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Property Investment: 
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The purpose of this guidance note is to highlight a number of possibilities for maximising capital allowances claims.  It is aimed at investment situations, i.e. where an individual, a partnership or a company holds a property on a medium to long-term basis.  It does not apply to properties held as trading assets, whereby any profit or loss on sale would be taxed as a trading profit or loss.

This is a wide topic and the Memorandum does not give exhaustive coverage.  The intention is to describe some of the principal allowances and tax planning opportunities and to alert clients to the possibilities for maximising tax relief for capital expenditure.

PLANT AND MACHINERY

The tax legislation does not clearly define this phrase, and, as a result, there have been a large number of legal cases over the years in order to determine whether a particular item qualifies.

In broad terms, an item constitutes plant and machinery if it performs an active function in the business of the owner or of the lessee.  It will probably not qualify as plant or machinery if it forms part of the setting in which the trade is carried on.  Hence, windows and doors do not usually qualify, for instance.

Certain items may qualify for capital allowances under more than one heading.  For instance, in the case of a factory, it is possible that electric lighting might qualify for Industrial Buildings Allowances or for plant and machinery allowances.  It then becomes necessary to allocate it to the category which produces most tax relief!

This will usually mean allocating it to plant and machinery, which qualifies for a 40% first year allowance in the first year and 25% writing-down allowances on the reducing balance in subsequent years.  However, if the building is located in an Enterprise Zone, it may be preferable to claim the electric lighting as part of the building (see below).

It should be borne in mind that a number of items can qualify as plant and machinery which would not normally be regarded by a layman as falling within that description.  Examples upheld by the courts include reference books, dry docks, and grain silos!

Each case depends on its particular facts, but we give below a selection of items which will frequently qualify as plant and machinery.

Lifts and escalators

Air conditioning

Burglar alarms

Installation of a hot water supply.

Sanitary equipment

Emergency/security lighting

Boilers

Cold stores

Conversely, the following items will not normally qualify:

Buildings

Permanent partitions

Installation of cold water supply.

There are some important opportunities for maximising capital allowance claims.  We give below two examples:

· If a new office building (or an extension) is about to be constructed, careful attention in advance to the design can result in greater eligibility for capital allowances than would otherwise be the case.  For example, demountable partitioning will usually qualify whereas fixed partitioning will not do so.  


· When acquiring a “second-hand” building it is advisable to review the plant and machinery content of the building.  It often proves possible to claim allowances on a much larger amount than would initially be expected (although the claim must, of course, be realistic and supportable).

INDUSTRIAL BUILDINGS

Industrial Buildings Allowances are available on new qualifying buildings at the flat rate of 4% per annum, by way of set-off against taxable profits.  No allowance can be claimed on the value of the land element, and special rules apply to the calculation of allowances on second-hand buildings.  Building costs are eligible, as well as relevant professional fees.

If an Industrial Building is located in an Enterprise Zone, a 100% first year allowance is available, as long as certain criteria are met.  Again, the land element does not qualify.

The 4% allowance can be maximised by ensuring that factory offices and factory shops are located within the Industrial Building, so that they fall within the “25% rule” described under “Office Buildings”.

However, it will frequently be possible to obtain improved capital allowances on Industrial Buildings, as with Office Buildings, by ensuring that maximum claims are made for the plant and machinery element and the Research and Development element of the expenditure.

OFFICE BUILDINGS

The capital cost of an office building or an extension does not normally qualify for capital allowances.

There is an important exception if the building is located in an Enterprise Zone, when it will qualify for a first year allowance of 100% by way of set-off against taxable profits, provided that certain criteria are met.  This allowance does not apply to the land element.  The qualifying expenditure includes building costs and relevant professional fees.

There are three other possibilities for obtaining capital allowances on office buildings:-

· A large part of the capital expenditure may qualify as plant and machinery – more details are given in that section of the Memorandum.


· The building may qualify under the Research and Development rules – see below.


· Special opportunities arise in connection with office buildings which are related to industrial activities.  This is because Industrial Building Allowances are available in certain cases on the whole of an industrial building even though part of it is used for non-industrial purposes: this applies as long as the office element does not exceed 25% of the total construction cost.  Thus, there is a strong tax incentive to locate the relevant office accommodation within an industrial building, instead of operating the offices in a separate building.

RESEARCH AND DEVELOPMENT

This relief covers basic research, applied research and development of knowledge to produce new or improved materials, products or services, and it may even be possible to obtain the relief on a building which is devoted to research and development activities.  In many cases, the expenditure will be relieved as normal revenue expenditure.

The relief is very valuable: it represents 100% of the expenditure (or more than 100% in certain cases).

The rules are complex, and we shall be happy to advise further.

RESIDENTIAL BUILDINGS

An investment in a house or flat or block of flats does not normally qualify for capital allowances.  There is, however, an exception relating to flats above shops (or other commercial premises).  As part of a Government plan to encourage regeneration of towns and cities, a 100% tax allowance is available, in certain circumstances, on capital expenditure on the conversion or renovation of vacant or underused space above shops (or other commercial premises) to provide flats for rent.

There are a number of complex criteria to be met – for instance, the property must have been built before 1980 and have no more than five floors.  We would be happy to advise further.

Plant and machinery allowances are not normally available for expenditure on residential buildings, even though items such as electricals, showers and security systems might otherwise qualify as plant and machinery.  However, there is a special relief, by concession, in relation to furnished lettings.  The landlord can claim “depreciation”, calculated as 10% of the rents received (reduced by council tax and water charges, if borne by the landlord).  Alternatively, it is possible to obtain tax relief on the net cost of replacement furniture or furnishings.

If the residential accommodation forms part of a trading activity, e.g. a hotel or nursing home, then plant and machinery allowances will be available in the normal manner.  There are also special reliefs for capital expenditure on certain hotel buildings.

AGRICULTURAL BUILDINGS

There is a 4% writing-down allowance for offset against taxable profits on capital expenditure on farm buildings.  This is granted on the “straight-line” basis.  The relief does not cover the land element of any expenditure, but it applies to building costs and relevant professional fees.

VEHICLE COMPANIES

It is important, when buying a property for investment, to consider carefully how it should be held, since this has an important impact on tax liabilities on disposal at a later date.

Currently, there are potential stamp duty advantages if a buyer acquires a company containing the property rather than acquiring the property itself.  Stamp Duty on a property costing over £500,000 is 4%, compared with ½% on a purchase of shares.  

For this reason, it is usually preferable to have a company owning a single property.

If a company owns more than one property, the company’s commercial market-ability will be reduced.

On the other hand, there is a very favourable Capital Gains Tax regime for an individual who directly owns a property which is let to an unquoted trading company.

We can advise on these matters in relation to your own particular circumstances.

WHAT TO DO NEXT

It can be seen from the above that the capital allowances rules are complicated, but nevertheless offer some valuable opportunities for saving tax.

You should seek advice now if you have recently incurred expenditure which might qualify for allowances, or if you are thinking of incurring such expenditure.  If you are acquiring a building, it is important to seek advice before contracts are finalised.

If you have already purchased or altered a building, it may be possible to make a claim in respect of past expenditure.

TIME LIMITS

There are tight time limits for making claims.  If you have not already done so, you should contact us immediately to discuss your particular circumstances.

If you are in any doubt about your capital allowances situation, a quick phone call will enable you to ascertain the options open to you.

FOR GENERAL INFORMATION ONLY

This note is intended for general guidance only. There may be additional considerations that need to be taken into account in certain cases. If you require further information, we will be happy to provide more detailed advice based on your particular circumstances.

If you require further information please contact us.








