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Forward

As a tax based accounting and advisory practice, Kieran Ryan & Co. has been retained as advisors on a significant number of property development projects over the past 15 years.  Many of these have included the development of hotel properties.

Following the changes introduced by Budget 2003, Kieran Ryan & Co. were commissioned by the Irish Hotels Federation to prepare a brief report on the likely effects that the reduction in hotel capital allowances will have on the hotel industry and to make a legitimate and compelling case for the retention of same.  

As is evidenced by this report, there is a very strong case for the retention of hotel capital allowances at the pre-budget levels or at a level of 10% per annum over 10 years to help maintain some support for this industry.

The transitional provisions as outlined by the budget will place the industry at a major disadvantage, are clearly unworkable and will result in financial loss to the industry if introduced in that form.

The hotel industry is an important indigenous industry, mainly populated by SME’s and an industry that successive governments down the years have recognised as requiring special measures to assist development and growth.  Hotels form a vital part of tourism and at this time, when the tourist industry itself is facing very difficult and challenging times, the effect of the withdrawal of the hotel capital allowances will be a counter measure which will increase the problems of the industry at a time when every effort should be made to sustain it.

It is appreciated and acknowledged that in the current economic circumstances the tax leakage is an issue which concerns government. However a balanced and measured approach needs to be adopted in relation to any amendments of capital allowance schemes to ensure that the hotel sector is not disadvantaged by the resultant changes. There has been a marked slowdown in the development plans for new hotels as investors are attracted to other property based investment opportunities both in this country and abroad. Private hospitals, nursing homes and child care facilities still retain their capital allowance status and while acknowledging that health care in particular is in need of investment it is imperative that the capital allowances for hotels are maintained at a level that will still encourage some investment rather than discourage it.

This report highlights the fact that the hotel industry has more than paid its way in terms of making a positive contribution to the economy and in this difficult economic climate it behoves the Government to maintain its support for an industry that has contributed so much.

Hotel Capital Allowances

Hotel Capital Allowances have been in place for many years.

The legislation covering Hotel Capital Allowances is contained in Sections 268 & 272 of the Taxes Consolidation Act 1997. 

Section 272 of the Taxes Consolidation Acts 1997 provides that a building or structure in use for the purposes of the trade of hotel keeping is deemed to be an industrial building, giving rise to an industrial building annual allowance for construction expenditure incurred on that building or structure.

Prior to the changes introduced by the budget, Hotel Capital Allowances could be claimed over 7 years as follows:
Years 1-6

15%

Year 7


10%

The tax savings generated by these capital allowances encouraged private investors to invest in the hotel sector.  Hotel Capital Allowances are, in general, available against Irish Rental Income.  However, for hotels within the “BMW” counties of Cavan, Donegal, Leitrim, Mayo, Monaghan, Roscommon and Sligo, the relief is available against total income. 

The period over which Hotel Capital Allowances can be claimed was lengthened with effect from the 4th December 2002 from 7 to 25 years:

Years 1-25

4%

This applies to expenditure incurred on and from 4th December 2002.  Transitional provisions will apply which will provide for the continued availability of the 15% per annum level in relation to those hotel buildings where binding contracts are evidenced in writing before 4th December 2002 and the expenditure is incurred by 31 December 2003.

Overview of the Industry

Indigenous industry mainly populated by SME’s

The hotel industry is comprised principally of small and medium sized businesses many of which have invested heavily in the industry’s future over the past 6 years.  The Irish economy is increasingly becoming more dependent on this type of indigenous industry to deliver future economic growth.

Employing over 54,000 people

The industry now employs over 54,000 people in this country which represents over 3% of the total people at work.  The number of people employed in the industry has increased by over 24,000 since 1992, an increase of over 78%.

Vital part of tourism

The hotel industry forms a vital part of tourism in this country.  Tourism is of significant importance to the economy with tourist spending reaching in excess of  €4 billion in the year 2000.

Generates substantial positive contribution to National and Regional development

Sales generated by the hotel industry amounted to c.   €2.1 billion in 2001 which result in a substantial contribution to the economy through VAT, PAYE and PRSI collected.  The location of hotels throughout the country help promote regional development.

Over 15,000 additional bedrooms constructed over the past 6 years

The total number of hotel bedrooms available in the Irish market is in excess of 42,000.  A significant number of these, c. 15,500, have been added over the past 6 years.  This additional capacity has been well absorbed by the market with strong occupancy levels being achieved.  While the growth has been strong, there has been a marked slowdown in new developments as investors focus on other investments opportunities despite Ireland still lagging behind its European partners in terms of room availability.

