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BACKGROUND PLANT - WHAT IS IT AND
WHY IS IT IMPORTANT?

Introduction

The Finance Act 2006, Schedules 8 and 9, introduced the
concept of a ‘long funding lease’ of plant or machinery and the
rules that impacted on Capital Allowances were inserted into the
Capital Allowances Act 2001 (CAA 2001). From 1 April 2006, a
lease of plant or machinery may be a long funding lease if it has
certain attributes, such as being a lease of over five years in
length, where most of the useful life or value of the asset will be
consumed during the duration of the lease. It is not necessary
here to go into the detailed rules applicable to a long funding
lease (as set out in Chapter 6A of CAA 2001), other than to
highlight that when plant or machinery is leased on a long
funding lease the lessor is prohibited from claiming Capital
Allowances by Section 34A of CAA 2001.

It is important to note that the rules relating to a long funding lease of plant or
machinery do not just apply to a direct equipment lease, they also apply to a
‘derived’ plant or machinery lease. A derived plant or machinery lease exists
when a building, that contains plant and machinery, is leased to an occupier.
Such plant and machinery would include lifts, air-conditioning, electrical power
and lighting, toilets, etc. As the plant and machinery is leased together with the
building, it is treated for the purposes of the long funding lease rules as if it is
leased separately.

As the long funding lease rules can apply to building leases as well as direct
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most cases, be denied Capital Allowances. As the proposed legislation was
clearly not directed at the property industry, but rather the large ticket leasing
industry, the Government introduced a major exclusion for property leases
that would allow property lessors to claim Capital Allowances on the plant or
machinery within their buildings. This exclusion involved the introduction of a
new term, namely ‘background plant or machinery’.
Excluded leases of background plant or machinery fo r a building
In accordance with CAA 2001, Section 70R, a lease of background plant or
machinery within a building is not a long funding lease and therefore, the
lessor can still claim Capital Allowances on the plant and machinery. In
order to be covered by the exclusion under Section 70R, the plant or
machinery must be ‘affixed to, or otherwise installed in or on, any land which
consists of or includes a building’ (Section 70R(2)) There are some anti-
avoidance rules set out at Section 70S that must also be



complied with, but these are of no relevance to a typical
property lease and would only apply if the rental was
linked to the level of Capital Allowances, a bit like a
finance lease.

It is quite clear from the above that a fixture would meet
the requirements of Section 70R(2), but what about items
of plant and machinery that are only fixed so that they can
be used, rather than being part of the building (known as
chattel fixtures), such as a commercial kitchen? As
Section 70R(2) does not require that the plant or
machinery becomes part of a building, just that it is fixed
to a building, chattel fixtures would meet the requirement
of Section 70R(2).

In addition, however, to being fixed to a building, the plant
and machinery must also meet the criteria set out at
Section 70R(4) being plant or machinery which is:

() of such a description that plant or machinery of that
description might reasonably be expected to be
installed in, or in or on the sites of, a variety of
buildings of different descriptions; and

(b) whose sole or main purpose is to contribute to the
functionality of the building, or its site as an
environment within which activities can be carried on.

Whilst items such as air-conditioning and lifts would be
found in a variety of different buildings (such as offices,
hotels, shopping centres and warehouses), it is very
unlikely that the same could be said for chattel fixtures.
For example, laundry equipment would be found in most
hotels, serviced apartments and hospitals, but not in
offices, shopping centres or warehouses. In addition, the
main reason for the installation of chattel fixtures is
usually the trade that is being carried on in the building,
rather than to increase the functionality of the building

Statutory lists of background plant or machinery

In addition to the above definition of background plant and
machinery, Section 70T provided for the Treasury to
make specific orders relating the further clarification of
background plant and machinery. Such an order is the
Capital Allowances (Leases of Background Plant and
Machinery for a Building) Order 2007, which is set out as
an appendix to this paper.

