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Ripe for 
redevelopment
GORDON WATT outlines 
the principles that underpin the 
calculation of capital gains tax 
when assets are subject to a 
compulsory purchase.

The usual rationale for compulsory purchase is that public 
benefits are unlocked through the loss of private land. It’s 
axiomatic that a dispossessed proprietor is compensated 

fairly. Compensation should result in equivalence, placing the 
owner – so far as money can – in the position they would have 
been in had the land not been taken from them. Tax is sometimes 
overlooked in assessing that compensation, but it can be a 
material issue.

The compulsory purchase is a disposal at a time and on terms 
not of the owner’s choosing. Accordingly, TCGA 1992, s 246 
makes special provision for such circumstances. In the first 
place, unless there’s a contract, the disposal takes place when the 
compensation is agreed or determined, recognising that disputes 
about entitlement are commonplace and may not be resolved 
until years after possession and title have been lost.

Broadly, compensation in this area includes sums relating 
to the value of the land acquired, any reduction in the value of 
retained land and/or severance, and any other ‘disturbance’. 
Under the law of compulsory purchase, these constitute (or 

perhaps more accurately are deemed to constitute) a single, 
overall compensatory payment. But when it comes to tax an 
award is apportioned between its constituent elements. 

Compensation elements
Payments relating to the value of land acquired are capital and 
subject to capital gains tax. Compensation for severance or 
injurious affection, which relates to falls in the value of retained 
land as a result of the acquisition, is also capital and is deemed 
to be a part disposal (TCGA 1992, s 245). If the land acquired 
forms part of a larger holding, the consideration is small, and 
no steps have been taken to publicise a willingness to sell, 
the transferor may opt to have the compensatory payment 
disregarded for tax purposes and deducted from the base cost of 
the remainder. The rule of thumb here is that ‘small’ means 5% of 
the value of the original holding, or less than £3,000.

Disturbance includes sums in respect of other losses suffered, 
causally connected and not too remote. These may be payments 
such as compensation for lost profit, expenses of relocation and 
payments for lost goodwill. As a matter of law, a disturbance 

KEY POINTS

�� The underlying principle is the fair compensation of the 
property owner.
�� TCGA 1992, s 246 makes special provision for a 

compulsory purchase.
�� When calculating tax, an award is apportioned between 

its constituent elements.
�� TCGA 1992, s 247 provides roll-over relief on terms 

significantly more generous than for the replacement of 
business assets.
�� Case law relevant to the extent that tax should be taken 

into account when assessing compensation.
�� Facts must be established before reasonable projections 

can be made about the tax liability.

TCGA 1992, S 246 

Time of disposal and acquisition 
Where an interest in land is acquired, otherwise than under 
a contract, by an authority possessing compulsory purchase 
powers, the time at which the disposal and acquisition 
is made is the time at which the compensation for the 
acquisition is agreed or otherwise determined (variations on 
appeal being disregarded for this purpose).
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compensation payment is based on the fiction that it is part 
of the value of the land taken. This element of make-believe 
is required because it enables the Lands Tribunal to make an 
award for disturbance, something that is clearly necessary even 
though (on one view) it is tricky to identify an express statutory 
basis for so doing. But the fiction is simply ignored for tax by the 
express direction in TCGA 1992, s 245.

Therefore, the tax treatment of the constituent elements of 
disturbance varies. As usual, sums taxed as income are left out 
of account in computing gains (TCGA 1992, s 37). Generally, 
any element relating to a failure to receive a sum that, had it been 
received directly would have been characterised as profit, will itself 
be taxed as income. Compensation for revenue expenses is set 
against such costs, reducing them by the reimbursement. The  
same applies to compensation for capital expenditure. In other 
words, if compensation is received it diminishes the allowable costs.

Rollover relief
TCGA 1992, s 247 provides rollover relief on terms significantly 
more generous than for the replacement of business assets. There 
is no need for trade use and assets do not need to be within 
prescribed classes. The proceeds or part of them must be used to 
acquire other land within the usual time frame (one year before 
or three years after the disposal of the old assets).

