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Key points 

Property market impacts 

 Restricting negative gearing to new properties and reducing the capital gains tax (CGT) 

discount from 50 percent to 25 percent, as proposed by the Federal Opposition, would 

significantly reduce the rates of return for investment properties purchased after 1 July 2017 

(Figure 1). Highly-leveraged investors would be more acutely affected. 

Figure 1. Estimated real rates of return (post-tax) for investment properties purchased with 

interest-only loans 

 

Source: Adept Economics estimates. Note: See below for assumptions. 

 Investment returns to properties not newly constructed would experience larger declines, as 

not only is the CGT discount cut, but negative gearing is also denied. That said, the large cut 

to the CGT discount, which will apply to all investment properties and other assets 

purchased after 1 July 2017, is the major driver of reductions in rates of return.  

 The impact of the loss of negative gearing—on rates of return for investors and property 

prices—would be much more significant, however, if interest rates increased. While interest 

rates are currently at very low levels, it is possible that, in the future, they are significantly 

higher, and the denial of negative gearing to investors purchasing existing properties would 

have a larger impact.  

 The policy may result in lower property prices on average, possibly in the order of 

4 percent, given lower rates of returns would make investment properties less attractive to 

invest in and would reduce the willingness of investors to pay for them.  

 In particular market segments popular with investors, such as inner city units, prices may 

decline to a larger extent than 4 percent. For example, for an inner city apartment block that 

is 50 percent owned by investors, the decline in property prices could be 5 percent or more.  

 Even though existing properties purchased before 1 July 2017 would be ‘grandfathered’, 
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their value would be affected because the value they would eventually sell for would be 

reduced, as a prospective investor purchasing the property would earn a lower rate of return 

due to the changes.  

Views from property industry participants 

 The proposed changes are of significant concern to some property developers, based on 

consultations with industry to inform this report (Box 1). Views expressed by industry 

participants were consistent with the findings of the economic analysis that the 

attractiveness of investing in property would be reduced, and there would likely be a 

significant adverse impact on property prices.  

Box 1. Comments from property industry participants regarding possible impacts of 

changes 

“The cut to the CGT discount will be a sledgehammer at a time the economy doesn’t need any 

more disincentives to invest capital. The CGT discount change will affect all asset classes, 

including shares.” John Langford-Ely, Marquee Developments. 

“…already the proposed changes to negative gearing floated by Labor have put a brake on 

Pre-Sales of investment style apartments…Differentiating between new and established stock 

won’t necessarily boost sales particularly to Australian investors because the market for selling 

their old properties will suffer. This will have a more dramatic effect on housing and owner 

occupier property than investment stock which is already decimated by the banks’ new rules.” 

Kevin Miller, Property Solutions. 

Potential regional property market impacts 

 The impacts of negative gearing and capital gains tax changes in specific regional markets 

would depend in part on conditions in those regional markets. For example, in Brisbane and 

on the Gold Coast, changes may amplify a drop in investment in new properties that may 

occur as the market adjusts to the significant addition to supply that will occur in the next 

couple of years. And it may result in further falls in property prices in regions that are 

already struggling, due partly to the mining downturn, such as Gladstone, Mackay and 

Rockhampton. 

 Other regions where adverse impacts from negative gearing and capital gains tax changes 

may be stronger would include the Gold Coast, where there is a greater proportion of rental 

stock than in many other regions, and Townsville, which is already experiencing a downturn 

in its economy, with unemployment at around 9 percent, and where any impacts on 

residential dwelling investment would come at a precarious time. 

Policy issues 

 The Opposition’s current proposal to modify negative gearing and CGT arrangements would 

result in significant falls in rates of return on investment properties and create an undesirable 

and unnecessary distortion in the property market by allowing negative gearing only for 

newly constructed dwellings.  

 It would come at a precarious time for the property market, which is facing settlement risks 



 

 5 

in capital city apartments, and in Brisbane in particular, which is seeing a large increase in 

supply coming onto the market. The policy changes would bring undesirable risks and 

should be re-designed. 

 The proposed change to negative gearing is not well founded in theory or evidence. 

Negative gearing is a long-standing feature of Australia’s taxation system and, as the 

Treasury noted in 2015 in its Re:think Tax Discussion Paper, “it is simply the operation of 

Australia’s tax system allowing deductions for expenses incurred in producing assessable 

income”. 

 As currently designed, the Opposition’s policy proposal is an undesirable way of dealing 

with what may be the true policy problem behind housing affordability concerns: 

restrictions on land supply and housing developments due to planning policies.  

 Past concerns around negatively-geared landlords are offset somewhat by the recent 

levelling off in the number of negatively-geared landlords and reductions in rental losses as 

interest rates have fallen. Also, action by the Australian Prudential Regulation Authority 

(APRA) appears to be moderating investor behaviour.  

 The large cut to the CGT discount, effectively a 50 percent increase in the taxation of capital 

gains, should be reconsidered. A reduction to a 40 percent discount or a return to the 

pre-1999 arrangements may be preferable and should be considered by the Opposition if it 

wins Government. 

  



 

 6 

1. Introduction  

Walshs Financial Planning has commissioned Adept Economics to undertake a study on the 

“Impacts of proposed negative gearing and capital gains taxation changes on the property market.” 

The policy changes considered are those proposed by the Federal Opposition in its Positive Plan to 

Help Housing Affordability.1 The study will focus particularly on the impacts on the Brisbane and 

regional Queensland property markets. 

