restrict negative gearing for only newly constructed dwellings, thereby increasing the supply of housing. I’m of the view that even if the restrictions on negative gearing were still in place, this would not stop people investing because of the 50% CGT discount. After all, the quarantining of the income is only a timing difference. Provided the tax rates remain the same, the taxpayer is slightly worse off in that they don’t get the benefit immediately, but at the same time, as CGT is not assessed on an accruals basis, taxpayers, on balance, are better off. Moreover, this growth can be used to provide further investment opportunities. More still, as mentioned above, capital gains can be deferred indefinitely. can’t get better than that for taxpayers.



It



6.2 Property market drivers Despite the tax policy issues in play, it should come as no surprise that negative gearing was, and I agree, a contributor to making real estate unaffordable.23 However, there are other factors that impact on housing affordability, such as: a. Interest rates: the reduction in rates means that individuals were borrowing more, creating a positive correlation between negative gearing and interest rates.24 b. First home buyers grant: provided the ability for first home buyers to enter the market, however, many have argued that these grants were factored into the sale price for new homes.25 c. Planning and zoning regulations: impacts on the availability of land to build new housing, but also the building process can be
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Colebatch, Tim, ‘Negative gearing top tax break’, 27/3/2010 Unconventional Economist, We Be, Calls to restrict negative gearing grow louder, (9 March 2011) 23 Hanegbi, Rami, ‘Negative Gearing: Future Direction’ (2002) 7(2) Deakin Law Review 349 24 O’Donnell, Jim, ‘Quarantining Interest Deductions for Negatively Geared Rental Property Investments’ (2005) 3(1) Atax University of New South Wales eJournal of Tax Research [65] 25 Saunders, Peter, ‘After the House Price Boom, (2005) 21(1) Policy, Autumn 2005 3 22



frustrating with a short supply of builders and builders over committing themselves. d. Use of equity in homes: from the mid 1990’s investors were permitted to use the equity in their homes to purchase investment properties without having the necessary deposit. Also the deregulation of the finance industry meant that lenders began competing aggressively for investment loans and offered products specifically designed to attract investors e.g. split purpose and interest only loans. By contrast, before the deregulation, investors found it difficult to obtain finance for an investment property unless they had a reasonable deposit.26 e. Share market crashes/downturns: the volatility in the share market makes housing a better investment choice, but wealth creation is better found investing in shares. There is also a correlation between share market crashes and investment in housing. When the share market crashes or significantly drops, investors are still seeking to generate wealth and would therefore invest in real estate. f. Job security and growth: solid job growth/security and rising wages, coupled with low interest rates provides individuals with the financial security to borrow, sometimes at larger amounts.27 g. Taxes- stamp duty, land tax, goods and services tax: all these taxes have an impact on the purchase of the property. Further they can be quite costly and eat into the profit made on the eventual disposal of the property, especially where an investor owns more than one land and the aggregation rules are triggered for land tax.



6.3 Main users or benefactors of negative gearing I will now consider who some of the main users of negative gearing are. It is these main users that need to be considered when making decisions to restrict losses. Further, I am ignoring those who benefit from the spin off effects of a buoyant housing market (e.g. lenders).



6.3.1 High wealth individuals



26 Unconventional Economist, Negative gearing exposed, 14/6/2010 27 Freeman, Peter, ‘What to do about housing’ (2003) Money, October 2003, 68



Gearing is appropriate for investors who are on the higher marginal tax rates, as the ability to utilise deductions is more tax advantages, due to the higher rates. Further, high wealth individuals are more likely to have stronger cash flows and therefore able to absorb those losses without impacting on their disposable income all too much.



6.3.2 Low income individuals For low income earners, risk and reward are magnified, and are more likely to show positive returns on investments, due to their restricted ability to service debts and still have sufficient disposable income to comfortably meet interest costs and living costs. It is interesting to note, that the Australian Taxation Office Statistics for the 2008-09 year shows that investing in property is the investment choice for middle-income Australians, with 78% of investment properties being held by individuals earning less than $80,000 per annum. Furthermore, those with a taxable income range of between $34,001 to $80,000 represented 41.9% of the individuals that reported rental income28. However, these statistics do not reflect the support of any second household earner, who may in fact be high income earners.



6.3.3 Government The Australian government relies on investors making use of negative gearing to invest in the property market, thereby alleviating its need to allocate its resources to housing. However, the government offers other invectives, such as rent assistance to assist the people of Australia in need. Moreover, the reason why the Australian government offers negative gearing is that it is designed to encourage investment, whether the taxpayer is a sole trader or a partner in a partnership, property investor or investor in shares. Government resources are better placed towards infrastructure or on ‘circulating capital’ that continues to provide returns to the broader community and is not just limited to the occupants of the home where it may well be operating at a loss. However, the Government is still concerned with its policy objective of adequate housing for people. However, social housing provided by Government has steadily decreased since 2000 by 6.6%.29 In particular, during 2011, the State Government of South Australia was compiling a list of Crown land to sell so that it can improve its budget results. Further, the South Australian government has doubled its selling of ex housing trust homes to about 40 homes a week over a six month period last year.30 28



Australian Taxation Office, ‘Taxation statistics 2008-09’’, 6 April 2011 chapter 2, page 16 Shelter Australia, ‘Housing Australia factsheet A quick guide to housing fact and figures’ 30 Adelaide Now, Crown land ‘sale’ to boost budget, 155/2011 29



6.3.4



Renters



Clearly those that cannot afford to buy their own place, or choose to rent for lifestyle reasons are dependent on individuals investing in the housing market. In order for rents to remain low, one of two things needs to happen, there either needs to be an increase in the supply of rental properties (preferably new) and/or by lowering the cost for landlords. However, with the later, it is unlikely that landlords will pass on any benefits of negative gearing to tenants in the form of lower rents.31 7. Conclusion After consideration of all the information and views presented, I am of the view that Australia should follow the United Kingdom approach to negative gearing, but only for investments in newly constructed housing. When similar measures to that of the United Kingdom were in place (1985 to 1987), the government was meeting its policy objective of investors investing in new housing, without rents substantially increasing across Australia. However, given the low vacancy rates experienced across Australia, coupled with higher property costs and rental charges, the Government needs to place its focus on the supply side of the property market. By increasing supply, housing affordability will be achieved and those who wish to have the Australian dream of owning their own home can do so. As for those individual who do not aspire to own their own home, they will not be subjected to paying excessive rents. At the end of the day, the benefit of the losses will become one of a timing issue, subject to inflation and individual tax rate changes. They may not get the tax benefit in years one to five, say, but in years six and onwards, whilst the losses are being recouped, tax is not needed to be paid, enabling those profits to be invested elsewhere later on. However, the same measures do not need to be in place for share investors or sole traders or individuals in partnerships. The reason being is that the share market, together with tight lending criteria of banks, controls the attractiveness of negative gearing. As for the imputation system, the government would not want to eliminate the imputation system. The reason for this is because the government would not want to restrict investment within companies, as the benefits, (e.g. jobs), outweigh the costs (e.g. temporary loss of revenue). As for the later taxpayers, the non-commercial loss rules are in effect quarantining losses already. 31



O’Donnell, Jim, ‘Quarantining Interest Deductions for Negatively Geared Rental Property Investments’ (2005) 3(1) Atax University of New South Wales eJournal of Tax Research [65]



As for the CGT discount, this measure would still be required to make investing in existing properties attractive. Otherwise, the property market may crash with investors losing thousands of dollars. Ultimately, it is not the dividend stream or the rental stream that makes investing in shares or investment properties attractive, but the capital growth.
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