This order (SI 2007, N0.303) sets out three lists of plant
and machinery. The first list sets out examples of
background plant and machinery, the second list contains
items that are deemed to be background plant or
machinery and the third list sets out items that are
deemed not to be background plant and machinery. The
first and second lists are made up of specific items, such
as air-conditioning, lifts, electrical installations and kitchen
equipment. On the other hand, the third list (items
deemed not to be background plant or machinery) does
not specify items, but rather sets out the purposes for
which the plant and machinery is installed. If the plant
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and machinery is installed for any of the purposes listed
(which is mainly for an industrial or retail trade), then the
plant or machinery will be deemed not to be background
plant or machinery.

At this point it is worth restating that background plant and
machinery is not subject to Section 34A, which states that
Capital Allowances are not available to lessors of plant or
machinery leased on a long funding lease. If, therefore,
the plant or machinery is background plant or machinery,
the lessor is entitled to claim Capital Allowances. If the
plant and machinery is not background plant or
machinery, then consideration needs to be given to other
provisions of Chapter 6A, (one of which will be mentioned
later) before the lessor can conclude whether or not the
plant or machinery is leased on a long funding lease.

Before moving on, we should consider how the three lists
interact, because it is possible that an item of plant could
be construed to be on more than one list. For example,
lighting within a warehouse would be covered by S| 2007,
No0.303 Article 3(2)(a), one of the items deemed to be
background plant or machinery, but could also fall under
Article 4(3)(d), plant or machinery provided for the storage
of goods or materials, deemed not to be background plant
or machinery. That is why the second list, items deemed
to be background plant or machinery overrides the third
list, items deemed not to be background plant or
machinery. The first list, however, examples of
background plant or machinery, is overridden by the third
list of items deemed not to be background plant and
machinery. So it is important to adopt the correct order of
consideration when reading the lists from S| 2007,
No.303.

Order of consideration

To clarify the previous paragraph, the order of
consideration can be set out thus:

1) Is the item listed on the ‘deemed to be background
plant or machinery’ list? If yes, then it is background plant
or machinery.

2) If the answer to 1) is no, then is the item covered under
the ‘deemed not to be background plant or machinery’
list? If yes, then itis not background plant or machinery.

3) If the answer to 2) is no, then is the item covered under
the ‘examples of background plant or machinery’ list? If
yes, then the item is background plant or machinery. If
no, then consideration needs to be given to the basic
definition of background plant or machinery set out at
Section 70R.

For example, consider whether a swimming pool within a
hotel is background plant or machinery. Firstly, it is not
on the ‘deemed to be..." list. Secondly, it is not on the
‘deemed not to be ...’ list and thirdly, it is not included on
the list of examples of background plant or machinery.
Reference, therefore, is made back to Section 70R. Itis
definitely fixed to a building, but does it satisfy the



requirements of Section 70R(4)? Whilst the swimming
pool could probably be said to have been installed to
increase the functionality of the hotel, it is clearly not an
item that would be found in a variety of different buildings.
It might be found in a variety of different hotels or serviced
apartments, but it clearly would not reasonably be
expected to be present within an office, shopping centre
or warehouse. A swimming pool, therefore, is not
background plant or machinery.

The ‘low percentage value’ rule

If an item is not background plant or machinery, it may still
be treated as if it was background plant or machinery, (i.e.
excluded from being covered under a long funding lease)
provided it is fixed to land or a building and the value of
the plant or machinery is within certain limits set out by
Section 70U(4) as follows:

(a) not more than 10% of the value of the background
plant or machinery; and

(b) not more than 5% of the total property value.

All items that are not background plant or machinery are
lumped together for the purposes of calculating whether
the items are within the two limits above, as set out at
Section 70U(5). If the total value of all the items that are
not background plant or machinery fall within both the
above limits, then Section 34A will not apply and the
lessor will be entitled to claim Capital Allowances.

It should be noted here that whilst chattel fixtures are not
background plant or machinery, because they do not
generally meet the requirements of Section 70R(4) and
are not listed on SI 2007 No0.303, they will be covered
under Section 70U provided they are within the set limits.
Chattels, on the other hand, are not background plant or
machinery and neither are they covered by Section 70U.

