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ISLAMIC FINANCE AND CAPITAL
ALLOWANCES

Introduction

Under the heading of ‘Islamic finance’ are many different
types of arrangements (also known as Shariah compliant
structures), which allow borrowing from a financial institution
without the payment of interest on the loan. Such
arrangements are becoming increasingly popular with non-
Muslims, in order to make funds accessible to Islamic
investors. Shariah structures can also be used to facilitate
stamp duty land tax saving schemes for property
acquisitions.

Whilst the tax rules of most countries will look through the form of an
Islamic finance arrangement and tax the substance instead, this is not
necessarily the case with UK taxation. In this brief article we look at what
the adoption of a couple of the widely used Shariah compliant structures
could mean for the Capital Allowances entitlement of a property investor
in respect of the machinery or plant fixtures within the property.

Murabaha (cost plus)

The transaction usually involves a bank making the property acquisition
of behalf of the investor. The bank then sells the property to the investor
on a deferred sale basis with a mark-up. The mark-up is determined
before the purchase takes place and cannot be modified during the life of
the contract.
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up interest). The investor eventually acquires the property and the bank
is certainly not acting as an investor, so the entitlement to Capital
Allowances is clear cut. What purchase price should form the basis of
the apportionment claim for Capital Allowances; the price paid by the
bank or the price paid by the investor? The answer to this question will
depend on the precise details of the arrangement.

In an attempt to ensure that the London financial centre shared in the
growth of Islamic finance, provisions were enacted in the Finance Act
2005 (FA 2005) to cover ‘alternative finance arrangements’. These
provisions treat the mark-up on a Murabaha and other similar
arrangements as interest, which is referred to as the ‘alternative finance
return’. The FA 2005 provisions still apply for income tax (and also for
corporation tax before 1 April 2009), but for companies entering into
alternative finance arrangements from 1 April 2009, the relevant
provisions are now set out in Part 6 of the Corporation Tax Act 2009
(CTA 2009).



If the investor does not get a deduction as interest for
the mark-up under the Murabaha, because the rules in
FA 2005, Section 46 or CTA 2009, Section 510 are not
met, then the investor should treat the price paid to the
bank as the relevant cost of a property for a Capital
Allowances apportionment to machinery or plant
fixtures.

ljara (leasing)

This is a type of lease structure, where a bank
purchases the property and then leases it to the
property investor. The occupational tenant will pay rent
to the property investor, rather than the bank. The ljara
lease can be structured like an operating lease, where
the investor may have an option to purchase the
property at the price paid by the bank. Alternatively, the
ljara structure may look more like a finance lease,
where capital repayments are made as well as rental
payments.

Unlike the Murabaha arrangement, ljara leases are not
covered by the rules in FA 2005 or CTA 2009. This
means that the ljara structures are taxed as leases and
not as loans. The Capital Allowances implications for
the property investor depend on the terms of the lease.

In the case of an ljara structure that is in essence an
operating lease, the entitlement to Capital Allowances
will rest with the bank until the property investor
exercises an option to purchase at the price paid by
the bank. The Capital Allowances will then pass to the
property investor and be based on an apportionment of
the price paid by the investor. Otherwise, if the bank
claims Capital Allowances during the lease term, the
parties can enter into an election in accordance with
Section 198 of the Capital Allowances Act 2001 (CAA
2001) fixing the level of Capital Allowances to be
passed across to the investor. An election cannot be
made unless the bank makes a Capital Allowances
claim.

The entitlement to Capital Allowances for fixtures
acquired with a property under a finance lease will
depend on whether or not the lease is caught by the
long funding lease rules, as introduced by the Finance
Act 2006, Schedule 8. If the finance lease is treated as
a long funding finance lease (which will normally be the
case if the lease is over five years in length), then the
bank (lessor) will be denied Capital Allowances by
CAA 2001, Section 34A. The property investor (lessee)
may be able to claim Capital Allowances, but would
have to forgo a tax deduction in respect of the rent that
is equivalent to the depreciation of the machinery or
plant fixtures.
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In any case, the property investor will be able to claim
Capital Allowances when the option to purchase has
been exercised. It should be noted that the purchase
price, in the case of a finance lease, will be
considerably lower than the price paid by the bank due
to the fact that the property investor will have been
making capital repayments, as well as rental
payments. One way or another, the Capital Allowances
entitlement of the property investor is likely to be
negatively affected by an ljara lease arrangement.

Summary

In this article we have only just touched on how the use
of Shariah compliant structures can complicate the
Capital Allowances position of a property investor
adopting an alternative finance arrangement to acquire
a property. In addition, other tax issues can arise due
to the use of such structures. Obviously a property
investor should fully consider all the practical
implications of how any given structure will be treated
under UK taxation. As always, specialist advice should
be a prerequisite to any property acquisition.

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.



