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Introduction 
 
Real Estate Investment Trusts (REITs), first introduced into 
the UK on 1 April 2007, are listed property investment 
companies or groups that are normally tax-exempt in respect 
of both the profits of their qualifying property rental 
businesses, and their capital gains derived from such 
businesses. Subject to certain conditions as to size, REITs 
may also operate taxable, non-REIT businesses without 
jeopardising their REIT status. As a consequence of 
making an election for conversion to REIT status, an entry 
charge must be paid to HM Revenue & Customs equal to 
2% of the value of the investment properties becoming part 
of the REIT. REITs must distribute to shareholders a 
minimum of 90% of their annual rental income profits, 
whether in cash or shares or a combination thereof, and the 
shareholders then pay tax on the distributions received in 
accordance with their own tax profiles. REITs' profit 
distributions are known as property income distributions 
(PIDs).  
 
Although REITs are normally tax-exempt, strangely, they must 
nevertheless adjust their annual accounting profits under UK tax 
principles. This is because the 90% distribution requirement is based on 
tax-adjusted profits, rather than accounting profits. Thus REITs benefit 
from capital allowances, which are tax allowances for expenditure on 
qualifying plant and machinery, because, although capital allowances 
don't save tax-exempt REITs any tax, they do reduce the amount of PIDs 
payable. Indeed, every £1 of capital allowances claimed saves a REIT 
90p in distributions to shareholders. Thus, capital allowances are of 
considerable value to REITs enabling them to retain valuable cash 
resources for reinvestment in their businesses, and/or obviate the need 
for them to issue and distribute additional shares. On sales of investment 
properties, taxable, non-REIT sellers and buyers may enter into joint 
elections which fix the disposal value of plant and machinery eligible for 
capital allowances passing to the buyer. This article will explain how 
such elections work, when they can and cannot be used by REITs, and 
why they can be of great value to REITs. As the elections determine the 
value of capital allowances-eligible plant and machinery passing from the 
seller to the buyer, the elections will be referred to in this article as 
'capital allowances disposal value elections'.  

 
 
 
 

 

'YES YOU CAN, NO YOU CAN'T' - WHEN REITS 
CAN MAKE CAPITAL ALLOWANCES DISPOSAL 
VALUE ELECTIONS 
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What are capital allowances disposal 
value elections?  
  
When a company sells an investment property it can 
normally enter into a joint election with the 
buyer, governed by the provisions of Section 198 of the 
Capital Allowances Act 2001, to fix the value of plant 
and machinery eligible for capital allowances passing 
to the buyer. If no election is entered into, the disposal 
value of the plant and machinery eligible for capital 
allowances passing will be determined on a fair and 
reasonable basis. If an election is made, the buyer and 
seller will agree the plant and machinery disposal 
value, but that value can't exceed the original cost of 
the plant and machinery to the seller being passed to 
the buyer. Where the seller has benefited from capital 
allowances in respect of qualifying plant and machinery 
expenditure within the property, and wishes to 
permanently retain this benefit, together with the 
benefit of any future capital allowances as yet 
unclaimed, it can do so by fixing the disposal value 
of the plant and machinery as a small or nominal 
amount. In this way the buyer can then only claim 
capital allowances on this small or nominal plant and 
machinery value, and the seller need only deduct this 
small or nominal amount from its unclaimed capital 
allowances balance. As a result of this, the seller's 
capital allowances balance remains intact so that he 
can retain the benefit of capital allowances previously 
claimed and enjoy the benefit of future capital 
allowances due.  
 
Normally, because the buyer wants to purchase the 
property and is more concerned to achieve this than to 
maximise his capital allowances claim, the seller is 
able to dictate the disposal value of plant and 
machinery eligible for capital allowances to be passed 
to the buyer as part of the wider deal. It is quite 
common for the disposal value of plant and machinery 
expenditure to be fixed as little as £1, even though the 
true value of such plant and machinery may be 
substantially higher than this. Using a £1 plant and 
machinery disposal value in a capital allowances 
election therefore ensures that all past and future 
capital allowances will be for the seller's benefit, 
because the seller's unclaimed capital allowances 
balance remains intact. An example in the following 
section will make this clear. 
 
When can REITs make capital allowances 
disposal value elections? 
  
REITs are permitted to enter into capital 
allowances disposal value elections when they buy 
investment properties from third parties for use in their 
tax-exempt businesses, or when they sell investment 
properties to third parties previously used in their tax-
exempt businesses. A simple example will make clear 
how capital allowances disposal value elections work, 
and how they can benefit tax-exempt REITs. 