Rollover relief will not be available if the new property 
purchased is a dwelling that qualifies as an only or main private 
residence. On the other hand, if the new assets do not qualify 
for relief at the outset but do so within six years, any gain on the 
original disposal is recalculated. As with small part-disposals, 
there must have been no previous attempts to market the assets. 
If compensation is received for goodwill, such as on the winding-
up of a trade in one location, TCGA 1992, s 23 may allow for 
Rollover Reliefs if the relevant sum is invested in restoring the 
lost goodwill.

Impact of the tax burden
An interesting question is to what extent the burden of tax 
should be taken into account in assessing compensation; for 
example, when compensation is for lost profit that would have 
been taxed as income in the hands of the owner if it had been 
earned. This is not a new problem. The case of West Suffolk 
County Council v W Rought Ltd [1957] AC 403 related to a 
disturbance claim including lost profit. Not long before, in 
British Transport Commission v Gourlay [1956] AC 185, the 
House of Lords decided that, if damages would not be taxed, the 
tax that would have been paid on earnings should be taken into 
account, and the assessment of that liability had to reduce the 
damages. Otherwise the recipient would be over-compensated. 
In Rought, the Board of the Inland Revenue had stated that it 
did not regard compensation for the temporary loss of profits as 
liable to income tax. In such circumstances, there was no reason 
why the tax liability on earnings – which was entirely foreseeable 
– was not a relevant factor and it should have been taken 
into account in assessing the net sum of compensation due. 
However, for this to apply it must be clear beyond doubt that the 
compensation would not be taxed in the hands of the recipient.

Because HMRC is now on record that compensation for 
temporary loss of profits is taxed as income, the facts in Rought 
are unlikely to re-occur: the department issued a statement of 
practice (SP8/79 – see tinyurl.com/y8omnm5f and CG72101) 
after the decision in Stoke-on-Trent City Council v Wood Mitchell 
and Co Ltd (1978) 248 EG 871. By the time of that decision, 
the predecessor sections to TCGA 1992, s 245 meant that 
compensation for the loss of profits was not deemed to be capital, 
so it would have been taxed as income. Therefore, it should 
have been paid gross, taking no account of the tax that would 

TCGA 1992, S 245

Compensation paid on compulsory acquisition
(1) Where land or an interest in or right over land is 

acquired and the acquisition is, or could have been, 
made under compulsory powers, then in considering 
whether, under section 52(4), the purchase price or 
compensation or other consideration for the acquisition 
should be apportioned and treated in part as a capital 
sum within section 22(1)(a), whether as compensation 
for loss of goodwill or for disturbance or otherwise, or 
should be apportioned in any other way, the fact that the 
acquisition is or could have been made compulsorily, and 
any statutory provision treating the purchase price or 
compensation or other consideration as exclusively paid 
in respect of the land itself, shall be disregarded.

(2) In any case where land or an interest in land is acquired 
as mentioned in subsection (1) above from any person 
and the compensation or purchase price includes an 
amount in respect of severance of the land comprised 
in the acquisition or sale from other land in which that 
person is entitled in the same capacity to an interest, or 
in respect of that other land as being injuriously affected, 
there shall be deemed for the purposes of this Act to be a 
part disposal of that other land.

ROLLOVER RELIEFS

S Trader owns a former police box at a busy junction from 
where he sells coffee. The site is acquired as part of a road-
widening scheme. The total compensation awarded is 
£100,000. That is apportioned £50,000 for the land and 
£50,000 as disturbance, specifically for the loss of goodwill. 
Within 12 months of receipt he uses the whole amount to 
partly fund the acquisition of a cafe in another town.

The rollover relief calculation is as follows.

Land (s 247)
£

Goodwill (s 23)
£

Compensation received 50,000 50,000
Less: cost 10,000 10,000
Gain 40,000 40,000

Cost of replacement asset 100,000 50,000
Less: gain rolled over 40,000 40,000
Deemed cost of 
replacement 60,000 10,000
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have been due had the income been earned. Liability for the 
tax due on the compensation would then be resolved between 
the recipient and the Revenue. That followed because, for many 
years, the practical application by the courts of the decision in 
Gourlay was that if damages or compensation were taxable, at 
least in commercial cases, no account should be taken of liability 
to tax at either end in assessment of compensation.

Gross payment
The above approach was exactly that taken by the Court of 
Appeal in Pennine Raceway Ltd v Kirklees Metropolitan Council 
CA [1989] STC 122. There the council was directed to pay 
damages gross.

