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 Introduction 

 
Run-of-river hydro-electric schemes divert part of a river’s 
flow through turbines which generate electricity and then 
return the water to the river. These schemes and others are 
typically used for domestic or farm purposes, or for sale to 
electricity supply companies. Currently, there are over 190 
MW of small scale hydro-electric schemes installed in the UK, 
with approximately 30 of those sites in Northern Ireland. Of 
this, approximately 60% is owned by small-scale energy 
producers with the remainder owned by major power 
producers. The Forestry Commission of Scotland has now 
awarded various contracts to develop its small hydro-electric 
capacity and Department of Energy and Climate Change 
estimates that a further 420 MW of hydro-electric capacity will 
be generating electricity by 2020. 
 
The expenditure by an investor on the construction of such schemes, 
either by funding a developer or engaging contractors directly, would 
attract valuable tax relief for an investor. Even though the property 
investor may possess detailed records covering all the expenditure 
incurred on the building works, the identification of qualifying costs for tax 
relief is by no means straight forward and will require careful consideration 
to obtain the optimum result. 
 
Tax relief available 
 
Plant and Machinery allowances (PMAs) 
 
The first of these available reliefs is PMAs. It is important to realise, 
however, that there is no absolute clarity as to what constitutes plant (or 
machinery) for tax purposes. Whilst current legislation does attempt to 
define these terms, it is still necessary to apply certain tests which have 
developed through case law, spanning a period of over 100 years. 
 
 
 
 
 
 
 
 
 
 
 

  

TAXATION RELIEF FOR SMALL HYDRO 
SCHEMES 



 

 

Taxation relief for small hydro schemes - 2  

A further complication facing the property investor is 
that a significant level of qualifying expenditure is 
simply hidden from view, due to the format of the 
construction documentation and method of pricing. 
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. 
 
Rate of allowances 
 
The rate at which PMAs can be claimed will depend on 
the category of qualifying expenditure. Basically, there 
are three categories:  
 
�  General plant - 20% per annum on a reducing 

balance basis. 
�  Integral features and long life assets - 10% per 

annum on a reducing balance basis. 
�  Enhanced capital allowances - 100% in the first 

year for specific energy efficient plant and 
machinery. 

 
From April 2010 for the purposes of corporation tax 
and income tax, businesses are also entitled to an 
annual investment allowance (AIA) of £100,000; which 
can be utilised to maximise the tax relief available. This 
can make a real difference to 40 or 50% taxpayers.  
This will, however, reduce to £25,000 from April 2012. 
 
For example, a £100,000 turbine generating £10,000 
electricity provides a 10% return on capital. If a 40% 
taxpayer can write off the investment against profit, the 
effective cost is £60,000 - the return on capital is now 
16.7 %. 
 
Industrial building allowances (IBAs) 
 
In addition to PMAs, it is possible that part of the 
construction cost may qualify for industrial buildings 
allowances. That said, however, these allowances are 
only available until April 2011. 
 
Points to consider 
 
Land issues 
 
To claim allowances an owner or investor needs to 
have the ‘relevant’ interest in the land. When acquiring 
a scheme an investor, therefore, needs to ensure that 
they have the right interest in the land upon which the 
scheme will operate to ensure the right to the 
allowances, typically the freehold, long leasehold or 
licence to occupy. 

Long funding leases (LFLs) 
 
Should you lease the scheme to an operator, you 
should be aware of the impact of LFLs. 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 potentially denied 
plant and machinery allowances. The definition of what 
constitutes a long funding lease of plant and machinery 
is highly complicated and covers plant and machinery 
leased together with a building. There is an exemption, 
however, from the long funding lease rules for 
‘background plant or machinery’ as set out at CAA 
2001, Section 70R. 
 
The property investor should be aware that not all the 
plant and machinery within a building will be 
background plant or machinery. Loose plant and 
machinery is generally not included within the definition 
and certain types of fixed plant and machinery may 
also be excluded. Whether or not the property investor 
is entitled to capital allowances for items of non 
background plant or machinery will depend on the 
circumstances in each case. 
 
Grants and subsidies 
 
There are a number of sources for providing 
assistance with the costs of installing of small hydro 
schemes, including the Government. It should be 
noted, however, that any available tax relief could be 
reduced in proportion to the amount of subsidy 
received. 
 
Sideways set off 
 
In the case of UK property companies, capital 
allowances that cannot be set off against the profits of 
the Schedule A business can potentially be used to 
create a loss, which is then set off against any profits 
of the company in the current or subsequent years in 
accordance with Income and Corporation Taxes Act 
1988, Section 392A.  
 
In the case of income taxpayers, capital allowances 
that cannot be set off against the profits of the property 
business, can potentially be used to create a loss that 
is then set off against any other chargeable income in 
the current year, or following year in accordance with 
Income Tax Act 2007, Section 120. This is particularly 
attractive to syndicates of high net worth individuals. 
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Whilst every effort has been made to ensure accuracy, information contained in this case study may not be comprehensive and recipients should not act upon it without seeking professional advice. 
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Rating 
 
Many of the schemes are based around agricultural facilities and 
agricultural activities are exempt from business rates. Renewable energy 
production, however, is not an agricultural activity and so rates will be 
applicable. Recognising that rates would act as a disincentive, some 
Governments have introduced regulations to exempt properties in some 
locations subject to state aid de minimis rules. 
 
Summary  
 
From the outline above, whilst investing in renewable energy generating 
schemes, like small hydro, can generate valuable income streams from the 
renewable obligation certificates (ROCs), Northern Ireland ROCs 
(NIROCs) and feed-in tariffs; they also generate valuable tax relief to use 
against this generated income.  
 
However, although widely expected to be reduced, the values of NIROCs, 
ROCs and FiTs have not been cut before the timetabled reviews. Yet 
reduction in these values may be brought forward if there is a ‘gold rush’ in 
investing in renewable energy generating schemes based on the income 
and tax relief they generate. 
 
Nevertheless, as FiT levels will reduce on a sliding scale from 2013, the 
values of NIROCs are not guaranteed and the fact that the AIA also 
reduces from April 2012, anyone planning projects should not delay too 
long. 
 
To benefit from maximum tax planning, you should seek advice early as 
allowances can be easily ‘lost’. Whilst tax is usually not the ‘driver ‘in most 
instances, structured correctly it can have a significantly and positive 
impact on these types of schemes. 
 
For further advice concerning any of the issues raised in this briefing, please 
contact one of our key individuals detailed overleaf, 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. 
 


