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CAPITAL ALLOWANCES ISSUES FOR
PROPERTY PROFESSIONALS ADVISING
ON PROPERTY CONSTRUCTION

Introduction

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

1) Investment surveyor

2) Construction consultant
3) Property solicitor

4) 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

As Capital Allowances translate into tax savings for the property owner, they
have a potential value which should be taken into account when considering
the feasibility of any construction project. Capital Allowances resulting from
the construction of a property investment will increase the net present value of
the investment’s post tax cashflows. Even if the Capital Allowances are
considered at corporate, rather than project level, the level of tax savings
resulting from the construction project must be a positive factor to be taken
into consideration at inception.

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.
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The bar chart below shows the tax savings that can be
available to the property owner, for the likely level of
plant and machinery allowances on the construction of
an air-conditioned office for a cost of £10 million,
excluding land. These represent the allowances for
the first ten years and allowances will continue to flow
after this time.

Industrial buildings and 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 that have been
included with the cost of the building will, therefore, not
attract any allowances from April 2011 onwards.

Existing portfolios

The investment surveyor should be aware that Capital
Allowances can still be available on properties that
were built some years ago, even if nothing was done
about Capital Allowances at the time that the
properties were constructed. 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) Construction consultant

The construction consultant could be the architect,
project manager, services engineer or quantity
surveyor. Where the construction consultant can
make a real difference to the tax savings that will be
available to the property owner is in the specification
of tax efficient solutions when alternatives are being
considered. The construction consultant should also

be aware that a higher initial cost may translate into
a lower tax adjusted cost if an item that qualifies for
Capital Allowances is being compared to one that
does not qualify.

Qualifying expenditure

Whether an item of expenditure qualifies for Capital
Allowances as plant, will depend on how that item is
incorporated into the building and how it is used in the
business being conducted within the property. For
example, partitions will qualify as plant if they are
demountable and there is an intention that they will be
demounted. The construction consultant can,
therefore, influence the likelihood that the partitions will
qualify as plant by specifying demountable
construction.

Enhanced Capital Allowances

Certain items of plant and machinery qualify for
enhanced Capital Allowances (ECASs) at the rate of
100% in the year of expenditure, which is far more
valuable than the 10% or 20% reducing balance basis
available for the other types of plant and machinery.
Obtaining ECAs, however, is far from straight forward
as the plant and machinery needs to confirm to the
specification requirements of the statutory lists to be
found at www.eca.gov.uk. In addition, qualifying
components are often only part of a larger item of
equipment and can be very difficult to recognise as
being ECA qualifying. The construction consultant
can, therefore, add value in two ways. Firstly, the
construction consultant can specify items that qualify
for ECAs and secondly, the consultant can require the
various suppliers and contractors to highlight any
components that qualify for ECAs that form part of
larger items of plant and machinery.

3) Property solicitor

If the property is being constructed for letting, then the
property solicitor will be required to produce the
agreement for lease and the lease itself. Often these
documents can be important for Capital Allowances, if
the landlord is going to provide a capital contribution to
the fitting out works that the tenant will carry out before
commencing to trade.
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Capital contribution

A property investor can claim Capital Allowances in
respect to a contribution made to the cost of plant and
machinery forming part 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.

4) 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 on
a construction project, is how to identify qualifying
expenditure from the information provided on the
client’s capital ledger.

Project analysis

The identification of plant and machinery will involve a
thorough analysis of the project costs, because the
client’s capital ledger will only indicate stage payments
to the contractor with no associated breakdowns. The
effective analysis of the project costs necessitates a
detailed knowledge of construction documentation and
a familiarity with pricing methods. These skills are
likely to be outside the scope of the accountant’s
knowledge and experience.

Furthermore, a significant level of qualifying
expenditure is simply hidden from view. 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.

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, but can claim
a deduction for depreciation instead. The tax agent will
not want to include such items within a Capital
Allowances claim, only to have the claim rejected by
HMRC, as this will involve a higher tax charge and
interest for the client.

The long funding lease rules are complicated and it is
not always a straight forward matter to identify whether
or not an item of plant and machinery is leased on a
long funding lease. Furthermore, in cases where
Capital Allowances are not available to the property
investor, there will be the added complication of
calculating annual depreciation and the terminal value
at lease expiry or sale of the investment. These
figures will ultimately be subject to agreement with
HMRC.

Utilisation of Capital Allowances

Where there are insufficient profits from a property
business in order to utilise Capital Allowances, they
can be used to create a loss that cannot be set off
against other income. Refer to ‘Property Professional -
Buy’ section of the website for further details.

If the Capital Allowances have resulted from a trade
rather than a property business, then the taxpayer 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.



