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ALLOWANCES

Introduction

With so many changes to Capital Allowances announced over the
last couple of years, we could perhaps be forgiven for thinking that
nothing new was likely to be announced on Capital Allowances in
the 2009 Budget. We would, however, have been wrong!

What follows is an initial review of the changes, which we intend to
follow up in a few weeks time with a more in- depth analysis, once
the full implications and any further technical notes that may come
to light have been fully debated and researched.

First year allowance of 40%

For the year from April 2009 to April 2010, the 40% first year allowance (FYA) on
plant and machinery is being reintroduced. The 40% FYA was withdrawn from
April 2008 in favour of a £50,000 capped annual investment allowance and in any
case it only applied to certain types of small or medium sized enterprises. There
is no cap on the level of expenditure that will qualify for the new FYA, provided
that expenditure is incurred in the year to April 2010.

Whilst nearly all business (with only a few exceptions) will benefit from this
measure, some businesses will benefit more than others. Due to the fact that the
FYA applies to main pool expenditure (normally the items qualifying for the 20%
per annum rate) and not to special rate expenditure that includes integral
features (qualifying for the 10% rate), property investors will not benefit as much
as other businesses. This is because a significant amount of the plant and
machinery in a commercial property will be classified as integral features, which
would not attract the 40% rate. We have, however, calculated that even in the
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year to April 2010. (Please see an accompanying article ‘Main Pool - Plant or
Machinery’ for distinctions between different pools of expenditure).

The tax benefit

By way of example, consider a property company who acquires a modern office
building for £10 million in the year ending 31 March 2010. Say the plant and
machinery is £2 million and the company pays tax at the main 28% corporation tax
rate. Assuming a typical split between the main pool and the special rate pool, the
tax saving for the year to 31 March 2010 would increase from £77,000 to £93,800
because of the effect of the FYA. That is an increase of nearly 22% in the first year.
Obviously with a higher proportion of qualifying expenditure allocated to the main
pool, the tax benefit would be even greater.



Classification of qualifying expenditure

It will be fairly obvious that the issue of classification of
expenditure for the year to April 2010, between the main
pool and special rate pool, will be more important than ever,
as the former is now four times more attractive than the
latter. Unfortunately, the classification of an asset as either
main pool or special rate pool expenditure is often far from
obvious.

A good illustration of this is the problem with electrical
installations. Even though electrical installations are
generally treated as integral features, certain elements of an
electrical installation are nevertheless categorised as main
pool expenditure. Furthermore, some assets consist of part
main pool expenditure and part special rate expenditure.
The correct allocation of qualifying expenditure will,
therefore, be particularly important when the FYA is
available.

Enhanced Capital Allowances

Of even more importance than the FYA is the availability of
enhanced Capital Allowances (ECAs), which attract a 100%
rate in the year of expenditure. The Budget contained an
announcement in respect of ECAs, stating that the annual
review of the qualifying items would include the addition of a
new technology for uninterruptible power supplies as well as
revisions to the items that will qualify as part of air-
conditioning installations.

It is obviously important to keep up-to-date on the items that
qualify for ECAs, particularly in respect of uninterruptible
power supplies. This new technology can now be found in
most modern commercial developments and the installation
cost can be significant. The lists of qualifying items for ECAs
will be updated later this year by the Department of Energy
and Climate Change and the Department for Environment,
Food and Rural Affairs. The lists of qualifying items are
available on the internet at www.eca.gov.uk.

Please also refer to an accompanying article ‘Enhanced
Capital Allowances - 100% Relief’ for more on ECAs.

Furnished Holiday Lettings

Also published on Budget day, but located within the
supplemental documents, was a technical note produced by
HMRC concerning amendments to the rules for furnished
holiday lettings (FHL).

There is a general exclusion for Capital Allowances that
applies to plant and machinery let within a dwelling. The
exclusion doesn’t apply, however, if the residential dwelling
is a FHL that meets all the requirements of the Capital
Allowances Act 2001. In addition, the income derived from
the FHL is treated as income from a trade for the purposes
of not only Capital Allowances, but several other provisions
of the taxes acts. The classification, therefore, has a wider
significance than just for Capital Allowances.
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In a technical note dated 22 April 2009, HMRC have stated
that FHL treatment will be extended to include properties
within the European Economic Area (EEA), provided that the
other requirements for FHL treatment are met. This is good
news for UK property investors who have properties that
could qualify for FHL treatment within the EEA, as not only
will Capital Allowances be available for the plant and
machinery within the properties, but other significant
advantages will apply to income derived from a trade rather
than an overseas property business.

The change to FHL treatment for overseas properties within
the EEA is to take effect retrospectively. If expenditure has
been incurred within the self assessment time limit, which is
twelve months after the filing date, then a claim for
allowances on the qualifying FHL can still be made now.
Under certain circumstances, the time limit can be extended
in line with those applicable to error or mistake claims.

The caveat to the above is that the current Government
plans to abolish FHL treatment altogether (for both UK and
EEA located property) from April 2010. The extension of
FHL treatment looks to have been brought about by a
recognition that the different treatment for overseas property
that currently applies may not be in accordance with
European law, so the planned abolition looks, perhaps,
rather churlish.

Summary

The reintroduction of a FYA for plant and machinery will
benefit property investors, albeit probably not as much as for
other businesses. Where property sellers have claimed
plant and machinery allowances on acquisitions made
before April 2008, there will be even more incentive for the
parties to property transactions between April 2009 and April
2010 to maximise the allocation of the transaction price to
main pool expenditure.

The correct categorisation of plant and machinery
expenditure between the main pool and special rate pool is
now more important than ever from April 2009 onwards.

Further changes to the items that qualify for ECAs will be
made later this year and it is imperative that property
investors remain fully informed of all changes to the ECA
regime. We will be issuing more papers on this topic
throughout the year.

Finally, UK property investors with overseas residential
dwellings should consider whether those properties could
qualify for FHL treatment. Whether those same investors
should be particularly concerned about abolition in 2010, via
proposed legislation that is set to get Royal Assent after the
next General Election, is rather a mute point.

For further advice concerning any of the issues raised in this
briefing, please contact one of our key individuals detailed
overpage, 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.
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Whilst every effort has been made to ensure accuracy at time of publication, dated September 2010, information contained in this document may not be comprehensive or reflect individual circumstances or

may be subject to subsequent revision and legislative changes. Recipients should therefore not act on any information without seeking professional advice.