Improved product and service quality

Irish tourism is facing very strong competition from other tourist destinations.  The hotel industry has made great strides in improving the quality of the product and the standard and diversity of services provided.  Not only has the industry invested heavily in capital expenditure, it has also invested in staff recruitment, training and development.  

Development of international brands

The arrival of the major international brands has been a great boost for the industry.  Choice Hotels, Four Seasons, Hilton, Holidays Inns, Marriott, Radisson and Westin are some of the brands now available in the Irish market.  These hotel operators have brought further new skills and marketing channels that have contributed to the development of the industry.  The availability of a world-class product has helped to underpin the growth in tourism in this country. 

Low margin business with low return on capital employed

One of the factors mitigating against the industry are the low profit margins.  While the industry contributes significant amounts to the economy, the returns generated to the industry itself are low when compared to other industries with lower capital investment requirements.

Availability of capital allowances critical to development

The availability of hotel capital allowances has been the key driver of the increase in the number of rooms available resulting in the development of the industry as a whole.  The allowances have enabled the industry to source finance for hotel developments from private investors.  This has encouraged development particularly in regional areas which otherwise would not have attracted any development.  The availability of capital allowances is a critical factor in financing any new hotel development.

Economic Appraisal

Broad benefits to the economy

The hotel industry has grown significantly over the past decade and has made a very significant contribution to the overall growth of the country.  As evidenced by the substantial increases in employment levels (up by over 78% to over 54,000 employees), in sales revenues (€2.1 billion in sales in 2001) and a massive capital spending programme which has resulted in the construction of over 15,000 new bedrooms since 1996, this is an industry that has more than paid its way and continues to do so despite very challenging and difficult market conditions.

The growth in the sector has helped to generate strong expansionary effects on employment, incomes, spending and taxes.  Recognition needs to be given to the fact that this industry has been a major generator of economic benefits on a very wide scale, yet suffers as an industry from low profit margins and high capital costs.

Exchequer returns

Horwath Bastow Charleton prepares an annual hotel industry survey.  With the assistance of this survey, we have been able to estimate the following:

	
	2001 (€)
	1996 (€)

	Total turnover
	c. 2.1 billion
	c. 1.1 billion

	Net Vat yield to Exchequer
	c. 253 million
	c. 115 million

	PAYE/PRSI to Exchequer
	c. 115 million
	c. 89 million


This industry now employs well over 54,000 people.  The payroll generated by this industry is estimated at close to  €700 million per annum resulting in PAYE/PRSI contributions of c. €115 million in 2001.  We have estimated that the increase in room numbers from in 1996 to 2001 and the resultant increase in trading activity has generated an additional  €839 million in VAT and PAYE/PRSI receipts.  The cost to the Exchequer of the capital allowances relating to these additional rooms up to 2001 is estimated at €275 million.  Even accounting for the balance of the allowances yet to be claimed on this expenditure, the additional VAT and PAYE/PRSI revenue generated, far exceeds the cost of the capital allowances.

Clearly, further net benefits accrue to the Exchequer from other industries that service the hotel sector.

The hotel sector forms a vital part of the tourist industry as a whole.  Tourism generates a large tax take for the exchequer estimated, on a conservative basis, at almost   €2 billion in 2000 according to an economic report prepared for the Irish Tourist Industry Confederation by Tansey Webster Stewart & Company Economic Consultants.  Over 30 cent of every Euro spent by out of state visitors in Ireland during 2000 found its way directly to the exchequer.

Tourism benefits

Visitors to Ireland in 2001 exceeded 6 million, contributing almost  €4 billion in foreign exchange earnings.  This is now one of our largest industries.  We cannot underestimate the importance of providing a world-class product which the modern tourist demands.  The hotel industry has played a major role in contributing to the success of tourism over the past decade.  The increase in the supply and in the improved quality of the hotel product has been a key factor in attracting overseas visitors to this country.  The industry has successfully encouraged international hotel operators to locate here.  Operators such as Choice Hotels, Four Seasons, Hilton, Holidays Inns, Marriott, Radisson and Westin have now established a presence in this country.  Typically such international brands do not own the hotel properties in which they operate.  The availability of capital allowances has encouraged developers and investors to provide high quality properties that attract these international brands and in many cases the hotels have been constructed and fitted out to their specification.  These brands bring with them not only a high-class hotel product but also very important sales and marketing channels that help attract further tourists to this country.

Construction industry
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The chart below shows the rise in the number of bedrooms constructed from 1996 to 2002, an increase of over 15,000 in this period.   

