eLAN PROPERTY EDUCATION MODULE

5. Gearing

5.1 The concept

The ability to build wealth through the concept of gearing is unique to property. It is a term used when an investor
finances a purchase through a loan in some form, be it from the bank, a venture capitalist fund or a relative. It ties
in with the idea of using ‘other people’s money” or OPM as discussed previously in this course.

Gearing is how much money you borrow when investing in an income-producing asset like residential property.
It is usually expressed as a ratio. So if you take out a 100% loan to buy a home, you have borrowed the full
amount while only taking a loan out for 75% means you have only borrowed three quarters of the amount.
You can borrow more money against your property than against most other assets.

Positive gearing is when you finance a property investment with a mortgage bond and your rental income services
that bond to produce a positive cash flow. If the rental income does not cover your loan repayments, we call it
negative gearing which produces a negative cash flow. In the case of negative gearing, the gap between your rental
income and bond repayments can be lessened by putting down a larger deposit. Despite high interest rates and
inflation. it is still possible to find property deals where the rental income covers the bond. Those deals might not
be in your neighbourhood, but they are still out there in the form of entry level housing and upcoming developments
within the CBD'’s of major cities such as the Urban Development Zone (UDZ) within Durban, Johannesburg and Cape
Town. Other ways to eradicate that shortfall is to invest with friends or family.

In this example, we will compare a cash investment of R500 000 against a property investment of the same amount.
Mrs Smith decides to buy an investment flat in Morningside in Durban in her personal capacity. She gets a 90% loan
from the bank. puts down a 10% deposit of R50 000, gets the bond approval process going and sets about finding
tenants for her flat. For this example, we will assume that Mrs Smith’s rental income will service her bond and other
expenses.

In the mean time Mr Green decides to
buy R500 000 worth of shares in
Company ABC paying cash.

Over 12 months, each investment

appreciates 20% in value. So the profit

on each investment is RI0O0 000. However,

Mrs Smith'’s profit is on her initial cash

outlay of R50 000 and Mr Green'’s profit

is on his R500 000 cash outlay. By using

gearing, Mrs Smith has used the bank’s

money to make RIO0 000 profit on her

cash outlay of R50 000 whilst Mr Green

has made an RIO0 000 profit on his initial Through investir/;[q in property Mrs Green has thus made a potential return

investment of R500 000 on investment of 100% whereas Mr Green has made a return on investment
of 20% through investing in a cash asset.
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