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CAPITAL ALLOWANCES AND PROPERTY
LENDING ON CONSTRUCTION PROJECTS

Introduction

As the property lender does not claim Capital Allowances in the
course of providing a traditional loan for a property construction
project, it would be easy to conclude that Capital Allowances
should be of no concern to the lender. If, however, the borrower is
undertaking the construction project for owner occupation or
investment (as opposed to development for sale), then Capital
Allowances will be available to the borrower. As Capital
Allowances represent tax savings, they will enhance the
borrower’s cashflow and thereby increase the funds available for
loan repayments.

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. It is
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 owner or 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 10% to 15% 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.
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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.

Loan repayments

The tax savings generated by Capital Allowances can
be used by the property owner or investor to reduce
the outstanding loan and thereby improve the loan to
value ratio. Without Capital Allowances a property
investor would be sacrificing part of the potential loan
repayments to meet the tax due on the net rental
income received from the completed property. For a
property owner, the tax savings are likely to be
considered at the corporate level, rather than at project
level, but the tax savings nevertheless represent a
positive increase in net cashflow.

For an example of how Capital Allowances can
facilitate increased loan repayments by a property
investor, refer to ‘Property Lender - Buy’ section of the
website.

Long funding leases

In accordance with the Capital Allowances Act 2001
(CAA 2001), Section 34A, a lessor of plant and
machinery leased 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.

The exemption for background plant and machinery
does not apply to finance leases of over five years
duration, where the lease payments reflect the Capital
Allowances claimed by the finance lessor. From the
property lender’s view point, the long funding lease
rules have, therefore, removed the possibility for tax
based leasing on property construction.

Industrial buildings sand hotels

If the building to be constructed will be a qualifying
industrial building or hotel, then allowances will also be
available on the cost of the building itself, rather than
just the plant and machinery. In the past, for the sake
of simplicity, property owners 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 must be avoided, however, because the rate
of allowances for IBAs and HAs is far lower than even
the minimum rate for plant and machinery and from
April 2011 IBAs and HAs will no longer be available.
Any plant and machinery costs, therefore, that have
been included with the cost of the building will not
attract any allowances from April 2011.

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.