2. Background 

Negative gearing and capital gains tax 

Negative gearing refers to the situation when a taxpayer uses declared losses from a rental property 

(or multiple properties) to reduce their taxable income, thus receiving a tax reduction. A taxpayer is 

able to claim a variety of rental expenses, in addition to interest payments on a loan used to finance 

the property, including, among others, depreciation, repairs and maintenance, utility bills, rates, 

insurance, management fees and travel expenses (see example in Box 2).  

Box 2. Example of a negative gearing claim 

Consider an investor with an investment property with annual rental income of $21,200, and the 

following tax deductible expenses (rounded to nearest $100): 

 Interest on loans $22,800 

 Management fee $1,600 

 Council rates $1,500 

 Insurance $1,000 

 Repairs and maintenance $1,400 

 Depreciation $1,100 

 Other expenses  $1,800 

So total expenses associated with the property equal $31,200, which when deducted from rental 

income, means the investor has a rental loss of $10,000. If the investor earns $100,000 per year, 

the investor’s tax bill is reduced by the investor’s marginal tax rate of 39 percent (including the 

2 percent Medicare Levy) times the rental loss, which is $3,900. This means that the investor has 

incurred a post-tax loss on the investment property that year of $6,100 (i.e. $10,000 less $3,900).  

Given that a person’s income for tax purposes—and the marginal tax rate they are liable to pay—is 

built up by adding up income from different sources, generally wage and salary income but also 

income from businesses and investments, it is natural that deductible expenses are built up in the 

same way.  

                                                      
1 Australian Labor Party, 2016. 
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An investor is still effectively losing money on a rental property in each year they are negative 

gearing, but the size of the loss is reduced by being able to reduce total taxable income and receive 

a tax saving.2 What can make negative gearing pay off eventually is net rental income, if and when 

a property becomes positively geared, and the capital gain that is ultimately realised on the 

property. For investors with interest only loans, the success of the investment typically depends on 

capital gains, as properties financed by interest only loans take many more years to become 

positively geared than those financed by Principal &Interest (P&I) loans. Given that the majority of 

loans to property investors are interest only (Figure 2), it is to be expected that negative gearing will 

be widespread, as properties financed by interest-only loans are more likely to remain negatively 

geared for longer periods. 

Figure 2. Percentage of loans made to investors and owner-occupiers that are interest only 

 

Source: RBA, APRA. 

Recent macro-prudential supervision by APRA has had some impact in restraining the growth in 

investor loans—for example, there has been a decline in interest only loans among property 

investors (Figure 2 above), and the proportion of loans for investors going to those with very high 

loan-to-valuation ratios (LVRs) has fallen (Figure 3).  

 

  

                                                      
2 Even though an investor may declare a rental loss it is possible they could still be cash-flow positive given 

depreciation is a non-cash expense.  
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Figure 3. Percentage of loans made to investors with high LVRs 

 

Source: RBA, APRA. 

Negative gearing has been a large topic of debate in Australia for many years now. Concerns about 

negative gearing grew in the 2000s in line with the expansion of the number of negatively-geared 

landlords (Figure 4) and the growth in losses on investment properties claimed as tax deductions. 

However, it appears that, after strong increases over the 2000s in the number of negatively-geared 

landlords and net rental losses, there appears to have been a levelling off in negatively-geared 

landlords and substantial reductions in rental losses in recent years.  

Figure 4. Landlords by net rental profit status 

 

Source: ATO Taxation Statistics.  
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According to ATO data, total net rent has improved substantially in recent years, from -$8.4 billion 

in 2011-12 to -$3.7 billion in 2013-14 (Figure 5). This is most likely due to lower interest rates and 

reductions in deductible interest payments. Total declared rental losses have fallen from a peak of 

$14.6 billion in 2011-12 to $11 billion in 2013-14. The average rental loss has fallen from around 

$11,000 to around $8,700 over this period.   

Figure 5. Rental profits, losses and net rent 

 

Source: ATO Taxation Statistics.  

 

The improvement in net rent up to 2013-14 will likely have continued into 2014-15 and 2015-16, 

given continued reductions in interest rates (Figure 6). This means that the potential budgetary 

savings from restricting negative gearing are likely reduced. That said, the larger part of the budget 

improvement the Opposition is projecting from its policy changes, $32 billion in total over ten 

years, is very likely coming from the CGT discount reduction, given that means an effective 

50 percent increase in the taxation of capital gains.  

The costing estimate for the savings provided to the Opposition by the Parliamentary Budget Office 

(PBO) is not publicly available, so it is not possible to check the assumptions underlying the 

estimated savings, and replicating the PBO analysis is beyond the scope of this study. It would be 

important to check whether the PBO has allowed for the fact investors may delay the ultimate sale 

of their property, if there are changes to negative gearing and CGT policy settings. As noted later in 

this report, the policy changes proposed, particularly the large cut to the CGT discount, may 

encourage people to delay the sale of a property until they face a lower marginal tax rate (e.g. when 

they are nearing retirement and working part-time or in retirement). If this is the case, and it has not 

been taken into account in the estimated budget impact, it may significantly reduce the estimated 

gains of $32 billion over ten years.     
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Figure 6. Mortgage lending rates offered by Australian banks 

 

Source: RBA statistics, F5 Indicator Lending Rates, available via www.rba.gov.au.  

What drove the expansion of negative gearing in the 2000s? 

Commentators have linked the expansion in negative gearing over the last decade and a half to a 

number of factors, including: 

 changes to capital gains taxation (CGT) in 1999-00, when a 50 percent discount of capital 

gains for taxation was adopted, replacing the previous inflation-adjustment of the cost-base 

method); and 

 greater availability of finance for investors, including the availability of interest-only loans.  

