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CAPITAL ALLOWANCES FOR PROPERTY
CONSTRUCTION

Introduction

When a property investor incurs expenditure on the construction of a
building, either by funding a developer or engaging contractors
directly, certain parts of the construction expenditure will attract
Capital Allowances. These allowances should be given careful
consideration, as they can provide valuable tax relief to the investor.
Even though the property investor may have detailed records of all
the expenditure incurred on the building works, the identification of
qualifying costs for Capital Allowances is by no means straight
forward.

Furthermore, the property investor cannot always assume that Capital Allowances
can be claimed on all the qualifying plant and machinery, especially if the property
investor is providing loose, as well as fixed plant and machinery within the building.

Plant and machinery

All buildings will contain plant and machinery that qualifies for Capital Allowances. Itis
important to realise, however, that there is no absolute clarity as to what constitutes plant
and machinery for tax purposes. Whilst current legislation does attempt to define these
terms, it is still necessary to apply certain tests which have developed through case law
spanning a period of over 100 years.

A further complication facing the property investor is that a significant level of qualifying
expenditure is simply hidden from view, due to the format of the construction
documentation and method of pricing. There are often lump sums that include both
qualifying and non qualifying expenditure that need to be apportioned in a manner
acceptable to HM Revenue & Customs (HMRC), whilst not prejudicing the level of tax
savings available. A good example is preliminary costs and professional fees, which can
easily account for 20% to 25% or more of the overall construction cost. Some of these
costs can be properly attributed to plant and machinery, but the level of attribution can
be a key area of contention with HMRC.

Rate of allowances

The rate at which the plant and machinery allowances can be claimed will depend on the
category of qualifying expenditure. Basically, there are three categories:

1) General plant - 20% per annum on a reducing balance basis.

2) Integral features and long life assets - 10% per annum on a reducing balance basis.

3) Enhanced Capital Allowances - 100% in the first year for specific energy efficient
plant and machinery.



The chart below indicates the likely level of plant and
machinery in total and for each category of qualifying

expenditure for the construction of a typical office building.

The bar chart below that shows how the allowances will
flow through to the property investor over an initial ten
year period. Allowances will continue to be available after
this time.

Long Funding Leases

In accordance with the Capital Allowances Act 2001 (CAA
2001), Section 34A, a property investor who leases plant
and machinery on a long funding lease is denied plant
and machinery allowances. The definition of what
constitutes a long funding lease of plant and machinery is
highly complicated and covers plant and machinery
leased together with a building. There is, exemption,
however, from the long funding lease rules for
‘background plant or machinery’ as set out at CAA 2001,
Section 70R.
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The property investor should be aware that not all the

plant and machinery within a building will be background plant
or machinery. Loose plant and machinery is generally not
included within the definition and certain types of fixed plant
and machinery may also be excluded. Whether or not the
property investor is entitled to Capital Allowances for items of
non background plant or machinery will depend on the
circumstances in each case.

Industrial building allowances

These allowances are given on the construction cost of
qualifying industrial buildings and hotels, but they are only
available until April 2011. In the past, for the sake of
simplicity, property investors have often included the cost of
plant and machinery fixtures with the cost of the building and
simply claimed industrial building allowances (IBAs), or hotel
allowances (HAs) on the whole cost. This avoids the
complications inherent in identifying the plant and machinery
costs. This approach, however, must be avoided by the
property investor because the rate of allowances for IBAs
and HAs is far lower than even the minimum rate for plant
and machinery and IBAs and HAs are being phased out.
From April 2011, any plant and machinery costs that have
been included in a claim for IBAs or HAs will, therefore, be
lost.

Capital contributions

A property investor can also claim Capital Allowances in
respect to a contribution made to the cost of a tenant’s
fitting out works in accordance with CAA 2001, Sections
538 and 539. This can often be an area of contention
with the tenant and to ensure that the property investor
benefits from Capital Allowances in respect of the
contribution, it is essential that the lease and/or
agreement to lease is correctly drafted.

Sideways set off

In the case of UK property companies, Capital Allowances
that cannot be set off against the profits of the Schedule A
business, can be used to create a loss that is then set off
against any profits of the company in the current or
subsequent years in accordance with Income and
Corporation Taxes Act 1988, Section 392A.

In the case of income tax payers, Capital Allowances that
cannot be set off against the profits of the property
business, can be used to create a loss that is then set off
against any other chargeable income in the current year,
or following year in accordance with Income Tax Act
2007, Section 120. This is particularly attractive to
syndicates of high net work individuals.

For further advice concerning any of the issues raised in this
briefing, please contact one of our key individuals detailed
overpage, or alternatively call our helpline on 0800

526262. Information on other property tax related topics can
also be found on our website at:
http://bankingtaxfinance.davislangdon.com.

Cost Management | Project Management | Program Management | Banking Tax & Finance | Building Surveying | Design Management | Engineering Services |
Health & Safety Services | Legal Support | Management Consulting | Mixed-use Masterplanning | People, Place, Performance Consulting | Specification Consulting

http://bankingtaxfinance.davislangdon.com

Whilst every effort has been made to ensure accuracy at time of publication, dated June 2010, information contained in this document may not be comprehensive or reflect individual circumstances or
may be subject to subsequent revision and legislative changes. Recipients should therefore not act on any information without seeking professional advice.




