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CAPITAL ALLOWANCES ISSUES FOR
PROPERTY PROFESSIONALS ADVISING
ON PROPERTY ACQUISITIONS

Introduction

The Capital Allowances issues facing the property professional on
property acquisitions will depend largely on the role of the property
professional. This general guide segregates the property
professionals into three basic types as follows:

1) Investment surveyor
2) Property solicitor
3) Accountant and tax agent

As this is a brief guide, only a rudimentary coverage of the issues involved can
be achieved in the space available. For further information, the property
professional should refer to the ‘Property Owner’ and ‘Property Investor’
sections of the website.

1) Investment surveyor

Capital Allowances have a value to the property buyer as they represent potential
tax savings. All things being equal, therefore, a property with Capital Allowances
will be more valuable to a tax paying property buyer than one without. The
investment surveyor can add real value to the deal for the property buyer, if Capital
Allowances are considered as early as possible in the transaction process.

Plant and machinery allowances

Capital Allowances are available for the plant and machinery fixtures within a
building, including most of the building’s 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 bar chart below shows the tax savings that can be available to the property
buyer, for the likely level of plant and machinery allowances on the purchase of an
air-conditioned office for £10 million. The figure of £2.5 million of plant and
machinery allowances assumes that neither the seller, nor any previous owner has
made a claim. These represent the allowances for the first ten years and
allowances will continue to flow after this time.
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As can be seen from the above chart, which has been
based on a £10 million purchase, the tax savings can
be significant. The offer from the seller or the actions
of previous owners may, however, mean that these
significant tax savings are not available, or are only
available at a significantly reduced level. If that is the
case, then the property buyer must be advised
because the level of Capital Allowances will affect the
post tax value of the proposed investment.

Industrial buildings, hotels and properties in
enterprise zones

These allowances are available on the actual building
itself, rather than just the plant and machinery fixtures.
The allowances are, however, being phased out and
will no longer be available after April 2011. The
allowances are also based on original construction
cost, which can be estimated when the actual historic
figure is not available. Whether the property buyer will
be entitled to these allowances depends on several
factors, including the land interest being acquired.

Existing portfolios

The investment surveyor should be aware that Capital
Allowances can still be available on properties that
were purchased some years ago, even if nothing was
done about Capital Allowances at the time that the
property was purchased. The investment surveyor,
therefore, can also add value for the client by raising
the issue of Capital Allowances on the client’s existing
portfolio of properties.

2) Property solicitor

Whilst most property solicitors dislike dealing with
Capital Allowances on property acquisitions because
of the complicated nature of the legislation, they
really have little choice if they adopt Standard
Commercial Property Enquiries, incorporating
numerous questions concerning Capital Allowances.
The problem for the property solicitor is that, on the
one hand, if no information is received from the seller
on Capital Allowances, then the issue cannot be
dealt with and on the other hand, if answers are
forthcoming, the property solicitor has to decide what
the answers mean.

Pitfalls

There are several pitfalls for the unwary purchaser as
far as Capital Allowances are concerned. For
example, the interest being acquired by the buyer may
not give any right to Capital Allowances, or an election
in accordance with Capital Allowances Act 2001 (CAA
2001), Section 198 may have been executed by a
previous owner, or is being proposed by the seller.
Even if no election is proposed by the seller, the level
of Capital Allowances available to the buyer can be
affected by the actions of any previous owner since
July 1996.

Section 198 elections

A Section 198 election is likely to be proposed by a
seller who has claimed plant and machinery
allowances and wants to retain all, or some of the tax
savings. Usually the seller will propose contract
clauses setting out the form of the election and
sometimes a figure for plant and machinery will be
inserted in the contract, without reference to an
election. Whether there is to be an election or not, if a
plant and machinery figure is proposed by the seller,
then the buyer would be well advised to obtain the
advice of a Capital Allowances specialist.

3) Accountant and tax agent

Whilst the accountant and tax agent can be expected
to have a higher level of knowledge on Capital
Allowances than other property professionals, there
will nevertheless be issues that are outside the
expertise of this adviser. One such issue that is
commonly faced by the accountant and tax agent is
how to assess the level of Capital Allowances for a
property acquisition when the buyer and seller have
not executed a Section 198 election. This will also
include purchases after April 2008, which includes
previously non-qualifying integral features.
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Section 562 apportionment

If no election was made between buyer and seller, then
the level of Capital Allowances will be based on an
apportionment of the purchase price in accordance
with CAA 2001, Section 562.

The apportionment of the 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. It
is important that claims for plant and machinery
allowances take account of these factors to avoid
significant later revisions to the client’s tax return and
associated interest costs for unpaid tax.

Interaction with Capital Gains Tax

A major area of misunderstanding concerns the
interaction of Capital Allowances with capital gains tax.
It is not uncommon for a property owner to be advised
not to claim Capital Allowances on the basis that any
Capital Allowances retained on the sale of a property is
negated by higher capital gains tax on the plant and
machinery. This is simply incorrect advice!

There is no interaction between Capital Allowances
and capital gains tax unless the property is sold at a
loss, or the items of plant and machinery on which
Capital Allowances have been claimed represent
wasting assets. Plant and machinery fixtures are
never wasting assets. In accordance, therefore, with
the Taxation of Chargeable Gains Act 1992, (TCGA
1992) Section 44(1), the amount of capital gains tax is
not affected by Capital Allowances claimed on plant
and machinery fixtures when a property is sold at a
profit.

The ramifications of the above paragraph are very
important for the accountant and tax agent to
understand. Basically, the property owner can claim
plant and machinery allowances, sell the property,
retain the allowances via a Section 198 election and
still get the full benefit of the base cost of the plant and
machinery fixtures within the capital gains tax
computation. The property owner, therefore, gets
double tax relief on the cost of the plant and machinery
fixtures.

Utilisation of Capital Allowances

Another area of potential confusion involves the
utilisation of Capital Allowances when a property
business is making a loss. 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, including property
partnerships, 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. The tax payer, therefore, can even
set off a loss due to Capital Allowances against
employment income. This is particularly attractive to
syndicates of high net worth individuals.

If the Capital Allowances have resulted from a trade,
rather than a property business then the tax payer has
even more options. Refer to ‘Property Owner - Buy’
section of the website for further information on this
issue.

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.