The extent of the relevance of background plant
or machinery

The definition of background plant or machinery is
relevant only to the question of whether or not an item of
plant or machinery is leased under a long funding lease.
The mere fact that an item falls within the definition of
background plant or machinery does not mean that the
item qualifies automatically for Capital Allowances under
CAA 2001. Indeed, prior to the introduction of Section
33A (integral features) by Finance Act 2008, general
lighting did not usually qualify as plant and machinery for
Capital Allowances. Sl 2007, No 303, however, includes
lighting installations within the list of deemed to be
background plant or machinery.

Further to the above, it should also be noted that whether
or not an item is background plant or machinery has
absolutely no bearing on the rate of Capital Allowances
that might be applicable. An item of background plant or
machinery might attract a writing down allowance (WDA)
of 10% as an integral feature, a WDA of 20% as general
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plant, or even a first year allowance of 100% as
expenditure qualifying for Enhanced Capital Allowances.

Summary

This paper should hopefully have demonstrated the
importance of deciding whether or not the plant or
machinery leased together with a property is background
plant or machinery. Where the property owner leases a
property to a tenant for more than five years, there is a
possibility that the plant or machinery may be leased on a
long funding lease. If this is the case, then the lessor will
not be entitled to Capital Allowances. If, however, the
plant or machinery within the property is background plant
or machinery then the lessor will be entitled to Capital
Allowances.

When deciding whether all the plant and machinery within
a building is background plant or machinery it is advisable
to firstly consider the lists in SI 2007, N0.303 as set out
above under ‘order of consideration’. If the Sl is of no
help, then consideration will need to be given to the
description set out at Section 70R. Only fixed items of
plant or machinery that can be found in a variety of
different buildings and are installed to increase the
functionality of the building are background plant or
machinery.

If certain items of fixed plant or machinery are not
background plant or machinery after considering SI 2007,
N0.303 and Section 70R then their total value should be
calculated and compared with the low percentage value
limits as set out at Section 70U.

If the total value of such fixed plant and machinery (which
can include chattel fixtures) is within both the low
percentage value limits, then the items can be treated as
background plant or machinery and the lessor will be able
to claim Capital Allowances.

Some examples of plant or machinery that are not
background plant or machinery, but may be treated as
such if they, together with all other such items within the
property, are within the low percentage value limits, are
as follows:

Swimming pools.

Dock levellers.

Spas and saunas.

Special flexible flooring (e.g. for dance studios).

Gantry cranes.

Fixed pontoons.

Any plant or machinery under Article 4 of SI 2007,
No.303.
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Whilst ‘external solar shading’ (which is deemed to qualify for Capital
Allowances as an integral feature under CAA 2001, Section 33A) does not
appear on S| 2007, No.303, it is nevertheless clearly background plant or
machinery in accordance with Section 70R. Likewise, an ‘active facade’ is
background plant or machinery, either as part of the air-conditioning
system of a building or in accordance with the basic principles of Section
70R, that is an item of plant or machinery found in, or on a variety of
different buildings and installed to contribute to the functionality of the
building.

It must be reiterated that background plant or machinery is only relevant to
plant and machinery leased with a building that might otherwise be treated
as leased on a long funding lease. Lessors of plant and machinery leased
on a long funding lease cannot claim Capital Allowances. Tenants of a
building, containing plant or machinery treated as leased under a long
funding lease, may be able to claim Capital Allowances on the plant and
machinery provided by the lessor, but this is the subject of a separate
paper.

It is worth noting that even if an item is not background plant or machinery
and the lessor is denied Capital Allowances by Section 34A, a tax
deduction will be available to the lessor in respect of depreciation.
Depreciation of a capital asset is not generally an allowable expense and is
usually added back to the accounting profit to arrive at the adjusted profit for
tax purposes. In the case of plant and machinery leased on a long funding
lease, however, the lessor is entitled to an annual deduction (on a straight
line basis) for the reduction in value of the plant or machinery during the
term of the lease.

Finally, if no lease exists (i.e. the building is owner occupier or subject to a
management agreement, rather than a lease), then there cannot be a long
funding lease and therefore, background plant or machinery is irrelevant.

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 September 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.