A discount for capital gains is generally uncontroversial, as there is widespread recognition that 

capital gains should be taxed at a concessional rate because part of any capital gain is due to 

inflation, and also because capital gains are booked in a single year for income tax purposes making 

them more likely to be subject to a high marginal tax rate.3 There is, however, a view that the 

current treatment of capital gains for taxation is highly concessional in a low-inflationary 

environment. Discounting capital gains by 50 percent is more than compensating for inflation 

where the real capital gain is greater than the rate of inflation—for example, if average annual 

inflation is 2.5 percent, the real capital gain is 3.5 percent, and the nominal capital gain is 6 percent. 

There is widespread debate on whether the expansion of negative gearing is due to sub-optimal 

policy settings and is thus undesirable. It is outside the scope of this report to resolve this debate. In 

passing, it is noted that negative gearing is a logical feature of the taxation system, as discussed in 

Box 3, and leads to consistent treatment of debt and equity regarding the financing of investments, 

which are points made in 2015 by the Australian Treasury.4 As the Treasury noted in its Re:think 

Tax Discussion Paper (Box 3), it allows more people to enter the property market than would 

otherwise be the case. This is certainly correct, and research by the Australian Housing and Urban 

Research Institute (AHURI) suggests that, if negative gearing were not available, around half of 
                                                      
3 On the other hand, the time value of money means that the effective marginal tax rate on capital gains naturally 

declines over time as the booking of the gain is deferred until its realisation for tax purposes. See Inglis (2009, p. 14) 

and Treasury (2008, p. 148).   
4 Treasury, 2016, p. 66. 
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investors may not have purchased an investment property.5 The authors of the AHURI study 

commented: 

Most investors see capital gains as more important than rental income over the short, 

medium and long term. Indeed, nearly all regard property as the ‘best investment’, and 

some said they would still invest in property, even if returns were clearly higher in other 

areas (e.g., shares). However, they are split pretty evenly on whether they would have 

invested if negative gearing had not been available.6 

Hence, changes to negative gearing and CGT have the potential to substantially affect investor 

behaviour, and any changes should be carefully considered. Before enacting them, there should be 

extensive modelling of their impacts by the Treasury and external experts regarding their potential 

impacts on the property and rental markets, and indeed on the broader economy, given possible 

adverse impacts on residential construction activity.  

 

Box 3. Treasury on negative gearing 

Negative gearing does not, in itself, cause a tax distortion, but it does allow more people to enter 

the market than those who might have had the equity alone to do so. Purchasers can make bigger 

investments in property by borrowing, in addition to using their own savings. This behaviour is 

encouraged by the CGT discount, as larger investments can result in greater capital gains and 

therefore benefit more from the CGT discount.  

Contrary to popular perception, negative gearing is not a specific tax concession for taxpayers with 

investment properties — it is simply the operation of Australia’s tax system allowing deductions for 

expenses incurred in producing assessable income…Expenses incurred in producing income from 

other types of investments are also generally deductible. This includes interest costs incurred when 

borrowing to purchase assets like shares. In 2011-12, around 285,000 individuals deducted a total 

of nearly $1.4 billion for expenses incurred in earning dividend income. 

Source: Treasury, 2016, p. 64. 

 

  

                                                      
5 Seelig et. al., 2009, p. 3.  
6 Ibid. 
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The Federal Opposition’s proposed policy changes 

The Federal Opposition is proposing substantial changes to negative gearing and CGT (Table 1). 

The Opposition’s policy contains grandfathering provisions, whereby the old rules continue to 

apply to investments made prior to 1 July 2017. 

Table 1. Federal Opposition’s proposed policy changes 

Broad policy Details 

Limit negative gearing to newly constructed 

housing 
 From 1 July 2017; all investments made 

before this date are unaffected. 

 From 1 July 2017 losses from new 

investments in shares and existing 

properties can still be used to offset 

investment income tax liabilities. 

 Also, losses from new investments in 

existing properties (and shares) can be 

carried forward to offset final capital 

gain. 

Halve capital gains discount 
 For all assets purchased after 1 July 

2017. 

Source: Australian Labor Party, 2016, Positive Plan to Help Housing Affordability, www.alp.org.au/negativegearing. 

The Opposition’s policy is motivated by its expressed concern regarding housing affordability. 

Certainly house prices have experienced strong growth in Australia over the long-term. But the rise 

in house prices is related to a large range of factors, including a substantial role played by economic 

and population growth. The relative influence of different factors are difficult to tease out. Griffith 

University Professor Andrew Worthington has noted, regarding housing price growth: 

The main contributor at the national level has been the escalation of housing prices 

because of continuing strong demand arising from strong economic and population 

growth, the availability of cheaper and more accessible finance, and tax and other 

incentives for home and investor housing ownership. An additional contributor is 

unresponsive housing supply resulting from an extensive governmental role in land 

release and zoning, infrastructure charges, and building and environmental regulation.7 

Hence, regarding concerns about housing affordability, a focus on negative gearing and CGT alone 

may be misplaced.  

  

                                                      
7 Worthington, 2012, p. 235.  
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3. Overview of recent reports and commentary 

Grattan Institute 

The Grattan Institute analysed the impact of the rate of return of different investment types of a 

proposal to eliminate negative gearing, but to allow quarantining of rental losses to offset against 

future property income, and to cut the CGT discount to 25 percent. According to the Grattan 

Institute (emphasis added): 

If higher taxes are fully passed through into house prices, they are unlikely to fall by 

more than about 2 per cent. This reflects the magnitude of the proposed tax changes 

relative to property prices and the fact that about two thirds of buyers – owner-occupiers 

– will not be directly affected by the tax changes. 

