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ENHANCED CAPITAL ALLOWANCES - MORE

VALUABLE THAN EVER BEFORE
Introduction

Following the changes to the Capital Allowances regime announced
on 22" June, the importance of maximising this tax relief has never
been more crucial. The value of the 100% Capital Allowances such
as Enhanced Capital Allowances (ECASs) had already increased
significantly with the introduction in April 2008 of the 10% special rate
pool. This will become more considerable from 2012 when the special
rate pool is reduced further to 8%.This means that the tax relief for
non ECA qualifying plant and machinery is spread out over an even
longer period of time.

The change to the writing down allowances for the special rate pool and the
main pool (which reduces from 20% to 18% also in 2012) will have the
biggest impact for those who are not pro-active in their Capital Allowances
planning. Research has shown that the most successful claims for Capital
Allowances are achieved when they are highlighted early in the project and
an appropriate strategy adopted. The later this is left in a project, the fewer
opportunities become available to maximise the claim. This is particularly
true when claiming ECAs in a new build or refurbishment project, where it
has been and will be necessary to put in place a process, which at the very
least, undertakes some fundamental checks to avoid ‘loss’.

ECAs are available to encourage investment in certain energy and water
efficient technologies. These range from efficient boiler to rain water
harvesting equipment. With proper planning and working in partnership with
the architect and mechanical and electrical services consultant a tax, energy
and water efficient solution can be found.

Currently for every £1,000 a 28% corporation taxpayer spends on ECA
qualifying equipment, their tax bill will reduce by £280 in that year. This
compares with only a £28 reduction for non ECA qualifying integral features.
Over the next four financial years the benefit to 24% corporation taxpayers
will reduce to £240 for ECAs and £19.20 for non ECA qualifying integral
features. The level of the 19% payable tax credit for companies in a loss
making situation remains unchanged following the budget.

For income taxpayers the situation is reversed with the introduction of the
50% tax band. This means that ECAs have a 46% benefit in real terms when
compared to non ECA qualifying integral features for those in this upper tax
bracket. This cannot be ignored when undertaking project appraisals, as it
could have a major impact on the viability for a project. The argument
becomes even more compelling when the potential savings to utility bills are
factored in.

In another change, small and medium size enterprises with bare the brunt of
the reduction in the Annual Investment Allowance (AlA) to £25,000. Greater
planning will be needed by these organisations to get the same levels of tax
relief that the current £100,000 AIA provides.
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For all taxpayers it is vital that an appropriate strategy is developed that
defines the approach to Capital Allowances. Even at the current point in the
property cycle, we cannot emphasise enough the importance of taking stock
and getting plan in place to be one step ahead.

Perhaps one notable indicator that we are moving forward is the increase in
the number of projects that were put on the shelf 18 months ago, which are
now back on the table. This is obviously an ideal time to consider the part
Capital Allowances can play in making these projects successful. One way to
address this is to have ECAs as a project success factor alongside the
traditional considerations of time, quality and cost. By doing this you can factor
the post tax saving into the project costing to give a more complete picture. In
addition, if ECAs are factored into all the procurement and construction
documentation you are taking steps to minimise the scope for missing out on
ECAs.

There are still some major barriers in the market today that could hamper these
projects getting to site. The most fundamental of these is the access to debt
finance. An interesting observation is that some banks are now looking at wider
issues, such as the potential for claiming Capital Allowances when appraising
a project’s credit worthiness. If a borrower is able to show that ECAs and other
Capital Allowances are available and can be claimed on a project, this could be
viewed as reducing lending risk due to the positive impact on the borrower’s
cash flow.

There is also a move away from only considering the initial capital cost of a
project to take into account the whole life operational cost. This is particularly
relevant when looking at how much energy a project uses. With raw energy
costs at historically low levels these are set to increase dramatically over the
coming years as the World economy recovers. So any decision on what
equipment to install now has to be done with energy efficiency at the forefront.
By also factoring in the potential savings from ECAs, investment decisions now
need to be measured on a ‘post tax, whole life cycle cost’ basis to get a
complete picture.

In the short term, however, there needs to be a focus on the easy wins that don’t
always mean large capital spends and long back periods. A properly run existing
building management system and controls strategy, for example, can offer some
of the biggest advantages for the lowest capital investment.

The drive for efficient buildings also has the potential to increase rental and
capital values whilst reducing running cost that, if properly planned, can be
delivered in a tax effective way. This will reward those businesses that have
taken the time now to plan and put in place the right strategy and penalise
those that haven't.

It is vital that ECAs are considered as they are an important and expanding
fiscal incentive that simply cannot be ignored. They cannot, however, be
considered in isolation from the wider carbon reduction agenda. There is now a
better understanding of why we need to change our behaviours especially
when considering energy, but the difficult part now is to focus on how to
achieve it.

For further advice concerning any of the issues raised in this briefing, please
contact David Henry at david.henry@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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