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Lazy property
strategies are
dead. Here's
what investors
are doing now

Theend of negative gearingoffsetsfor established _ s
homes is exposing Weak assets across Austra/ia Tabitha and Jeremy Fleming plan to buy two apartments, something the couple
’ would not have considered before the budget. Louie Douvis
Property experts break down the two paths forward.
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May's budget upended the future property investment plans
of Sydney couple Jeremy and Tabitha Fleming.

After owning and selling various investment properties in the

early 2000s, they began investing in property again last year.

The Flemings own their own business, Stagekings - a
designer and provider of sets and stages for events - but

returned to property investing to diversify their wealth.
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“Although the business is still our major investment, we need
to have something ticking away in the background,” says
Jeremy, 48.

“We're not in it for fast gains. It's a long-term strategy for us to
have some more stability outside the business, for ourselves
and the kids."

Their portfolio now comprises a $1.55 million retail
commercial property in Cairns, a four-bedroom house in the
Melbourne suburb of Cranbourne bought for $780,000, and a
$650,000 four-bedroom house near the regional Victorian city

of Bendigo, all bought in their self-managed super fund.

Their residential properties were bought for capital growth
rather than yield, but plans to invest in additional, negatively
geared houses in Victoria outside their SMSF were upended

after the budget removed negative gearing on all but new

build residential properties.

The Flemings instead pivoted and intend to buy two low-
density apartments in Melbourne's inner beachside
suburbs as part of a plan to invest in high-yielding

properties without the assistance of negative gearing.

Jeremy says the couple would never have considered buying

apartments a couple of years ago.

Those they are now considering have rental yields above 6 per
cent and low outgoings.

The hidden costs of the negative
gearing changes

Rethink Residential senior buyers agent James Thompson, who
advises the Flemings, says their strategy pivot is indicative of

what's playing out across Australia.

While he - unsurprisingly - remains bullish about the future of
investing in property, he says the negative gearing changes are
forcing property investors to think more carefully about future

investments.
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“We're not in it for fast gains,” says Jeremy Fleming, pictured with wife Tabitha. Louie Douvis

Coupled with surging property prices lifting all boats, negative
gearing previously served to make a lazy strategy of investing in
poor assets look viable on paper, but Thompson says poorly

performing assets are now “about to be exposed”.

“There’s no tax offset left to hide a weak asset,” says Thompson.

“For a long time, the tax system rewarded buying properties that
lose money. That reward'’s gone, so the property has to justify
itself: on rent, on land, on solid fundamentals. That's how

disciplined investors should have been buying all along.”

In light of the change to negative gearing, most investors are left
with two choices: buy new builds that still retain the benefit, or
buy existing properties with high rental yields that make their

owners an operating profit.

The latter approach is proving popular, but Ray White chief
economist Nerida Conisbee says rents are not yet high enough

for yields to be attractive in established property.

Cate Bakos, chairman of industry group Property Investment
Professionals of Australia, is concerned that, as investors turn
their attention to rental cash flow, there may be unethical
and,
in some cases, illegal behaviour such as the conversion of
two-

bedroom apartments into backpacker accommodation or

garages into an extra room without planning permission.




She warns that while such activity would increase yield, it would
potentially cost the investor much more in the long term and

make the asset less valuable.

The shift to chasing higher rental yields is also being driven by a

negative gearing-led change in borrowing capacity assessments.

Banks can no longer factor in negative gearing when assessing a
borrower’s loan serviceability, and mortgage brokers are
reporting that the result is a reduction in borrowing capacity of
up to 20 per cent for some investors.

Chris Hill, regional head of Queensland, Western Australia and
South Australia for mortgage broker Smartmove, says that for
some, that reduction might not just mean they are forced to buy
a smaller property; it could mean buying in a different location
altogether.

“Lenders take into account the rental income in their
serviceability calculations, and they used to take into account
the negative gearing benefits, which they no longer do,” says Hill.

“So, the higher the rental yield on the property, the better the

serviceability will be.”

Houses the best new build
option

Despite negative gearing still being allowed for some new builds,
in the post-budget world Thompson believes the investment

fundamentals for established properties are superior.

“Buying established residential property will remain the best

way to grow your wealth as an investor,” he says.

“When you buy new, you're paying a premium, like driving a

new car off the lot.

“And the next buyer doesn't inherit the tax treatment because a
property loses its new build status once it's been lived in for

more than 12 months.

“So the smart question is: who buys this from me in seven years,

and at what price?



“New builds aren’t bad. Buying them purely for the tax

treatment is.”

But Bakos says a new build may be the only option for would-be
property investors whose serviceability is reduced without the

ability to negative gear.

Bakos says that for those investors, “you'd struggle to argue it's
an inferior recommendation” if it's a well-located property with

growth potential.

“l don't think we can be as black-and-white as saying established
is best and brand new is worst. It comes down to the area and
the property type ... and the individual and their capacity,” she
says.

Conisbee says until yields on established residential property
improve, investors are likely to turn to new builds that they can

still negatively gear.

Although the right new build will depend on the area, Conisbee
says new houses probably look the most appealing to an
investor right now.

“If you look at brand-new houses, they're the ones getting built
because it's easier to get a house built at the moment than it is to

get an apartment complex built.

“If you were an investor and you're interested in an apartment,
you would probably have to invest in something that was either

off-the-plan or still several years away.

“From that perspective, buying a house might make more sense

because ... it's built quite quickly.”

The capital growth conundrum

While a shift to buy based on a high yield rather than high
capital growth prospects is understandable in the new

environment, Bakos has several concerns about this strategy.

Focusing on yield typically means buying lower-cost properties
that have lower growth prospects, and she says investors still

need to consider the capital gains potential.



“Yield is just one part of it,” she says. “Long-term capital growth
is always going to be the bigger segment of the returns for an

investment.”

With rental yield as the focus, investors often look to amass
more properties to build wealth, but Bakos says the more

properties you own, the more you have to spend.

“The life cycle of an investment property is such that every 10 to
20 years, you'll need to update a kitchen and bathroom,
depending on what sort of wear and tear that property has

experienced with the tenants.

“If it's every 15 years that you're replacing kitchens and
bathrooms, the difference between doing that with three
properties versus six properties is an expensive differential, and
you need to factor the cost of all of that into the returns you're
expecting to get from rent.”

Bakos says when looking at yields, investors also need to look at

the net rental yield, rather than the gross numbers.

“A studio apartment in a high-rise building will have an

extraordinarily high gross rental yield on paper,” she says.

“But when you uncover the cost of holding that asset, and look at
things like owners corporation fees, maintenance fees and
management fees, you can quickly whittle away all of your gains
and be left with something that has a net yield that's not that

impressive and has limited growth options.”

Looking at the fundamentals more closely is a lesson Tabitha
Fleming, 55, says she’s learnt with the couple’s more recent

experience with property investing.

“| like looking at interior design and | love looking at houses,”

she says.

“But it's more about the finances and whether the numbers
stack up. More so than, ‘is the floor plan quite right? Does the
bathroom need refreshing?' I've had to learn to step back and

look at the numbers.”
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