At the end of 2002 there were over 42,000 bedrooms spread over 860 hotels.  Taking the increase in the number of bedrooms since 1996 of over 15,000 and applying a conservative average build cost per room of  €80,000, we estimate that the costs associated with the construction of these additional bedrooms to be c.  €1.2 billion.  The Construction Industry Federation (CIF) estimate that 35% of construction costs are payroll related and applying that to the  €1.2 billion spent on hotel development, a payroll contribution of c.  €425 million has been generated by this activity over the past 6 years.  CIF has also estimated that the total tax content of construction revenue to be in the order of 35%.

Investment community

Private investors have been one of the key drivers of the development of hotel projects.  Without these investors the development of new hotels would not have taken place at the rate experienced over the past 6 years.  Investors have been attracted by the tax breaks that the investment yielded.  As a stand-alone investment, hotels do not generate sufficient returns on capital and the tax breaks have been necessary to finance development.  Notwithstanding the availability of capital allowances, investment in hotels in this country is not without its risks and there is an ongoing need to provide some incentive for the investment community to maintain an interest in the sector.

Other tax based property investment opportunities are becoming more attractive to the investment community and have been effectively reducing the availability of capital for hotel development.

It has been well reported that investor syndicates have been focusing on hotel properties abroad.  This is due to the higher returns generated by the industry abroad which results in higher yields for operators and property owners.  

The support of the investment community is necessary for the ongoing development of the industry in this country.  

Effects of the Revised Allowances

Threat to existing developments

Not withstanding the transitional provisions contained in the 2003 Budget, there is a very real threat to a number of projects that are either under construction or at an advanced planning stage.  The development of a hotel is a long-term project and can take a number of years from planning to completion. The final cut off date of 31 December 2003 for the transitional arrangements mentioned in the Budget 2003 is wholly unrealistic and unworkable.  A number of projects that have been contracted for and financing arrangements agreed on the basis of the availability of capital allowances agreed will not be completed by 31 December 2003.  This will result in financial loss for developers and investors where contractual commitments have been entered into.  We illustrate below examples of such projects:

An existing hotelier agreed to purchase a site in Galway in mid 2002.  This site houses the existing trading operation of another, non-hotel trade.  The arrangements include provisions that vacant possession will be given to the hotelier in July 2003 after alternative trading premises have been secured.  In the meantime the hotelier has secured planning permission and entered into building contracts, to start in July 2003, with a building contractor.  The building programme will take at least 12 months without allowance for difficulties and will not be completed until Summer 2004.  Clearly all construction expenditure will not be incurred before the 31 December 2003 deadline and the hotelier is now exposed to financial loss.

In Spring 2002, an hotelier commenced initial investigations into developing a hotel on the site of an old hospital, a listed heritage building, in Sligo.  In June 2002, a firm of architects was appointed and following meetings with planning officials and representatives of An Duchas and the Heritage Services, it was decided to acquire the property.  A planning application was lodged in December 2002 and building contracts have been exchanged.  To date over €6,000,000 has been spent on this project which will not be completed until 2004 at the earliest.  The future of this project, which would be a significant boost to industry, business and tourism in the “BMW” region, and which has attracted significant support from Sligo Corporation and An Duchas, is now at serious risk.

Two further developments, one for the South Dublin Docks and one for Quays area of Cork are under review as a result of the proposed changes.  Both of these developments are pivotal for the overall development of these areas which are badly in need of regeneration.

Threat to future developments

The allowances have formed a critical part of the financing arrangements for hotel development to date.  The change in the availability of the capital allowance to 4% per annum have effectively negated the tax benefits of hotel investment and discourages any future investment by individuals in the sector. Commercial borrowings are normally spread over a term of 10 – 15 years and heretofore the banks have been providing funds on terms that match the tax life.  Without the investor providing equity the banking arrangements collapse and any future developments will be at serious risk.

As can be seen from the table below, a number of new projects are planned over the next 3 years.  The viability of these projects, particularly those planned for completion in 2004 and 2005, will now have to be reassessed and will probably not be proceeded with.  The changes effect all of the 45 hotels planned for development over the next few years.