Price changes would not be uniform. Prices would fall by more in the segments of the 

market with more investors (inner city apartments, for example). The change in returns 

for investors indicate the maximum rational price change (about 7 per cent)…8  

The Grattan Institute report inspired a response from the Prime Minister Malcolm Turnbull, who 

commented that: 

 The Henry tax review supported the continuation of negative gearing (i.e. deducting net 

rental losses from wage and salary income) and it is consistent with standard taxation 

principles (as noted above);  

 The Henry tax review only recommended cutting the CGT discount to 40 percent from 

50 percent, not to 25 percent as proposed by the Grattan Institute; 

 Grattan is arguing that, even though “negative gearing and the CGT discount create 

significant distortions in the housing market”, “changing them will have little impact,” 

statements which the PM considered contradictory; 

 The no-negative gearing, but quarantining approach would drive middle and low income 

earners out of the market for investment properties; and  

 Under Grattan’s proposal, Australia would have the world’s second highest rate of CGT.9  

The PM’s comments are generally well founded, although it would be difficult to quantify the 

magnitude of how many middle and low-income earners would drop out of the investment property 

market if there were changes to negative gearing and the CGT discount.  

In reply to the PM, John Daley from the Grattan Institute argued, among other points, that: 

 even though has Australia has historically allowed negative gearing, New Zealand is the 

only other developed economy which allows it as we do; and 

 the reason that current negative gearing and CGT arrangements can distort the housing 

market but removing them will not have a large impact on property prices or rents is 

because: “a new tax regime will significantly affect the mix of investment, but have less 

impact on the total.” 10 

Regarding negative gearing typically not being allowed in other countries that is no reason not to 

                                                      
8 Grattan Institute, 2016. 
9 Turnbull, 2016. 
10 Daley, 2016.  
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allow it in Australia if it is considered consistent with standard taxation principles (i.e. allowing 

deductions for expenses related to income earning, and the consistent treatment of debt and equity 

financing), as the Treasury considers it is (see Box 3 above). Regarding whether changes to 

negative gearing and CGT have a large impact, it is a matter of judgment what is considered large. 

As discussed in the next section, in this report, we find a larger potential impact on property prices 

of up to 4 percent, compared with Grattan’s 2 percent. This would certainly not imply a property 

market crash, but it would mean a reduction in value of $15,000 to $20,000 for a $500,000 

property, which is not insignificant. 

John Daley also disputed the impact on low and middle-income earnings referring to the fact that 

negative gearing is disproportionately used by higher-income earners, a point which is supported by 

recent research by ANU Associate Professor Ben Phillips.11 Of course, while it is true that higher 

income earners disproportionately use negative gearing, it is also used by investors on lower levels 

of income and, with the likely reduction in investment returns associated with the proposed 

changes, some potential landlords on lower incomes may decide against property investing, so the 

PM’s comment appears justifiable.  

BIS Shrapnel 

BIS Shrapnel models a policy proposal very similar to the Opposition’s proposal, but with no 

changes to capital gains tax. BIS Shrapnel finds restricting negative gearing would: 

 Increase rents by up to 10 percent or $2,600 per annum;  

 Decrease new home building by around 4 percent per annum, or 7,200 dwellings; and 

 GDP would fall by 1 percent and 175,000 fewer jobs would be created over the next decade, 

increasing the unemployment 0.1 percent to 5.9 percent.12 

BIS Shrapnel expressed concern about the impacts of changes to negative gearing on new 

apartment developments:  

The impact will be mostly felt in the apartment sector. Banks require sufficient pre-sales 

in multi-unit residential developments (primarily to investors) to underwrite the finance 

for a development. Previous research undertaken by BIS Shrapnel suggests that owner 

occupiers are more comfortable purchasing units after the dwelling is completed and 

onsold. Any change that negatively impacts on investor demand will have a 

corresponding impact on multi-unit residential dwelling supply, which accounted for 

45% of new dwelling starts in 2014/15.13 

Later in this document, we report that property industry participants have expressed similar 

concerns in relation to the Opposition’s proposal. 

The BIS Shrapnel report was criticised by the Grattan Institute’s John Daley who said the report’s 

findings were “manifestly ridiculous.”14 Daley criticised what he viewed as a key assumption in the 

BIS Shrapnel report that higher taxes will primarily reduce the returns to development, while he 

argued that “higher taxes will primarily reduce the price of land so that returns to development are 

                                                      
11 Phillips, 2016. Phillips notes: “…negative gearing benefits high income families with 52.6 per cent of the benefit 

going to the top 20 per cent of incomes. Only 5.2 per cent of benefits go to the bottom 20 per cent of incomes. This 

result is mostly driven by high income families being more likely to negatively gear, having larger negatively geared 

deductions and a progressive tax system that magnifies the gains for higher income persons.” 
12 BIS Shrapnel, 2016, p. 5.  
13 BIS Shrapnel, 2016, p. 11. 
14 Quoted in Mather, 2016.    
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little changed.” That is, Daley argues, there is scope for property prices to fall without making 

future apartment developments uneconomic. Daley also considered that the magnitudes of the 

estimated macroeconomic impacts were “outlandish” given the amounts claimed as rental losses. 

Finally, Daley rejected the prediction there would be a 10 percent increase in rents, noting an 

increase of such a magnitude was not observed when negative gearing was temporarily abolished in 

the mid-1980s. We agree with Daley that there appears little scope for landlords to seek higher rents 

from tenants, to make up for a reduction in tax concessions, due to competition for tenants.  

