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Depreciation 

Keep the Tax Man 
Working for You! 

 

In this Report, you will very quickly get to 
understand the basics of Depreciation.  
 
And you will also discover some handy tips   
for gaining the most from your Commercial   
property investments, by maximising your   
year-end Depreciation claims.  
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1. Depreciation – Made Simple 

The purpose of depreciation is to compensate you for any the decline in 
value of your depreciating property assets (plant and equipment), as 
well as the wear and tear of the building itself.  

The underlying assumption here is that your building and its fixtures 
will decrease in value as they become older – while the land and overall 
value of the property increases over time. 

The Australian Tax Office (ATO) is happy to compensate you for 
wear and tear; but it won’t give significant tax deductions, for a 
decline in value that does NOT occur!   

You can happily take advantage of the provisions right up until you sell 
your property. At which point, you’re required to calculate what decline 
in value has actually occurred.  

And if you have deducted more than the actual decline, then you 
effectively have to pay back that amount to the ATO. 

But the good news is … you’re doing so in tomorrow’s dollars. 

Look at it this way: You buy a million-dollar property today, and hold it 
for 10 years.  Over that period, you may have total depreciation of 
$400,000. 

This allows you to reduce your assessable income during the 10 years – 
giving you an actual saving of $400,000 multiplied by your marginal tax 
rate, say 45% … equating to $180,000. 

Let’s say that after ten years, you sell the property for $3 million, you 
will have a capital gains tax liability on the profit from the land and 
buildings; and maybe a balancing adjustment for the depreciating 
assets. 

Although unlikely … even if you end up paying back the entire $180,000 
… you do so from the proceeds of the sale (in tomorrow’s dollars) AND 
you will have already enjoyed the cash-flow advantage of the tax 
savings, while you owned the property.  

_______________________________________________________________________________________ 
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If your marginal tax rate falls, you will be in an even better position on 
disposal. Not to mention that $180,000 now is worth a whole lot less 
than the $180,000 the tax savings you have already claimed, over the 
past 10 years! 

Although this is unlikely … as long as you are aware of the potential 
consequences on disposal, you can plan for it; and there will be no 
surprises.  

Plus, the benefits of having depreciation in the early years will make 
your investment work harder for you – making your after-tax yield look 
surprisingly healthy. 

Now let’s take a quick look at the benefits of depreciation, when you 
acquire a Commercial investment property. 

_______________________________________________________________________________________ 
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2. Depreciation and the Acquisition of Property 

As you now understand, the aim of tax depreciation is to compensate 
taxpayers for the decline in value of depreciating assets and buildings.  

Depreciation of plant and equipment is referenced in division 40 and 42 
of the Income Tax Assessment Act Of 1997. Whereas, building structure 
depreciation (also know as capital works deduction or special building 
write off) is referred to in division 43 of the Act. 

The underlying assumption of depreciation is that your property and its 
components will decrease in value over time.  However, you and the 
property market may have other ideas! Anyway, let’s explore how 
depreciation can enhance your Commercial property investing. 

Depreciating your Plant & Equipment 

Depreciation deductions are available for all plant and equipment items 
from the date they become available to produce income (usually the 
settlement date, in the case of a purchased building).  

Where the value of the assets is not known, a quantity surveyor can 
value the items by apportioning the purchase price over of the entire 
property between ... land, buildings and plant – using their specialist 
knowledge of buildings and construction costs.  

But beware! If the contract of sale stipulates “written down” 
amounts for the assets you just purchased, you are limited 
to those amounts for depreciation purposes.   

For example, there are times when Plant and Equipment are sold at 
“written down” value (WDV). This means that you will be limited to 
claim much lower depreciation on the assets (being only able to adopt 
that WDV), than if the contract was silent on any value for those 
assets.  

Once the cost base for each of your assets has been established, the 
depreciation rate is determined using its effective life. The ATO publish 
effective lives for most assets which can be adopted.But you are able to 
self-assess effective lives based on your circumstances and certain 
criteria outlined by the ATO.  

_______________________________________________________________________________________ 
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You must then choose the preferred method of depreciation 
you’d like to use: Either prime cost, or diminishing value. 

In the year you buy your property, the available depreciation is pro-
rated over the number of days you have owned it in that financial year. 

Depreciating the Structural component of your building 

Capital works deductions (also known as division 43 or special building 
write off allowances) allow you to write off certain capital expenditure 
incurred on the construction or improvement of income-producing 
property built, altered or refurbished after 19 July 1982 for the majority 
of commercial properties.  (See the table below). 

The building deductions are based on the historical construction cost of 
the eligible portion of the building. Here’s another instance where the 
services of a Quantity Surveyor will become a vital, because they can 
estimate the original building cost and the cost of any improvements. 