	New Hotels and No. of Rooms Planned for Development

	County
	
	2003
	2003
	2004
	2004
	2005
	2005
	Total
	Total

	
	
	Hotels
	Rooms
	Hotels
	Rooms
	Hotels
	Rooms
	Hotels
	Rooms

	
	
	
	
	
	
	
	
	
	

	Clare
	
	            1 
	          74 
	            1 
	          91 
	
	
	            2 
	        165 

	Cork
	
	
	
	            1 
	          50 
	            3 
	        230 
	            4 
	        280 

	Donegal
	
	            1 
	        118 
	            1 
	          62 
	            4 
	        163 
	            6 
	        343 

	Dublin
	
	            3 
	        449 
	            4 
	        507 
	            7 
	        412 
	          14 
	     1,368 

	Kerry
	
	
	
	            1 
	        114 
	
	
	            1 
	        114 

	Kildare
	
	            1 
	          40 
	            1 
	          35 
	            2 
	        261 
	            4 
	        336 

	Leitrim
	
	            2 
	        115 
	
	
	            2 
	          27 
	            4 
	        142 

	Limerick
	
	
	
	
	
	            2 
	        136 
	            2 
	        136 

	Louth
	
	
	
	
	
	            1 
	          82 
	            1 
	          82 

	Mayo
	
	
	
	            1 
	          66 
	            1 
	          69 
	            2 
	        135 

	Meath
	
	
	
	
	
	            2 
	        232 
	            2 
	        232 

	Roscommon
	            1 
	          72 
	
	
	
	
	            1 
	          72 

	Sligo
	
	
	
	
	
	            1 
	          52 
	            1 
	          52 

	Wicklow
	
	
	
	            1 
	        250 
	
	
	            1 
	        250 

	
	
	
	
	
	
	
	
	
	

	Total
	
	            9 
	        868 
	          11 
	      1,175 
	          25 
	      1,664 
	          45 
	     3,707 


(Source: Bord Failte)

Furthermore, expansion and improvement programmes to existing hotel operations, necessary for the continued development and sustainability of the industry will also be effected by the changes introduced in the 2003 Budget.  The industry needs to increase the average size of hotels in this country to room levels that improve the overall efficiency and viability of the existing hotel operations.  The Budget changes cause difficulties to the expansion plans and furthermore where some hoteliers are at an advanced stage of selling premises and “trading up” in size, the abolition of rollover relief in respect of Capital Gains Tax effectively curtails such activities.

Recommendations

1. Retain hotel capital allowances of at least 10% per annum and not 4% per annum.

· Maintains ongoing support for the industry.

· Ensures hotel investment remains attractive to investors when compares with other property based investments with tax incentives.

· Will help to ensure the completion of planned hotel developments.

2. Reduce tax life from 25 years to a maximum of 13 years.

· Aligns tax life of all commercial property investments attracting tax incentives.

· Ensures tax life is within the normal term over which projects are funded by financial institutions.

3. Retain availability of hotel capital allowances against all Irish income for Border Counties at rate of 10% per annum.

· Continues to recognise the special status of the Border counties.

· Will attract much need investment and development in these areas.

4. Extend transitional period to at least 31 December 2004.

· Recognises the long-term nature of hotel development projects.

· Will ensure that planned development of 45 hotels will be completed without financial loss to operators/developers through no fault of their own.

· Where discussions are proven to have been ongoing at 4 December 2002 and these lead to binding contracts being executed on or before 1 May 2003, the transitional relief will be made available to 31 December 2004.

The need for capital allowances

In the past, recognition has been given, by successive Governments, to the need for the support of the hotel industry, and capital allowances have been available at rates that have attracted investors.  It is clear from the budget speech that there is a desire in Government to support the hotel sector as capital allowances are being retained in some form.  However, by increasing the period over which they are to be claimed effectively negates their effectiveness in attracting new investment.  

The main types of property-based investments to which tax incentives apply are set out in the following table: 

	Scheme
	% available (Assuming investor)
	Against income type


	Tax Life
	Termination Date


	Hotels
	4% per annum
	Irish Rental Income
	25 Years
	N/A

	Private Hospitals / Nursing Homes / Private Convalescent facilities
	15% per annum for 1st 6 years and 10% in year 7


	Irish Rental Income & €31,750 per annum against other income
	10 years
	N/A

	Child Care Facilities
	15% per annum for 1st 6 years and 10% in year 7


	Irish Rental Income & €31,750 per annum against other income
	10 years
	N/A

	Student Accommodation
	50% year 1 with excess carried forward
	Irish Rental Income
	10 years
	31 December 2004

	Urban/Rural/Town Renewal (Residential)
	100% year 1 with excess carried forward
	Irish Rental Income
	10 years
	31 December 2004

	Urban/Rural/Town Renewal (Commercial)


	50% year 1 and 4% per annum thereafter  subject to maximum relief of 100%
	Irish Rental Income
	13 years
	31 December 2004

	Multi-storey Car Parks 
	50% year 1 and 4% per annum thereafter  subject to maximum relief of 100%
	Irish Rental Income & €31,750 per annum against other income
	13 years
	31 December 2004


As can be seen from the table on page 12, the proposed changes in the hotel capital allowance regime will place the hotel industry at a significant disadvantage when compared with the allowances available to other industry sectors.