In our view, BIS Shrapnel is on firmer grounds when it argues: 

...the inability to fully negatively gear an established dwelling would mean the price of 

new stock will immediately fall as subsequent buyers cannot receive the same negative 

gearing concession. This will deter many investors from investing in new dwellings.15 

New properties as well as existing properties will be affected by the proposed changes as all 

properties—which are to differing extents substitutes for another—will be affected by the lower 

willingness of investors to pay for investment properties owing to lower rate of returns.  

McKell Institute 

UNSW Professor of Economics Richard Holden, in a report that informed the Opposition’s policy 

predicted increasing new supply under the proposal: 

…this scenario has the additional benefit of boosting the construction sector…a plausible 

estimate is that a net 10 percent increase could occur. 

However, he acknowledged that this could not be proven and that it was beyond the scope of his 

report to estimate the impact. So the McKell Institute is simply asserting there will be an increase in 

new supply as a result of the proposal, an increase which is unlikely given the estimate impacts on 

rates of return that are presented below.  

5. Impacts of the policy changes 

Impacts on property investment rates of return 

To analyse the potential impacts of the Opposition’s policies on the housing market, rates of returns 

to investors were estimated using a discounted cash flow (DCF) model, and a range of assumptions 

considered appropriate, based on analysis of property market data and existing studies by the 

Grattan Institute and BIS Shrapnel. The analysis reveals there will be significant impacts on the 

rates of return to investment properties resulting from the Opposition’s policy, both for new and 

established properties purchase after 1 July 2017 (Table 2).16 Estimates have been included for 

interest only loans, and there are estimates for different rates of gearing, represented by different 

loan-to-valuation ratios (LVRs). It is assumed that the property is sold after ten years.  

  

                                                      
15 BIS Shrapnel, 2016, p. 11.  
16 The rate of return estimated is technically referred to as the internal rate of return (IRR), which is a measure of the 

yield of an investment. 
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Table 2. Estimated real rates of return (post-tax) for an investment property under current 

policy settings and those proposed by the Opposition 

 Current policy Opposition policy,  

properties purchased post-1 July 2017 

Loan-to- 

valuation 

(LVR) ratio 

(%) 

 

Real rate of return, 

post-tax  

(%) 

Newly constructed  

Real rate of return, 

post-tax  

(%) 

Existing  

Real rate of return,  

post-tax  

(%) 

90% 14.2% 12.7% 11.8% 

80% 10.0% 8.8% 8.6% 

40% 5.0% 4.3% 4.3% 

0% 3.5% 3.0% 3.0% 

Source: Adept Economics estimates, assuming interest only loans and other assumptions specified below. The rate of 

return for newly constructed dwellings estimate takes into account the proposed reduction in the CGT discount from 

50% to 25%, and the estimates for established dwellings also include the impact of the disallowance of negative 

gearing (while allowing the carrying forward of losses to eventually offset the final capital gain).  

The analysis presented above is based on a DCF model of the post-tax cash flows of a property 

investor with assumptions as set out in Table 3. Discussion of assumptions is included below.  

Table 3. Investment property modelling assumptions 

Parameter Assumed value 

Property value (when purchased) $500,000 

LVR Variable: assumed values of 

90%, 80%, 40% and 0%  

(i.e. ungeared) 

Rental yield (net, after expenses excluding 

interest payments) 

3% 

Capital gain p.a. (nominal) 5% 

Mortgage interest rate p.a. (nominal) 5% 

Marginal tax rate (including Medicare Levy) 39% 

Inflation p.a. 2.5% 

Source: Adept Economics based on analysis of relevant property market data.  
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Property value when purchased 

A property value of $500,000 is assumed, which is around the median price of a house in 

Brisbane.17 Note that given the specification of assumptions in percentage terms, the assumed 

property value does not affect the rate of return. 

Net rental yield 

The net rental yield assumption was chosen based on analysis of property market data and for 

consistency with previous studies by the Grattan Institute and BIS Shrapnel.  

Mortgage interest rate 

A nominal mortgage interest rate of 5 percent is assumed as this is similar to rates that investors are 

facing at the moment. This is the same as is assumed in the Grattan analysis.18 While it is possible 

that rates will eventually increase beyond this, it is notoriously difficult to forecast future interest 

rates so we have not attempted to do so here. That said, the sensitivity of the results to the mortgage 

interest rate is tested (Table A1). 

Nominal Capital Gain 

The assumptions regarding capital gains for houses and units were based on analysis of property 

market data, industry consultation and consideration of assumptions in other studies. It is the same 

assumption as used by the Grattan Institute and appears conservative given actual rates of capital 

gains observed in the market. Historically, property have grown at greatly different rates in different 

decades and it is not possible to discern a stable long-run average.  

Marginal tax rate 

We have assumed an investor on the second highest marginal tax rate, which is 39 percent 

(37 percent actual marginal tax rate plus the 2 percent Medicare levy). This compares with a 

marginal tax rate of 47 percent assumed in the Grattan analysis, so they could estimate the 

maximum possible impact on the market, and 35 percent in the BIS Shrapnel analysis. BIS Shrapnel 

used an average of the second and third highest marginal tax rates because, based on ATO data, 

they determined investors in these tax brackets are the most typical investors.19 Rather than 

averaging between tax brackets, for simplicity, the second highest marginal tax rate is assumed.  

