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CAPITAL ALLOWANCES AND THE
PROPERTY LENDER

Introduction

As the property lender does not claim Capital Allowances in the course
of providing a traditional loan to a property investor, it would be easy to
conclude that Capital Allowances should be of no concern to the
lender. That would be a mistake. In this new era of conservative
lending practices, the property lender will be even more focused on
the risk profile of the borrower. Loan to value ratios will continue to be
critical to the lending proposition, not only at the outset of the loan, but
during the property investor’s anticipated holding period. Loan to
value ratios can be positively improved as a result of Capital
Allowances and therefore, these tax savings should be of the utmost
interest to the property lender.

Plant and machinery

Capital Allowances are available for the plant and machinery fixtures within any
commercial building, including most of the mechanical and electrical services,
sanitary appliances, lifts and escalators. Even some unlikely items such as
partitions, door handles and carpets can qualify as plant or machinery.

The property investor will only be entitled to Capital Allowances in respect of the
plant and machinery within the building if the qualifying interest in the plant and
machinery is acquired. The qualifying interest is generally the interest in the
property held by the person who installed the plant and machinery, but there are
various exceptions making this area of the legislation extremely complicated.

The level of plant and machinery allowances available to the property investor will
depend on whether any previous owner has claimed Capital Allowances and also
whether the property investor, or any previous owner has entered into an election in
accordance with the Capital Allowances Act 2001 (CAA 2001) Section 198. If no
election or previous claim exists, then the Capital Allowances will be based on an
apportionment of the purchase price paid in accordance with CAA 2001, Section
562. The purchase price for the purposes of CAA2001 includes any Stamp Duty
Land Tax paid.

The apportionment of this purchase price to plant and machinery fixtures can be
significant and it is quite possible that the qualifying expenditure will exceed the
original cost of the qualifying items. HM Revenue & Customs, however, have
specific guidelines as to how such an apportionment is made, as well as having their
own view on what qualifies as plant and machinery.

Loan repayments

The tax savings generated by Capital Allowances can be used by the property
investor to reduce the outstanding loan and thereby improve the loan to value ratio.
Without Capital Allowances, the property investor would be sacrificing part of the
potential loan repayments to meet the tax due on the net rental income.



An illustration of the positive effect of Capital Allowances
on potential loan repayments is provided by the following
example.

A modern medium rise air-conditioned and fully let office
is acquired by a property investor for £10 million. The
property investor finances the purchase with a loan of £7
million and equity of £3 million. The rental income is
£750,000 per annum and the interest on the loan is 7%
per annum. Capital Allowances of £2.5 million are
available to the purchaser in respect to the plant and
machinery fixtures within the property.

The tables below show the net cashflow that is available
for loan repayment during the first five years of
ownership. The loan to value ratio after five years will
reduce from 70.00% to 60.64% if Capital Allowances are
not claimed, whereas the effect of claiming Capital
Allowances is to potentially decrease the loan to value
ratio to 57.25%.

Cashflow item Year 1 Year 2 Year 3 Year 4 Year 5

Rent £750,000 £750,000 £750,000 £750,000 £750,000
Loan interest £490,000 £490,000 £490,000 £490,000 £490,000
Taxable income £260,000 £260,000 £260,000 £260,000 £260,000
Tax at 28% £72,800 £72,800 £72,800 £72,800 £72,800
Net cashflow £187,200 £187,200 £187,200 £187,200 £187,200
Outstanding loan £6,812,800 | £6,625,600 | £6,438,400 | £6,251,200 | £6,064,000

Loan to value 68.13% 66.26% 64.38% 62.51% 60.64%

Table A - Loan Repayments without Capital Allowance s

Cashflow item Year 1 Year 2 Year 3 Year 4 Year 5

Rent £750,000 £750,000 £750,000 £750,000 £750,000
Loan interest £490,000 £490,000 £490,000 £490,000 £490,000
Capital Allowances £355,000 £262,500 £226,650 £196,305 £170,531
Loss brought f/d £0 £95,000 £97,500 £64,150 £455
Loss carried f/d £95,000 £97,500 £64,150 £455 £0
Taxable income £0 £0 £0 £0 £89,014
Tax at 28% £0 £0 £0 £0 £24,924
Net cashflow £260,000 £260,000 £260,000 £260,000 £235,076
Outstanding loan £6,740,000 | £6,480,000 | £6,220,000 | £5,960,000 | £5,724,924

Loan to value 67.40% 64.80% 62.20% 59.60% 57.25%

Table B - Loan Repayments with Capital Allowances

The potential reduction in the loan to value ratio due to
Capital Allowances must represent a reduction in risk for
the property lender. The property lender should,
therefore, be aware that, in addition to plant and
machinery, Capital Allowances are also available to
property investors for certain types of buildings.

Capital Allowances and the property lender - 2

Industrial building allowances

These allowances are given on the cost of qualifying
industrial buildings and hotels, but they are only available
until April 2011. The qualifying expenditure is based on
original cost, unlike plant and machinery allowances and
they apply over a specific tax life of either 25 or 50 years
on a straight line basis. In the case of second hand
buildings bought on or after 21 March 2007, the rate of
allowances available to the purchaser will be based on the
rate of allowances available to the seller, subject to
phasing out of the rates up until April 2011.

In order to claim industrial building allowances the property
investor must acquire the relevant land interest in the
property, which will either be the interest that was held by
the developer, or a lesser interest (for leases of at least 50
years duration) that was subject to an election in
accordance with CAA 2001, Section 290.

Buildings in enterprise zones

The property lender should also note that the borrower
may be entitled to enterprise zone allowances, again
provided that the relevant interest is acquired in a
commercial property that was developed in an enterprise
zone during the 25 years prior to acquisition. These
allowances share most of the attributes of industrial
building allowances, except that the rate of allowances is
not based on the rate applicable to the seller. They are
similarly being phased out and will not be available from
April 2011.

Sideways set off

The figures set out at Table B above assume that the tax
savings are only set against the income derived from the
same property that gave rise to the Capital Allowances.
Unutilised Capital Allowances can, however, be off set
against taxable income from other sources. If, therefore,
the Capital Allowances are fully utilised as they become
available, then the tax savings will arise sooner than
illustrated in Table B. The loan repayments in the earlier
years could then be higher, reducing the loan to value
ratio at a faster rate than the illustration. The position at
the end of year five would, however, remain the same
because the Capital Allowances become fully utilised by
the net rental income at that stage.

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.
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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.