The following table gives you a better appreciation of the respective 
amounts applying to different classes of property. 

 
  

_______________________________________________________________________________________ 
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How much of a difference will Depreciation make? 

The total depreciation available for the early years of owning a property 
can make a huge difference to your after-tax cash flow. 

Let us look at an example of a purchase of a $5 million office building 
with a land value of $1.5 million.  

It was built in 2008 for $3 million, with a typical ratio of 30% 
of the original building value being Plant and Equipment – 
equating to around $900,000. Meaning that the structural 
component was established that $2,100,000. 

The first thing a quality surveyor does (when you purchase a property) 
is deduct the value of the land – in this case $1,500,000 … to arrive at 
the current day value various building components for the property – 
being $3,500,000. 

Under the ATO guidelines, the quantity surveyor establishes 
the value of the Structural aspects of the building – based 
upon the cost of construction in 2008 – to arrive at a figure 
of $2,100,000 (which you get to depreciate 2.5% pa). 

Therefore, by subtraction, the current day value of the Plant and 
Equipment equates to $1,400,000. And this is the figure you can now 
depreciate. 

You will recall that the original cost of the Plant and Equipment was 
only $900,000 back in 2008. However, you are able to up-value these 
items – because their ultimate value is set by the current contract price 
for the property. 

You see, the value of the land is generally established by using the Site 
Value on your rate notice. And the value of the structural component, 
by the estimated construction cost back in 2008. 

Therefore, by simple arithmetic … the balance is then 
attributed to Plant and Equipment – which you then get 
to depreciate. 

On these figures, you would be entitled to claim the following amounts 
of depreciation during the first two full years of your ownership. 

_______________________________________________________________________________________ 
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Being a combined total of $595,000 

There is a Proviso 

As mentioned, you need to ensure that the Contract of Sale is what’s 
called “silent” as far as attributing any value to the Plant & Equipment.  

In other words, the contract does not contain any special conditions 
relating to the written-down value of these items – by the vendor.  

Otherwise, you would be obliged to only claim further 
depreciation based upon that written-down value figure. 

Fortunately, most sellers neglect to include such a clause. 

However, this also identifies the way in which you can minimise any 
clawback by the Tax Office, when the time comes for you to sell. 

All you need do is include a schedule of written down values 
for your Plant & Equipment – and thereby, avoid any potential 
for a balancing charge being levied after settlement occurs, 
when you sell the property. 

Why take advantage of Depreciation on your Acquisition? 

• It certainly improves your after tax-cash flow; 
• It helps defer the payment of your tax; and 
• It gives you a good understanding of the value of what you own 

– reflecting wear & tear to your property on your balance sheet. 

_______________________________________________________________________________________ 
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PERIOD Plant & 
Equipment

Structural 
Items @2.5%

Year 1 $270,000 $52,500

Year 2 $220,000 $52,500

Totals $490,000 $105,000
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Handy tips 

• Ensure you engage a Quantity Surveyor who is up-to-date with 
the current legislation, Interpretative Decisions and Tax Rulings 
from the ATO.  Their report should give you enough information 
to fill out the Capital Allowances Schedule of your income tax 
return. 

• Every year, you should review your depreciation schedules ... to 
see if there have been additions or disposals that need dealing 
with. This will be discussed in depth in the next Section.  

• The ATO essentially recoups the deductions claimed through 
balancing adjustments when calculating capital gains tax (CGT), 
at the time the asset is sold. However, you can gain substantial 
timing advantages by claiming the various allowable deductions 
from when you first acquire the property.   
 
More on this later in the Report! 

Let’s now take a look at what happens, when you decide to undertake 
some renovations to your commercial property. 

_______________________________________________________________________________________ 
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3. Depreciation through your Ownership Period 

Let’s assume you have purchased your property and have had a 
depreciation schedule prepared by a Quantity Surveyor.  

So is it now time to sit back and watch the income come 
rolling in and the capital values soar?  

Unfortunately, there are still a few things you need to do.  

To maximise the depreciation and other tax deductions on your 
property (and take advantage of them while also keeping the ATO 
happy) … you need to record any expenditure incurred to improve the 
property, AND keep track of any assets disposed of during the year. 

Repairs and Maintenance 

Every year, the ATO scrutinise the deductions investors make against 
their rental properties.  

One of the areas the ATO constantly investigates is when people make 
large claims for repairs to investment properties, which are actually 
capital improvements. Things like new kitchens and foyer renovations; 
or perhaps additions, like installing security system or split-system air-
conditioning. 

It is important that repairs are distinguished from improvements. 
Repairs can be deducted as an expense in the year of expenditure; 
whereas improvements are capital expenditure, and need to be 
depreciated. 