Property market responses to the policy change 

The policy is expected to result in lower property prices, given lower rates of returns will make 

investment properties less attractive to invest in. Even though existing properties purchased before 

1 July 2017 are ‘grandfathered’, their value will be affected because the value that they would be 

sold for would be affected, as a prospective investor would earn a lower rate of return due to the 

changes. Based on the impacts on rates of return presented above, the policy may result in lower 

property prices on average, in the order of 4 percent, given lower rates of returns would make 

investment properties less attractive to invest in and reduce the willingness of investors to pay for 

                                                      
17 See CoreLogic RPData data reported in Your Investment Property, July 2016, p. 84.  
18 Daley and Wood, 2016, p. 24.  
19 BIS Shrapnel (2016, p. 9) notes: “According to ATO data, the largest group (40%) of negative gearing claimants are 

in the $37,000-$80,000 income bracket (top marginal rate=32.5%) and the next largest in the $80,001-$180,000 range 

(MTR=37%). We use 35% as an assumed rate.”  
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them (Table 4).20  

Table 4. Estimated impact on property prices of proposed policy changes 

Market Segments Current 

real rate of 

return 

(post-tax) 

New real 

rate of 

return 

(post-

tax)* 

Proportionate 

change in real 

rate of return 

 (post-tax) 

Share of 

property 

Contribution 

to price 

impact, 

percentage 

points  

Negatively geared 

(LVR=80%) 
10.0% 8.6% -14.1% 18% -2.5% 

Positively geared 

(LVR=40%) 
5.0% 4.3% -13.0% 7% -0.9% 

Ungeared 

(LVR=0%) 
3.5% 3.0% -13.2% 5% -0.7% 

Owner-occupier n.a. n.a. n.a. 70% n.a. 

Price impact     -4.1% 

Source: Adept Economics estimates based on DCF estimates presented above. N.B. price impact calculated as average 

of percentage changes in rates of return (fourth column), weighted by market share, similar to Daley and Wood and 

based on their assumptions for market shares (2016, p. 32). 

* This is rate of return for investments in established properties, which comprise the bulk of properties traded in the real 

estate market.  

As different types of properties are substitutes for one another, to differing degrees, the impact 

would be expected to be felt across the whole market, and the policy changes would even affect the 

sale value of owner-occupied properties when they are eventually sold. So the results in Table 4 

should not be interpreted as saying there would be no price impact on owner-occupied properties.  

Note that the impact of the loss of negative gearing—on rates of return for investors and property 

prices—would be much more significant, however, if interest rates increased. A sensitivity test is 

conducted for an interest rate of 6 percent and is presented in the Appendix (Table A1).   

In particular market segments popular with investors, such as inner city units, prices may decline to 

a larger extent than 4 percent. For example, for an inner city apartment block that is 50 percent 

owned by investors, the decline in property prices could be in the order of 5 percent or more, based 

on changes in rates of return for units estimated in this study. This is consistent with the Grattan 

Institute’s acknowledgement that price changes would not be uniform across market segments and 

that in some segments prices may fall up to a maximum of 7 percent.21 

Given the drops in the rate of return it is possible many investors may defer a sale and hold onto 

properties longer than they would otherwise, as they would try to take advantage of having a lower 

marginal tax rate applied to discounted capital gains (e.g. when they are nearing retirement and 

                                                      
20 As Daley and Wood (2016), whose methodology for calculating the price impact we have broadly adopted, note, this 

is the maximum rational price change implied by the estimated reductions in rates of return.  
21 Daley and Wood, 2016, p. 32. 
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working part-time or are in retirement). 

The estimated impacts presented above are plausible when considering the potential significant 

changes in the net present value (NPV) of the post-tax cash flows for investors (Table 5). The 

change in NPV represents how much the investor in the scenario is made worse off by the policy 

change in present-value terms—that is, taking into account the time value of money. This is in the 

order of $20,000 over ten years for an investor purchasing a $500,000 investment property and 

selling it after ten years. The investor is still making money on the investment—they are still 

making a positive rate of return—but they are making substantially less money than previously.  

Table 5. Impacts on real post-tax cash flows for property investors over ten years, present 

value terms 

Market Segments Change in NPV, $ 

 Newly 

constructed 

Existing 

dwelling 

Negatively geared 

(LVR=80%) 
-$21,344 -$23,216 

Positively geared 

(LVR=40%) 
-$21,740 -$21,740 

Ungeared 

(LVR=0%) 
-$22,093 -$22,093 

Source: Adept Economics estimates. Note: Assumes the investor’s discount rate is the same as the mortgage interest 

rate of 5 percent.  

  



 

 20 

Impacts on Queensland regional markets 

There are reasons to be concerned about the potential impact of policy changes to negative gearing 

and CGT on the Queensland property market. They may come at a time when the market is already 

enduring a slowdown in apartment construction as the market copes with a situation of “over-

supply” that has been frequently commented on. The commencement of new apartments and 

townhouses in Queensland has been at record levels and has surged ahead of completions 

(Figure 7). This suggests the market will be subject to a large supply shock over the next twelve 

months, as new units enter the market.   

Figure 7. Apartment commencements and completions, Queensland 

 

Source: ABS, Building Activity, cat. no. 8752.0.  

Inner city Brisbane is a particular level of concern given the high levels of activity and approvals 

that have been seen in inner city suburbs such as Newstead, Bowen Hill and Milton recently 

(Figure 8). Also, there are large numbers of unit approvals on the Gold Coast (Figure 9).  
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Figure 8. Unit approvals by ABS SA2 regions, Brisbane metro region, financial year to date, 

April 2016  

 

Source: ABS, Building Approvals, Australia, cat. no. 8731.0.  

 

Figure 9. Unit approvals by ABS SA2 regions, Gold Coast, financial year to date, April 2016  

 

Source: ABS, Building Approvals, Australia, cat. no. 8731.0.  
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The impacts of negative gearing and capital gains tax changes in specific regional markets will 

depend in part on conditions in those regional markets. For example, in Brisbane and on the Gold 

Coast, changes may amplify a drop in investment in new properties that may occur as the market 

adjusts to the significant addition to supply that will occur in the next couple of years. And it may 

result in further falls in property prices in regions that are already struggling, due partly to the 

mining downturn, such as Gladstone (Figure 10), Mackay and Rockhampton (Figure 11).  

