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KNOW YOUR REIT'S: REIT'S AND THE
IMPORTANCE OF CAPITAL ALLOWANCES

Introduction

David Vogel FCA has recently joined the Banking Tax and
Finance team, advising major UK and overseas clients.
David is a senior Chartered Accountant and a well known
and respected figure in the property world. Throughout his
career he has held senior positions with major UK listed
companies, he is also a specialist on the treatment of Real
Estate Investment Trusts (REIT’s). In this first part of a three
part series covering treatment of REIT’s, David explains the
importance and value of Capital Allowances.

Background

Legislation effective from 1 January 2007 introduced Real Estate
Investment Trusts into the UK, being listed tax-exempt

property investment companies or groups. Most major listed property
investment groups, including Land Securities, British Land, Liberty,
Hammerson and SEGRO, gave notice to HM Revenue & Customs
(HMRC) and elected for and converted to, REIT status at, or near, the
outset of the new regime. There are now over 20 UK REIT’s.

A requirement of becoming a tax-exempt REIT is to pay a 2% entry
charge to HMRC, based on the market value of the

investment properties owned on entry into the REIT regime. REIT'’s are
then exempt from corporation tax on their rental income profits and
capital gains derived from their property investment businesses.

They must distribute a substantial part of their annual rental income profits
to shareholders, and those shareholders then pay tax on the distributions
received in accordance with their own circumstances. REITS' tax-exempt
capital gains on sales of investment properties are not subject to
mandatory distribution to shareholders, but may be distributed if the REIT
wishes to do so. REIT’s remain liable to tax on their non property
investment business profits, such as profits derived from trading property
rental income and sales, and from interest receipts.

Capital Allowances and REIT’s

Paradoxically, Capital Allowances, which offer tax-paying companies tax
relief for expenditure on qualifying plant, machinery and buildings, are
also of great importance to tax-exempt REIT’s. This article will explain
why.
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Firstly and in brief, a company or group must satisfy a
number of conditions and tests to qualify for and
maintain UK REIT status. These are as follows:

MUST have shares listed on a

recognised stock exchange, other than on the
alternative investment market.

MUST be solely resident in the UK for tax purposes.
MUST not be a party to loans subject to payment
of excess returns on redemption, or where the
interest payable is determined by the REIT’s profits
or assets, or is in excess of market rates.

MUST have only one class of ordinary shares,
plus may also have non-voting, fixed rate
preference shares and convertible preference
shares.

MUST not be close company controlled by five or
fewer participators.

MUST not be an open ended investment company.
MUST suffer a tax charge if it has not taken
reasonable steps to avoid any shareholder owning
10% or more of its shares, and then makes a
distribution to such a shareholder.

MUST own at least three single, non owner-
occupied investment properties, whether
commercial and/or residential, throughout each
accounting period.

MUST not have one investment property equal in
value to more than 40% of the total value of all its
investment properties.

MUST distribute annually at least 90% of its
property investment rental income profits by

its corporation tax self-assessment return filing
date.

MUST have at least 75% of its total annual profits
from all sources derived from its property
investment rental business.

MUST have at least 75% of its total assets held for
all purposes at the start of each accounting period
relating to its property investment rental business.
MUST have an annual ratio of gross profits to
interest of a least 1.25:1.

So if REIT’s are tax-exempt, why are Capital
Allowances so important to them? The answer lies in
the requirement to distribute at least 90% of a REIT'’s
investment property rental profits to shareholders
annually, and how such profits are calculated.

Their value

Under the REIT’s legislation, a REIT’s distributable

profit must be calculated under UK tax rules, the same
rules that apply to non-REIT, taxable companies

whose tax liabilities are based on those tax-adjusted
profits. Thus the REIT’s accounting profits must be
adjusted to arrive at the profits that would have been
subject to tax were the REIT a normal, tax-paying
company, and REIT’s are required to submit corporation
tax returns to HMRC annually, showing all the necessary
adjustments. Capital Allowances, which are a deduction
when adjusting accounting profits to arrive at profits for
tax purposes, must therefore be deducted by the

REIT as part of the calculation of its tax-adjusted

profits. At least 90% of the tax-adjusted profits must then
be distributed to REIT shareholders by the corporation
tax self-assessment return filing date for each
accounting period; normally 12 months after the end of
the REIT’s accounting period.

Capital Allowances claimed by REIT’s, known in the

: legislation as 'shadow' Capital Allowances because

: they do not save any tax, are thus very valuable to

: REIT’s, as every £1 of Capital Allowances claimed

: saves 90p in mandatory REIT distributions to
shareholders.

Conserving cash is of great benefit to REIT's, as it is to
any business, so Capital Allowances represent a vital
tool in a REIT’s armoury, and enable the REIT to
reinvest that cash saved in its business.