The three characteristics of a repair are … 

1. It must be the restoration of an income producing asset to its 
previous condition; 

2. The asset must be in need of restoration before it is repaired; 
3. A repair involves the replacement or renewal of a part of the 

asset, not the whole asset. 

_______________________________________________________________________________________ 
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Improvements 

As improvements are capital expenses, tax depreciation is available on 
that expenditure.  

This works in the usual way: The cost base of the asset is calculated, its 
effective life is determined and a method of depreciation adopted. 

Refurbishments 

There are generally two stages to a refurbishment, removing and 
accounting for the old assets and the introduction of new depreciating 
assets. Depreciation provides significant advantages during both 
stages. 

Out with the Old … 

Getting rid of old fixtures and fittings, partitions, walls, whole rooms or 
any other asset that is being depreciated gives rise to a balancing 
adjustment.   

And that counts equally for the Plant and the Building structure. 

What is a Balancing adjustment? (also known as scrapping) 

When an asset is disposed of [be it sold, destroyed or becomes 
obsolete] ... a calculation is made to see if the right amount of 
depreciation has been deducted over the asset’s life.   

The sale price is compared with the written-down value of the 
asset, for tax purposes.  Where assets are destroyed or thrown, 
out there will be no sale price.  

Therefore, the balancing adjustment will be a deduction equivalent to 
the written-down value (WDV) of the asset.  This is true for both Plant 
and Building assets. 

For example:  

You purchase an air-conditioning unit for $6,000, and over 6 years you 
deduct (say) $4,000 of depreciation, giving you a WDV of $2,000.  

_______________________________________________________________________________________ 
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By this time, the air conditioning unit is no longer meeting your needs 
and you are going to buy a new one.   

The old one is worth nothing second hand, so you dispose of  
it (scrap it) for no consideration, you are entitled to a $2,000 
deduction as a balancing adjustment.  

Now imagine the size of the deduction, if you were refurbishing a whole 
floor of an office building!  

A Quantity Surveyor (such as BMT) will be able to calculate the written 
down values (scrap values) of the assets that have been disposed of, 
ensuring that you continue to depreciate the remaining assets as well 
as claiming your balancing adjustment correctly. 

… in with the New 

As with the acquisition of a building, these newly-acquired assets are 
depreciated depending on the number of days they are owned in the 
tax year.   

The principles and calculations remain if you the same as before. 
You have some extra deductions available, if you incur capital 
expenditure on constructing or improving your property.  

Consultants fees (architect, design or engineering fees for example) 
and other preliminary costs (site amenities and fencing, transportation 
of materials etc.) can also be apportioned over assets, and depreciated 
accordingly. 

Self-assessment of Effective Lives 

It is possible to self-assess the effective life of one or all of your assets.  
This is nearly always forgotten. However, there are some circumstances 
where it is a helpful tool in bringing forward depreciation deductions. 

For example:  

You may decide that in 2 years time you will be refurbishing a floor of 
an office building, ripping out fit-outs and renewing them.  You can re-
assess the effective life of any of the Plant in the fit-out to 2 years, as 
they will then be obsolete.   
_______________________________________________________________________________________ 
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You cannot re-assess the effective life of any Structural 
component ... as they must be depreciated over for 25 
or 40 years in line with the legislation. 

Therefore, it’s vital to consult your tax advisor before you undertake 
any self-assessment; and before making any changes. 

_______________________________________________________________________________________ 
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4. Depreciation and the Disposal of Property 

In Sections 2 and 3, you explored the benefits of Tax Depreciation 
throughout the ownership period.  In this Section, you will focus upon 
the disposal of your investment property.   

When you come to sell your property, the depreciation you’ve claimed 
has to be taken into account when performing capital gains tax and 
income tax calculations. 

Just to keep accountants on their toes, the legislation relating 
to disposing of property has been changed on a regular basis, 
over the last 20+ years.   

Rather than detail all the changes and how they affect every possible 
scenario, below is an outline the key points of the current situation. And 
this should provide you with a checklist to highlight where you need to 
worry about other rules. 

The following table indicates the various calculations required and the 
information needed to determine any tax liability on your property on 
disposal. 

QUERY Depreciating 
Assets Buildings Land

Is depreciation 
available? Yes, Division 40 Yes, Division 43 No

What is the cost base 
for depreciation

Reasonable 
apportionment of 
purchase price

Original 
construction cost N/A

What is the cost base 
for Capital Gains Tax?

Reasonable 
apportionment of 
purchase price

Reasonable 
apportionment of 
purchase price

Reasonable 
apportionment of 
purchase price

What calculation is 
used on disposal?