Figure 10. Median house price, 3-year growth, annual average, Gladstone suburbs 

 

Source: SQM Research data reported in Australian Property Investor, July 2016.  

 

Figure 11. Median house price, 3-year growth, annual average, Rockhampton suburbs 

 

Source: SQM Research data reported in Australian Property Investor, July 2016. 
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Other regions where adverse impacts from negative gearing and capital gains tax changes may be 

stronger would include: 

 The Gold Coast, which has a higher proportion of rental stock than many other regions; and 

 Townsville, which is already experiencing a downturn in its economy, with unemployment 

at around 9 percent, and where any impacts on residential dwelling investment would come 

at a precarious time.22  

The reduction in rates of return for property investment will clearly make investment in property 

less attractive. At the same time, changes to negative gearing and CGT will reduce post-tax 

investment returns across a range of assets. Modelling the ultimate impact on asset allocations is 

beyond the scope of this report, but it can be said that the reduction in returns will reduce the 

attractiveness of investments in a wide range of assets. 

Under the Opposition’s proposal, it is likely that newly constructed properties will trade at a slight 

premium relative to existing properties (with the same net rental income) due to the availability of 

negative gearing, although both are expected to trade at significantly lower values than previously, 

largely due to the cut in the CGT discount. It is unclear what the ultimate premium for new 

properties will be, and the discount will be a market outcome that is very difficult to predict.  

Consultations with property developers and advisors regarding likely impacts 

The proposed changes are of significant concern to some developers, based on consultations with 

industry to inform this report. Views expressed by industry participants were consistent with the 

findings of the economic analysis that the attractiveness of investing in property will be reduced, 

and there would likely be a significant reduction in property prices.  

A prominent Brisbane property developer, Kevin Miller, Founding and Joint Managing Director of 

Property Solutions, noted: 

With the heavily controlled Australian Banking system, buildings can only proceed to be 

funded if they have had the risk taken out of them by pre-sales and already the proposed 

changes to negative gearing floated by Labor have put a brake on Pre-Sales of 

investment style apartments.  

The perceived settlement risk has also caused banks to heavily scrutinise the pre-sales, 

reduce gearing levels and in some cases withdraw completely from funding investment 

units and so the ripple effect of these threats to the status quo of property investment is 

already being felt. 

Differentiating between new and established stock won’t necessarily boost sales 

particularly to Australian investors because the market for selling their old properties 

will suffer. This will have a more dramatic effect on housing and owner occupier 

property than investment stock which is already decimated by the banks’ new rules.23 

  

                                                      
22 Queensland Government Statistician’s Office, 2016. 
23 Miller, K., 25 May 2016, email communication.  
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Other developers are unsure if the proposed changes have had an impact yet. That said, another 

developer consulted, John Langford-Ely of Marquee Developments, was concerned about potential 

changes to CGT, and he also pointed to the problem in the property market being on the supply 

side: 

The uncertainty doesn’t help. But it hasn’t impacted the market yet beyond that. Other 

forces, such as the reported over-supply of units, are having a greater impact. 

The greatest concern I have is the cut to the CGT discount. 

Negative gearing is neither here nor there. You would still be able to use the losses 

eventually, and if allowed only on new property that may have a positive impact on 

investment in new stock. 

The cut to the CGT discount will be a sledgehammer at a time the economy doesn’t need 

any more disincentives to invest capital. The CGT discount change will affect all asset 

classes, including shares. 

Regarding housing affordability for younger people, there are fundamental issues on the 

supply side that are not fully appreciated. 

The development approval process is challenging, complex, expensive and long. The 

reality is that City plans are naturally biased towards under-supply across much of the 

city but over-supply in specific localities where apartment towers are allowed. Most of 

the city [Brisbane] is limited to 2 storeys and traditional dwelling house stock. Even 

when locations are suitable for 3 or more storeys and multi-unit dwellings, NIMBYism 

creates challenges that slow down the approval process, which ultimately reduces supply 

and pushes up prices.24 

One development advisor consulted, Oliver Bagheri of Newground Property, was concerned about 

any proposed changes to negative gearing given its direct correlation with driving the residential 

construction industry. He also noted that any slowdown in this sector would exacerbate an already 

fragile economy in Queensland which is still amidst a transition away from the mining construction 

boom.25 

  

                                                      
24 Phone conversation with John Langford-Ely, Director, Marquee Developments, 31 May 2016. 
25 Phone and email discussion with Oliver Bagheri, Newground Property, 3 and 6 June.  
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5. Policy implications 

Avoid distorting the market 

The analysis undertaken in this report suggests the Opposition’s current proposal to modify 

negative gearing and CGT arrangements will create a significant distortion in the property market. 

The policy is risky and should be re-designed if the Opposition wins Government. There may be a 

case for modifying the tax treatment of capital gains, but the proposed reforms to negative gearing 

are not well founded in theory or evidence. Michael Potter of the Centre for Independent Studies 

has alluded to the impact of the capital gains tax changes in 1999 and has suggested: 

…instead of playing with the fundamental principle of deductibility of losses, a better 

option would be to return to the CGT system before 1999 (which involved indexation and 

an averaging provision that avoided over-taxation of one-off large gains), with an 

additional discount.26 

Former ANU Economics Professor George Fane and current ANU Economist Martin Richardson 

also argue the problem is the concessional treatment of capital gains in a low inflationary 

environment. They recommend a return to previous arrangements: 

The right policy choice is to leave negative gearing in place and restore the Keating-era 

tax treatment of capital gains, under which real capital gains, after deducting the 

inflationary component of the nominal gains, were added to other sources of nominal 

income.27 

Fane and Richardson warn of the risks associated with introducing a new distortion by denying 

negative gearing to established properties, and we share their concerns.   

