PROPERTY DEDUCTIONS

For investors, the tax perks
have traditionally been a key
element of their strategy. The
rules have changed but there are
tactics to minimise the damage

4 ways
to play the
new game
I

n my opinion, the changes to depreciation legislation introduced in the
2017 federal budget (see page 60 for a
summary) favour the big companies
and listed trusts, not the average
residential property investor.
Why should Macquarie Bank, for instance,
be able to package up a pool of second-hand
properties and claim the depreciation on the
previously used assets, yet you and I can’t?
Why should UniSuper be able to buy a second-hand residential property and claim
depreciation on the assets but your self-managed super fund (SMSF) can’t?
And why should Westfield be able to buy
a second-hand shopping centre that’s 50 years
old and claim the depreciation on it but I can’t
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claim depreciation on a second-hand air-conditioning unit that’s two years old in, say,
Bondi, St Kilda or New Farm?
It doesn’t seem fair to me.
So I’ve come up with four ways to keep
the playing field level and to help the average residential property investor think outside the box in relation to these new laws.

1Shiny gold strategy

The shiny gold strategy is to consider buying new property again because of
the massive differences in depreciation. But
when I say buying new, I don’t mean buying
a sparkly new apartment in a 300-unit block;
I’d be looking at units in a small block. Nor
do I mean buying off-the-plan from someone

who is making $50,000 commission. I’d buy
land and actually engage with a builder, or
consider doing a small development.
At Washington Brown, a lot of our clients
are building a two-on-the-block duplex with
the same footprint as a house. It’s a great
option because, from a depreciation point
of view, you get the same building costs but
if you have two ovens, two dishwashers and
blinds you can claim a far greater allowance
for depreciation.
If you are going to buy new, remember
that it is riskier because you have to time the
market. You’ll need to educate yourself and do
your own research – there are companies out
there that will give you good advice on what
strategies to use and what areas are going

2

Renovate and
detonate

This approach involves buying a property
and renovating so that you’re still eligible to
claim the depreciation allowances on it. This
is because you bought those items – they’re
not previously used – so you can claim depreciation on them. Under the new legislation,
renovating will be more attractive because
it gives investors the chance to depreciate
the new plant and equipment over the life of
the new items.
Going deeper into this strategy, I’d suggest
you buy a property that is between eight and
15 years old. If the property is 10 years old,
for example, you will be able to claim the
building allowance – at 2.5% a year – for the
next 30 years.
Then before you start to demolish the property or rip out the kitchen and bathroom,
make sure you find out the values attached
to the plant and equipment items that are in
the property already. For example, there still
might be $100 left of depreciation on the oven
or dishwasher – and when you remove those
items you can claim a capital loss. A capital
loss can be more valuable than depreciation
allowances, so make sure you don’t miss out
on claiming a capital loss for those items that
you remove when you start your renovations.
Next, put in a new oven and dishwasher and
the other plant and equipment items, have a
quantity surveyor prepare a new depreciation
report and start claiming for the depreciation

of these new items in the same way as you
would if you had bought a brand-new property.
For this strategy you can get more total tax
deductions, not only depreciation, by buying
something that is 10 years old than something
that is brand new. Note, I say more deductions,
not depreciation, as I’m adding the capital
losses into the equation.

raider
3Corporate
strategy

This strategy involves buying a property in
a company name, because corporate entities
can still claim depreciation allowances on
second-hand plant and equipment under
the new depreciation laws. I’ve just put this
strategy into play myself! I bought a property
in a company name for £40,000 in Durham,
England, where I’m getting £400 a month
rent. As I bought it in a company name, I’m
eligible for the depreciation allowances and
the travel allowances as well.
But that’s not the only reason I bought
this property.
Accountants have always said: “Don’t buy
properties in company names because you
don’t get the benefit of the CGT discount
when you sell it.” Normally if you own a
property for more than one year, you only
pay CGT on half of the gain at your marginal
tax rate. For example, if you make $100,000
net profit on a property that you’ve held for
more than a year, you halve that and only
pay CGT on $50,000. But you don’t get the
50% discount if you bought the property in
a company name.
But I have no plans to sell my UK property,
so that’s why I don’t care about paying the
CGT. This particular strategy works for me
with this property because it’s low cost and
overseas and I can still claim depreciation.
While this might not be the best approach
for every property, it works for me.
Another reason that I bought the property
was for cash flow. As an overseas investor I
couldn’t borrow £40,000 to buy the property

Building a two-on-the-block duplex with the same
footprint as a house is a great option

– I had to pay cash. This means the property
is cash-flow positive from day one.
Finally, I also think that worldwide corporate
tax rates are going to go down. Who knows?
If I change my mind and in 10 years I sell my
property, the company tax rate might be 15%
to keep up with the US. So my CGT liability
might be the same as it would have been had I
bought in my own name and been eligible for
the CGT discount. I’d bet my last dollar that
the company tax rate isn’t going to increase
any time soon in Australia.
An added bonus of buying this property in
the UK is that I can claim one trip to Durham
each year to inspect it, and I can claim the
travel costs as a legitimate business expense.

