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An AECOM Company

CLAIMING CAPITAL ALLOWANCES ON DATA

CENTRES CAN BE A REWARDING AND
HIGHLY BENEFICIAL EXERCISE

Introduction

This article covers the basic principles of claiming capital
allowances, as well as other tax deductions, in respect of
expenditure incurred on data centres and is intended to
assist the decision makers in achieving maximum benefit
from the various tax savings available to them.

Why is the data centre market different to any othe  r?

It is currently an expanding and active sector, when many others are
stagnant or even shrinking. New investment into data centres can be
very tax efficient because a typical data centre is basically a big box of
plant and equipment.

Existing data centres will need to be upgraded because those installed in
the 1990’s boom have just about come to the end of their useful life.
Energy costs are rising and operators will have to meet the future
requirements of the CRC commitment. Estate managers will be
upgrading and phasing out the now outlawed R22 refrigerant for the
foreseeable future.

Pre planned tax advice on construction expenditure will maximise tax
savings. Tax relief can boost the viability of a project, improve funding
models and increase return on capital. For non taxpayers there is scope
to gain extra leverage in negotiations when selling on. Furthermore,
banks are interested in this approach because it shows that the project
had been well thought out and all risks identified early on.

There have been significant changes in the capital allowances legislation
to encourage the development of greener buildings, which means
businesses can afford to be more sustainable and attain greener
credentials because of the fiscal incentives available to them.

The data centre market

Data centres can be complex, they have huge power requirements and
are very often business critical. Attitudes are changing towards the
management of risk. There is a growing acceptability towards the
outsourcing of data storage, creation of hub facilities and the demand for
offsite data storage is increasing. The predicted impact of climate
change, the threat of severe weather events and terrorist activity get
played down, but are nevertheless all major considerations too.
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Eligible expenditure

Generally speaking data centres, disaster recovery and
business critical facilities are full of plant and
machinery. On a new development as much as 60% to
75% of the total project cost can be eligible for capital
allowances. On refurbishment projects there is less
expenditure on bricks and mortar and more on fit out,
so this can be as high as 90%.

Capital allowances, therefore, represent huge
opportunities for owners, tenants and investors in data
centres to recover significant amounts of their
investment expenditure.

Also worthy of a mention

Often overlooked is the cost of repairs and
maintenance ‘lost’ within a capital project because it is
difficult to identify and extract. It is relatively easy to
capture these costs when analysing the rest of the data
and costs in preparing a capital allowances claim.

Such an exercise must be carried out before the
finalisation of the business accounts detailing the
relevant expenditure to avoid the capitalisation of
revenue expenditure and the resulting reduction in tax
savings.

Finally, land remediation relief (LRR) should be
considered. This attracts 150% tax relief. The majority
of new data centres will be built on brownfield land
which may be contaminated with substances such as
hydrocarbons or Japanese Knotweed, which requires
assessment and remediation. These activities can be
very expensive, but most likely will qualify for LRR. In
addition, the cost of removal of asbestos from an
existing building can qualify for LRR because the
definition of land includes a building and therefore, the
presence of asbestos in a building represents the
contamination of land.

How do capital allowances operate?

Capital allowances are available to taxpayers who
incur capital expenditure on the installation of plant and
machinery. Capital allowances reduce the amount of
tax paid, directly resulting in a cash benefit to the
taxpayer.

The flow of allowances is dependant upon when the
expenditure is incurred and on the rate applicable to
the specific category of plant and machinery.

The capital allowances are claimed on a year by year
basis as an allowable expense against taxable profits.
The taxpayer need not claim all the available capital
allowances in any year, but instead claim just sufficient
allowances to off-set chargeable profits. The unclaimed
allowances then simply remain in a pool and are
claimed in later years.

Who can benefit?

All taxpayers can benefit from capital allowances i.e.
companies, individuals, partnerships, unit trusts and
non-resident landlords.

Types of plant and machinery allowances:

Broadly speaking capital allowances fall into one of the
following categories:

Enhanced capital 100% first year allowance

allowances (ECA)

20% per annum on a
reducing balance basis

General plant
(main rate)

10% per annum on a
reducing balance basis

Integral features
(special rate)

10% per annum on a
reducing balance basis

Long life assets

Enhanced capital allowances - 100% first year
allowance

This is an accelerated 100% tax relief for investment
on certain low carbon/energy saving or environmentally
beneficial plant and machinery. Principally boiler
equipment, components within packaged chillers, solar
hot water systems, zone controls, BMS, UPS, fire
suppression, VSD’s, some types of lighting and pipe
insulation can qualify. If the correct items are specified
and installed in order to meet the precise eligibility
criteria then ECA'’s could be maximised on expenditure
within new buildings and refurbishment projects. A full
list can be found at www.eca.gov.uk and this list is
being updated all the time. UPS and CRAC units for
example have just been added.

Every £100,000 spent on ECA qualifying equipment by
a 28% corporation tax payer results in a cash benefit of
£28,000 in that year. In loss making situations a 19%
payable tax credit can be applied for by companies.
The benefit of this tax credit is capped at £250,000.

General plant

In any building this can include some specialist
electrical items (such as fire alarms), fixtures and
fittings, carpets, signage, sanitary fittings and trade
specific items. These items of plant and machinery
attract allowances at 20% per annum on a reducing
balance basis.
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Integral features

This is a relatively new category of plant and machinery allowances
(introduced by the Finance Act 2008) and will include heating, ventilation,
air conditioning, lifts, general electrical systems, plenum floors and plenum
ceilings and interestingly, external solar shading.

The graph below shows an example of the benefits on an assumed £20
million data centre contract, actual allowances may vary depending on the
expenditure incurred and design.
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Optimising the flow of allowances

ECA's offer the best cash flow benefits because all the eligible expenditure
is relieved in the first year. It is then important to optimise the plant falling
within the main pool. Whilst the category of the plant and machinery is a
matter of fact, it is still possible to treat a main pool item as an integral
feature by mistake and thereby reduce the effectiveness of the allowances.
For example, if a single claim is made for an electrical installation, without
the necessary analysis, some main pool items such as fire alarms and
telephone wiring installations would be incorrectly categorised and added
to the special rate pool attracting 10% allowances instead of the 20% rate
available for the main pool. It is, therefore, important to ensure that all
expenditure is correctly categorised.

When do you consider capital allowances?

Capital allowances should be considered at every stage of an asset’s life.
The effects of taxation are relevant to all property decisions. This applies
equally to the initial feasibility and purchase, through to planning and the
design stage, on site development and construction, post contract,
operation and maintenance of the property and when the time comes to
sell. It is good practice to make sure that correct wording is inserted into all
contract documentation as appropriate to ensure all available allowances
are identified and maximisation of resultant tax relief's is achieved.

For further advice concerning any of the issues raised in this briefing,
please contact Louise Barth at louise.barth@davislangdon.com, or
alternatively one of our other contacts shown overleaf. 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 February 2011, 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.