Policy changes would come at a challenging time for the property market 

Changes to negative gearing could come at a very fraught time for apartment markets in capital 

cities and other major metropolitan areas such as the Gold Coast. CoreLogic RP Data, in its New 

Settlement Risk Report, has recently warned of settlement risks, as many investors may not be able 

to secure the necessary finance at settlement to purchase properties they had previously committed 

to, as a result of tighter lending standards (e.g. lower LVRs) associated with APRA’s macro-

prudential regulation. This is a significant risk in Brisbane, in which around 44,500 apartments are 

expected to be completed within the next two years.28 

And there are emerging signs of over-supply in the apartment market which will already reduce 

returns for investors through lowering rental price growth and potential capital gains (Figure 12). 

Certainly rental yields have fallen over the last twelve months (Figure 13).  

  

                                                      
26 Potter, 2016.  
27 Fane and Richardson, 2016. 
28 Foster, 2016. 
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Figure 12. Rental price growth to 31 May 2016 

 

Source: CoreLogic RPData (2016b). 

 

Figure 13. Rental yields, May 2016 

 

Source: CoreLogic RPData (2016b). 

As already noted, there are large concerns about the outlook for the apartment market at the 

moment, particularly concerns around settlement risk and declining Chinese demand for new 

apartments, owing in part to increased official restrictions on money leaving China. Harry Triguboff 

of Meriton has announced a large (circa 50 percent) drop in Chinese and other foreign buyer 
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demand in Sydney’s apartment market.29 Leading Australian business commentator Robert 

Gottliebsen has speculated this may have macroeconomic implications: 

If the fall in Chinese apartment buying continues, in the absence of some other offsetting 

factor, it could easily lead to a recession in Australia. Australian bank profits are not in 

the front line of vulnerability, but they will be hit.30  

Changes to negative gearing and CGT arrangements that would have such uncertain effects and 

may adversely impact confidence is an unquantifiable risk to add to this environment.  

There are likely better policy options to address affordability concerns 

There certainly are concerns in Australia regarding housing affordability, particularly in Sydney and 

Melbourne, with arguably much less of a concern in Brisbane (Figure 14). But, as argued in this 

report, the proposed changes to negative gearing and CGT would be an undesirable way to address 

these concerns.  

Figure 14. Median multiple, i.e. median house price divided by median household income, 

2015 

 

Source: Demographia, 2016. 

It is important to consider the full range of policy options when making recommendations regarding 

housing affordability. If the goal is to promote housing affordability, there are arguably better ways 

to promote it than by major changes to negative gearing and CGT, which bring risks to the property 

market, including: 

 reductions in stamp duty; and 

 reforms to local and State government planning laws which may be limiting land supply.31  

  

                                                      
29 Gottliebsen, 2016, p. 30.  
30 Ibid.  
31 It is highly contentious the extent to which there is a supply-side problem and it is beyond the scope of this report to 

resolve the issue. Recent commentary by University of Sydney urban and regional planning experts rejects this view, 

for example (Gurran and Phibbs, 2016).  
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Leading Australian economist and public finance expert Peter Abelson has wisely observed:  

…housing affordability is essentially a household income problem made worse by 

government restrictions on housing supply. High housing costs do not reflect housing 

market failures. To reduce housing costs, the government should allow more housing in 

established and Greenfield areas. The government may also improve housing 

affordability by subsidising housing for low-income households.32 

There are arguably more desirable ways to promote housing affordability than the Opposition’s 

proposed policy to change negative gearing and the CGT discount, which should be reviewed if the 

Opposition is successful at the upcoming election. Indeed, based on its previous views cited above, 

it is likely that the Treasury, which is responsible for taxation policy advice and development, 

would recommend changes to the Opposition’s current proposal were the Opposition to win 

Government. It may be preferable to attack the affordability problem from the supply-side, maintain 

negative gearing, and have a much smaller cut to the CGT discount. 

In conclusion, policy proposals to modify negative gearing and the CGT discount should only be 

enacted after extensive modelling and analysis of potential impacts by the Treasury and external 

experts, and after a period of public consultation, given the risk of adverse impacts on property and 

rental markets and the broader economy.  
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Appendix 1. Additional information 

Table A1. Estimated real rates of return (post-tax) for an investment property under current 

policy settings and those proposed by the Opposition, assuming 6 percent interest rate 

 Current policy Opposition policy,  

properties purchased post-1 July 2017 

Loan-to- 

valuation 

(LVR) ratio 

(%) 

 

Real rate of return, 

post-tax  

(%) 

Newly constructed  

Real rate of return, 

post-tax  

(%) 

Existing  

Real rate of return, 

post-tax  

(%) 

90% 11.8% 10.2% 8.7% 

80% 8.6% 7.4% 6.8% 

40% 4.7% 4.0% 4.0% 

0% 3.5% 3.0% 3.0% 

Source: Adept Economics estimates, assuming interest only loans and other assumptions specified above, except for the 

interest rate which is assumed to be 6 percent. The rate of return for newly constructed dwellings estimates take into 

account the proposed reduction in the CGT discount from 50% to 25%, and the estimates for established dwellings also 

include the impact of the disallowance of negative gearing (while allowing the carrying forward of losses to eventually 

offset the final capital gain).  

  

 