Balancing 
adjustment CGT CGT

What are the disposal 
proceeds?

Apportionment of 
sale price or 

amount stated in 
sale contract

Apportionment of 
sale price

Apportionment of 
sale price

Will the CGT discount 
be available to relevant 
taxpayers?

Not available Available Available

_______________________________________________________________________________________ 
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Depreciating Assets (Division 40) 

As you found in Section 1, the aim of Depreciation is to compensate 
you (as a taxpayer) for the decline in value of depreciating assets over 
the effective life of those assets.  

You can take advantage of the provisions right up until you sell your 
property. But at that point, you are required to calculate what decline in 
value has actually occurred.  

If you have deducted more than the actual decline in value, then you 
effectively pay back that amount to the Australian Tax Office. And this 
is known as a balancing adjustment. 

This balancing adjustment is treated as assessable income.   

Therefore, when the time comes for you to sell ... it is important to 
specify your depreciating assets in the contract, at their written-down 
value – so as to avoid this balancing adjustment. 

Buildings and Structures (Division 43) 

The first stage of this calculation requires a straightforward capital 
gains tax calculation (ie: the gain is the disposal proceeds, less the 
actual cost base). 

It is then necessary to calculate exactly how much depreciation has 
been claimed, as the amount is deducted from the cost base to 
increase the capital gain. 

Cost base of asset $1,000,000j
Depreciation claimed    -300,000

Written down value $700,000j

Sale proceeds $1,200,000j
Less written down value    -700,000
   Balancing adjustment $500,000j

_______________________________________________________________________________________ 
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The typical calculation is set out below ... 

And once again, the capital gain is assessable income. 

Although, if you (as the taxpayer) are able to access the capital gains 
tax discount, the amount will be substantially less. 

In other words … 50% less for an individual, who owns the building for 
longer than 12 months. 

For a Parcel of Land 

This requires a straightforward capital gains tax calculation  
(ie: the gain is the disposal proceeds, less the cost base).   

As there has been no depreciation on land, there is no further 
adjustment to make. 

Again, the capital gain is assessable income; and relevant taxpayers 
will be able to access the capital gains tax discount. 

Cost base of building $1,000,000j
Depreciation claimed || -300,000
Written down value $700,000j

Sale proceeds $1,200,000j
Less cost base  -1,000,000
Plus depreciation claimed 300,000j

       Capital Gain $500,000j

Cost base of land $500,000j             

Sale proceeds $800,000j
Less cost base | -500,000
     Capital gain $300,000j

_______________________________________________________________________________________ 
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Apportionment of the Sale Price 

Just to recap … If the contract of sale does not specify the amounts for 
depreciating assets, buildings and land ... you will need to apportion 
the sale price over each type of asset.  There are a few ways to do this; 
but there is no one correct way in which you have to do it.  

The legislation stipulates that it must be a reasonable apportionment.  
The most appropriate method of apportionment will depend upon the 
facts of each transaction, and the information available.   

It is imperative, at this stage, to ensure that your Quantity 
Surveyor provides your accountant you with all the relevant 
information; and that you speak to your property advisors to 
maximise your position. 

When the apportionment occurs, each calculation will be made and a 
final amount of assessable income (a combination of a balancing 
adjustment and a capital gain) will be added to your assessable 
income. 

Handy tips 

• Remember that although the ATO recoups the deductions claimed 
through balancing adjustments and capital gains tax (CGT) when the 
asset is sold for more than it was purchased, any actual loss in value 
of assets remains protected. 

• Don’t forget! If the purchase contract of stipulates amounts for the 
assets, you are limited to those amounts for depreciation purposes.  
For example: It is quite common for plant to be sold at written down 
value; this means that you will be limited to claim much less 
depreciation on the assets than if the contract was silent. 

• You may be entitled to a CGT reduction or discount depending on the 
ownership structure of the property. Even if no discount is available 
you will have still benefited from the increase in cash flow over the 
ownership period. 

• The last thing you want, is to be hit with an unexpected tax bill. 
Therefore, it is essential that you are comfortable with your tax 
position before you sign contracts of sale – before it is too late!    

_______________________________________________________________________________________ 
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Bonus Tip 

When you initially purchase your property … it’s vital to ensure that the 
correct wording is used in the purchase contract, so you can boost your 
ongoing Tax Depreciation claims.  

Clearly, the secret lies in getting the right advice from your property 
and legal consultants – before embarking on your Investment journey. 

Disclaimer: BMT Tax Depreciation & Property Edge Australia have provided general information 
relating to tax depreciation, which is current at the time of publication. Investors should always 
discuss their scenario with their tax advisor seeking independent advice relating to taxation. 
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