XYZ REIT PLC developed an office building in Leeds in 
2009 for £75 million which it had pre-let in its entirety to 
a major communications company. Plant and machinery 
expenditure totalled £20 million on plant and machinery 
integral to the building, including lifts and electrical 
systems. In 2011, XYZ REIT plc sold the Leeds office 
building for £85 million and entered into a capital 
allowances disposal value election with the buyer at £1 
in respect of the integral plant and machinery. The 
expenditure of £20 million on integral plant and 
machinery in 2009 was eligible for capital allowances of 
10% per annum on a reducing balance basis. XYZ REIT 
plc had a brought forward unclaimed capital 
allowances balance at 1 January 2009 of £80 million, in 
respect of qualifying expenditure on integral plant and 
machinery in 2008. The capital allowances available to 
the company for 2009-2011, were as follows: 

 P&M 
integral 
10%, £m 

CAs balance brought forward @ 1.1.09 80 

Add: 2009 expenditure 20 

Total 100 

Less: 2009 CAs (10) 

CAs balance carried forward @ 31.12.09 90 

Less: 2010 CAs (9) 

CAs balance carried forward @ 31.12.10 81 

Less: Sales - CAs election 2011 @ £1 - 

Less: 2011 CAs (8) 

CAs balance carried forward @ 31.12.11 £73m 

 

The expenditure on qualifying plant and machinery in 
2009 on construction of the office building has been 
partly claimed as capital allowances in 2009 and 2010, 
as part of the total balance of qualifying plant and 
machinery expenditure eligible for capital allowances. 
Also because a capital allowances disposal value 
election was entered into by XYZ REIT plc and the 
buyer of the property at just £1 for the plant and 
machinery sold, the balance eligible for XYZ REIT plc's 
capital allowances remained intact, enabling full capital 
allowances claims for 2011, which include capital 
allowances on the plant and machinery expenditure on 
the Leeds office building then sold. Capital allowances 
will continue to be claimed in future years until all the 
capital allowances claims available have been 
exhausted. These capital allowances will continue to 
reduce XYZ REIT plc's tax-adjusted profits subject to 
90% PID distributions, thus saving the REIT substantial 
amounts of distributions to shareholders. Ultimate 
capital allowances claims of £20 million by XYZ REIT 
plc on the qualifying plant and machinery expenditure 
on the Leeds office building will save the REIT £18 
million in PIDs payable, i.e. £20 million @ 90%.  
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When REITs can't use capital allowances disposal va lue 
elections 
  
When a company converts to REIT status, any unclaimed capital 
allowances balance cannot be transferred from the original taxable 
company to the tax-exempt REIT using a capital allowances disposal value 
election at chosen value. Rather, in this situation, the REIT inherits the 
taxable company's closing capital allowances balance. Thus, in the above 
example, if XYZ REIT plc only became a REIT on 1 January 2012, it would 
inherit an unclaimed capital allowances balance of £73 million, being the 
balance of unclaimed integral plant and machinery capital allowances of 
that amount. It would not be possible for the original taxable company and 
the new REIT to enter into a capital allowances disposal value election to 
substitute a chosen value. 
  
A REIT may also not enter into capital allowances disposal value elections 
when transferring properties from its tax-exempt REIT business to 
its taxable, non-REIT business, or vice-versa.  
  
Conclusion 
  
Capital allowances disposal value elections are potentially very valuable to 
REITs. On sales of investment properties by REITs, joint capital 
allowances disposal value elections with buyers should normally be made 
at small or nominal values whenever possible so as to permanently retain 
the PID-saving benefits of capital allowances already claimed, and of 
capital allowances still available for future claim.  
 
On purchases of properties by REITs it is likely that the sellers will seek to 
make capital allowances disposal value elections to their advantage, but 
REITs can nevertheless seek to negotiate disposal values as high as 
possible. If the seller to the REIT is a taxable company with substantial tax 
losses, it is possible they may not object too much to reasonably high 
capital allowances disposal values being used, which could potentially 
result in a clawback of capital allowances previously claimed thereby 
creating taxable income, as the company's losses will prevent any 
immediate tax liability arising. They are likely, however, to seek some 
compensation for the tax losses foregone. Tax-exempt REITs cannot, on 
conversion to REIT status, make capital allowances disposal 
value elections with their predecessor taxable companies; the REIT simply 
inherits the capital allowances balance of the predecessor company. 
Neither can REITs make capital allowances disposal value elections when 
they transfer properties to or from their separate taxable businesses. 
 
For further advice concerning any of the issues raised in this briefing, 
please contact David Vogel at david.vogel@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. 
 