Many of the incentives are being discontinued from 31 December 2004.  However, investment in private hospitals, nursing homes and child care facilities will still be available and will be far more attractive than investment in hotels.  Although it is clear that there is a great need for additional facilities in these areas, they do not provide the levels of employment and exchequer returns that the hotel industry generates.  In addition, the level of risk that the hotel sector faces far outweighs the risks facing these other sectors.  It is therefore clear that there is a need to bridge the gap in terms of the tax life and period over which allowances in the hotel and other sectors are claimed.

Even with a termination date of 31 December 2004, all other schemes remain far more attractive for investors particularly those schemes which involve a significant "upfront" cost to the exchequer with up to 100% of the qualifying expenditure being claimed in year 1.

A more balanced and equitable approach would be to try and bring some alignment to the various schemes.

From the early 1970’s to 1994 hotel capital allowances were available at a rate of 10% per annum.

An amendment to the hotel capital allowances was introduced in 1994 which reduced the period over which they were claimed from 10 to 7 years providing further incentives to investors and the allowances were available against all income.

In 1997 the hotel capital allowances were ring fenced and were restricted for offset against Irish rental income.  (The border counties were excluded from this amendment.)

Measures introduced in the Budget of 1998 (Bacon Report) removed interest relief for investors investing in residential properties.  Investment in hotel properties then became more attractive.  The reintroduction of interest relief in the 2002 Budget has encouraged investors back into the residential property market.

The hotel capital allowances should be reinstated at least to the levels that pertained prior to 1994 i.e. 10% per annum.  This would give recognition to the fact that the development has been strong and the measures introduced in 1994 were successful in attracting investors.  The level of development has slowed considerably regardless of any changes and a level of at least 10% per annum is needed to maintain some support for the sector with an adjustment to the tax life to further contain tax leakage.  Investors have accepted a tax life of 13 years in commercial properties situated within designated areas and in car park developments.  Therefore an extension of the tax life would probably be acceptable.

The border counties are still in need of special measures to help attract investment.

Section 409B, Taxes Consolidation Act, 1997 restricted the availability of hotel capital allowances to Irish rental income.  However, this change did not apply to hotels within the Border counties.

The case for special measures for the border counties is as valid today as it was in 1997.  The availability of hotel capital allowances from hotel investment in the Border counties against all Irish income should be maintained and at a rate of at least 10% per annum.

Transitional Arrangements

Hotel projects involve long term planning which typically takes 3-4 years from original consideration of the project to opening of the hotel.  Factors which involve delay are site selection and acquisition, premises design, the planning process including pre-planning discussions with the local authority and the appeal process, construction period including fit out and finalisation of financial arrangements.

The proposals in the budget speech relating to transitional arrangements do not adequately reflect the nature of the modern day hotel development.  Unless altered, many hoteliers who are committed to hotel developments, examples of which are set out on page 9, will find that while the commitment remains, the capacity to deliver the hotel will, through no fault of their own, disappear.

On the last occasion where significant changes took place regarding capital allowances, many of the difficulties were identified and incorporated in what is now Section 409B, Taxes Consolidated Act, 1997.  The suggestion in the budget speech that only binding contracts evidenced in writing before 4 December 2002 will not cater for many projects where substantial outlay has already been incurred or will, in future be incurred.  In addition, the cut-off date of 31 December 2003 is impractical.

An extension of the period during which projects may be completed without loss of tax benefit is clearly required and should ideally give the time it reasonably takes to complete these projects rather than an arbitrary cut off date.  In any event the time should be extended by at least 1 year to 31 December 2004.

The financing packages envisaged by many contractually bound hoteliers involve investors taking ownership of the hotel for the length of the tax life, with the hotel being bought back by the hotelier after the tax life has expired.  Commercial decisions were made and contracts entered into on the basis of the current level of capital allowances being available.  The transitional arrangements need to reflect this fact and allow for these projects to proceed as planned.

The termination of the hotel capital allowance scheme as introduced by Budget 2003 poses a very serious threat to the industry.  

Capital allowances have been available to this industry at a rate of 10% per annum or higher for over 30 years.  The allowances have come to form a critical part of the financing arrangements for hotel development.  

A very careful review involving Government and the hotel industry itself should be undertaken before any amendments are made.  The allowances should be maintained at least at the levels that have been applied to the industry historically.
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