 The incidence of tax and any  
tax disadvantage should be 
carefully considered by owners 
seeking compensation. 

The question is whether that is an adequate approach if the 
receipt of a lump sum in compensation is for the loss of profits 
that would have been earned over time. The liability in the year 
of receipt may well turn out higher than the cumulative liability 
would have been had income been earned as expected. There is 
a further problem here if tax rates reduce in future. In essence, 
the rationale for ignoring these types of issue in negligence and 
breach of contract cases has been that it involves complexities 
and the making of projections and assumptions, while the 
assessment of damages is not an exact science. That said, there 
has been a discernible trend in compulsory purchase and 
damages cases more generally away from rigid adherence to what 
is an admittedly rough-and-ready approach, if it is appropriate to 
do so.

A possible answer
One potential solution to the problems relating to the effects 
of income tax – impeccably reasonable on one view – is to take 
into account the incidence of tax on both sides of the equation 
by making a deduction from the sum to be paid, while including 
the tax that would have been paid on the earned income. Then 
gross up the resulting figure to take account of the anticipated 
liability to tax on compensation received. This involves making 
projections about likely income tax liability in both respects, 
and there needs to be an evidential basis for making the 
assessment. Of course, it’s not necessarily straightforward to 
predict what a hypothetical tax liability would have been. A 
purchasing authority may start off knowing little or nothing 
about a claimant’s affairs, and the facts of that may need to be 
established before reasonable projections can be made about 
what the tax liability would have been but for the purchase. 
Further, how compensation will be taxed in the claimant’s hands 
requires an assessment of the future tax liability.

Capital gains
The problem for gains is somewhat different and potentially has a 
greater impact. What if the owner maintains that, had it not been 
for the compulsory acquisition, the assets would not have been 
disposed of or, if they had, that no tax would have been due? 

Arguably, here, failing to provide for tax leaves an owner 
undercompensated. Nevertheless, in Harris v Welsh Development 
Agency [1999] 3 EGLR 207 the Lands Tribunal rejected a claim 
for compensation for capital gains tax suffered because it was 
too remote and, in any event, it was ruled out on conceptual 
grounds. 

However, the Upper Tribunal took a different view in 
Bishopsgate Parking (No 2) Limited v Welsh Ministers [2012] RVR 
237 by deciding the principle of equivalence was breached if 
capital gains tax was ignored if, but for acquisition, there would 
have been no liability and that there was sufficient causal link 
between the liability to tax and the acquisition. It depends on the 
evidence but, if it can be shown that in the ‘no-scheme world’ the 
property would not have been disposed of or would have been 
disposed of in a way that would have avoided or reduced liability 
to capital gains tax, a recoverable loss is sustained. 

The No Scheme Principle is a concept familiar to compulsory 
purchase lawyers. It is usefully described in the Explanatory 
Notes to the Neighbourhood Planning Act 2017, s 32.

The correct approach has yet to be decided authoritatively. 
However, Bishopsgate appears to be gaining a foothold. If that’s 
right, the incidence of tax and any tax disadvantage should be 
carefully considered by owners seeking compensation. But 
owners also need to remember they are under a duty to take such 
steps as are reasonable to mitigate their losses, say by making use 
of available reliefs. 

Equally, there may be questions around planning to  
mitigate liability. If an owner alleges that there would have  
been no liability on a sale in a no-scheme world, the onus of 
proof is on that party to show a disposal would have been  
taxed in a particular way but for the acquisition. That may or 
may not be accepted, but it is for the owner to make the initial 
running. n

Gordon Watt CTA is an advocate specialising in taxation, 
trusts and executries at Terra Firma Chambers, Edinburgh. 
He can be contacted by telephone on 0131 260 5830 or 
email: gordon.watt@terrafirmachambers.com.

NO-SCHEME PRINCIPLE

Compensation for land taken by compulsory purchase is 
assessed in the ‘no-scheme world’. This assumes that the 
scheme underlying the compulsory purchase was  
cancelled on the valuation date (the date of entry and  
taking possession of the land – if not agreed earlier). 

Compensation for interests in land is its open market  
value in the no-scheme world, disregarding both any  
increase or decrease in the value of the land that is solely 
attributable to the particular purpose for which it is  
acquired, and the acquiring authority’s need for the land for 
that purpose.