boys’ commercial
4Big
strategy

This is a strategy to reconsider for non-residential property. It’s not a secret strategy
but rather it suggests that the government
thinks its system is broken, so maybe there’s
something in it for us!
Because the 2017 budget changes do not
affect commercial, industrial or retail property, why not take a look at these types more
seriously? Historically, commercial property
has provided better yields than residential
property, and this is still the case. The downside has always been that you often get longer
vacancy periods between tenancies, so you
have to make sure you have adequate cash
flow to survive these periods.
You can still buy a second-hand commercial
or retail property, funeral parlour, childcare
centre – anything non-residential – and claim
the depreciation on plant and equipment. Personally, I can’t see the government changing
this situation as there are too many big players
investing in the commercial property space.
So if you can’t beat them, join them!
Types of second-hand property on which
you can claim all depreciation, as you could
previously on residential property, include
farms, industrial buildings, shopping centres,
retail shops, offices, warehouses, hairdressers
and childcare centres.
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to show strong returns. There are
also off-the-plan salespeople with
glossy brochures and a slick sales
pitch, so you’ll need to learn to tell
the difference.
I have made money buying where
people don’t want to buy – doing the
opposite of what other people do. Legendary sharemarket investor Warren
Buffett calls it being “contrarian”. Once
everyone is doing it, it loses its shine!
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Keep it simple: the key points
T

he best way to understand
the new depreciation rules
is to break them down into nine
simple key points:

1

From May 10, 2017, if you
acquire a second-hand residential property that contains
“previously used” depreciating
assets, you will no longer be able
to claim depreciation on them.
This refers to the plant and equipment depreciation schedule,
including ovens, dishwashers,
lights, air-conditioners, TVs,
carpets, lounge suites, blinds,
common property plant and
equipment items.

2

The building allowance, or
claims on the structure of
the building, has not changed.
You will still need a depreciation
schedule to calculate these
deductions, which typically
account for 85% of the overall
construction cost. The structure
includes brickwork and concrete.

deemed to have been previously
used and the new owner cannot
claim depreciation on the plant
and equipment.

5

The proposed changes do
not apply if you buy the
property in a corporate tax entity,
super fund (note self-managed
super funds do not apply here) or
a large unit trust. In other words,
you can still buy a second-hand
property in a company name and
claim depreciation on it. You can
buy a second-hand property in a
super fund – as long as it’s a large
one – and a large trust can buy
a property as long as it has 300
members or more, and claim
depreciation on that property.

6

The proposed changes only
relate to residential property.
Commercial, industrial, retail and

4

If you renovate a house
while living in it, then sell it
to an investor, the assets will be
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8

If you engage a builder to
renovate a property – or you
do the work yourself – and it is
also being used as an investment
property, you will still be able to
claim depreciation on it when you
have finished the renovations. As
above, this is because the assets
you install are brand new, therefore you can still claim. But if you
bought a property renovated by
someone else and they lived in it
for six months or a year and then
sold it, you can’t claim depreciation on the oven and dishwasher,
etc, in the future, because they
have now been previously used.
See the difference?

9

3

Acquirers of brand-new property will carry on claiming
depreciation in exactly the same
way as they have done so to date
for both plant and equipment and
structure. This is great news for
the property industry, because
a lot of developers rely on depreciation as part of their marketing
strategy to attract investors.
The government resisted making changes to depreciation on
brand-new property because it
did not want to halt construction,
which would have had an impact
on the supply of new property.
A downturn in the construction
industry would also have a knockon effect – if tradies are out of
work, they aren’t paying tax!

ture and the plant and equipment
items. This is because it’s brand
new, and was brand new when
you put in that oven. Therefore,
you can still claim it because the
costs are known.

other non-residential properties
are not affected, so you can still
buy a second-hand office or
similar and continue to claim the
second-hand carpet, exactly as
you could before. You can’t do
this for residential property, as
I’ve explained above.

7

If you engage a builder to
build a brand-new house,
or do the work yourself and it
remains an investment property, you will still be able to claim
depreciation on both the struc-

While investors purchasing
second-hand property can
now no longer claim depreciation
on the existing plant and equipment, they will have the benefit
of paying less capital gains tax
when they sell the property.
How? Well, what they would have
been able to claim in depreciation
under the previous legislation
now simply gets taken off the
sale price in the event you sell
the property in the future (more
about capital gains tax later).
This last point is perhaps the
most interesting of all. Basically,
what it means is that what you
would have been able to claim in
depreciation under the previous
legislation, you can now simply
take off the sale price in the event
you sell it in the future. Or another
way of putting it is that you can’t
claim depreciation while you hold
the property but when you sell
it you can claim a capital loss for
what you didn’t claim.
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