As annual Capital Allowances claims can easily be
considerable sums in property investment businesses,
the potential for reducing distributable REIT profits, and
thereby saving critical cash resources, can be high.

Indeed the cash-saving importance of Capital
Allowances to REIT’s has been reinforced since the
failure of the British Property Federation's lobbying of
Alistair Darling on behalf of REIT’s last winter, before the
Chancellor's Pre Budget Report, that scrip/share
dividends should be permitted in place of cash
distributions to preserve REITs' valuable cash resources
during the recession, or that the payment of REITS' cash
distributions be permitted to be deferred for several
years.
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Other benefits

A second benefit for REIT’s of reducing mandatory
distributions to shareholders through 'shadow' Capital
Allowances claims is to help the REIT to pay, or
augment, ordinary dividends to shareholders as
opposed to mandatory REIT distributions, or Property
Income Distributions (PIDs) as they are known. PIDs
are distributions of untaxed REIT profits and are,
therefore, treated as potentially fully taxable income in
shareholders' hands.

PIDs are also normally paid after deduction of basic
rate tax at source, currently 20%. On the other hand,
ordinary dividends are paid out of a REIT’s taxable
income, such as for example, property trading profits
and interest receipts. Consequently ordinary dividends
paid by REIT’s, being paid out of a REIT’s taxable
income, are taxed in shareholders' hands in the same
way as are ordinary dividends paid by fully taxable,
non-REIT companies.

Accordingly, they are not paid after deduction of basic
rate tax at source and carry a notional, non-repayable
tax credit of 1/9th which, under UK tax

law, covers individual shareholders' basic rate tax
liabilities, so that such basic rate shareholders have no
tax to pay. This makes ordinary dividends more
attractive to those basic rate taxpayers than PIDs; the
latter being fully taxable in their hands. (A more
detailed explanation of how different categories of
shareholders are taxed on PIDs and ordinary dividends
will be covered in article two of this three article series.)

To the extent that REIT’s distribute more than 90% of
their tax-adjusted profits, they can choose to distribute
the excess as ordinary dividends. Such ordinary
dividends, whether in respect of a REIT’s current year
taxable profits, or such taxable profits of earlier years
that have not previously been distributed, may be part-
funded out of the cash represented by the excess of a
REIT’s accounting profits over its tax-adjusted profits.

This excess may well principally arise from 'shadow’
Capital Allowances claims which reduce the tax-
adjusted profits for mandatory distribution purposes. As
has been explained, basic rate shareholders will
benefit from receipt of ordinary dividends, making the
REIT that pays such ordinary dividends, as well as
mandatory PIDs, a more attractive and balanced
shareholding investment than a REIT that pays only, or
almost exclusively, PIDs.

Example

i A simple example of the benefit of 'shadow' Capital

¢ Allowances to REIT’s and how such allowances help
! a REIT to pay ordinary dividends as well as PIDs, is
i as follows:

i XYZ REIT plc constructs an office building in

¢ Manchester in 2010 costing £50 million. The

i 'shadow' Capital Allowances due on plant and

i machinery expenditure total £20 million, including

i £15 million on plant and machinery integral to the

i building, such as lifts and electrical and lighting

i systems, and £5 million on energy-saving equipment
: eligible for Enhanced Capital Allowances, such as

i biomass boilers and close control air-conditioning

! equipment.

i Ultimately, as most Capital Allowances must

i be claimed over a number of accounting periods, the
: total Capital Allowances due to XYZ REIT plc of £20
¢ million will save the company £18 million in

{ mandatory PIDs, being 90% of the £20 million

i allowances due. Such allowances will be deductible
i from accounting profits to arrive at tax-adjusted

i profits of which at least 90% must be distributed to

¢ shareholders. For the first year, 2010, for which £6.5
i million of allowances are due, £5.85 million of

i mandatory PIDs will be saved, being 90% of the

i £6.5 million of Capital Allowances due. For

i 2010, £1.5 million in allowances are due on integral
i plant and machinery costing £15 million, at the

: 10% rate applicable to such equipment, and £5

¢ million in Enhanced Capital Allowances are due,

i as Enhanced Capital Allowances can be claimed at
i arate of 100% on the expenditure of £5 million

i on the qualifying energy-saving equipment.

i In addition to the payment of mandatory PIDs, XYZ

! REIT plc decides to pay ordinary dividends of £10

i million for 2010 out of its taxable property trading

i profits of that and prior years, effectively part-funded
i out of the £5.85 million PID cash saving secured by
i the 'shadow’ Capital Allowances; i.e. 90% of £6.5

: million. These ordinary dividends make the company
i amore balanced and attractive investment to certain
i categories of shareholder, such as basic rate

i taxpayers as explained opposite, because of the

i different tax treatment of PIDs and ordinary

i dividends in such shareholders' hands.
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Summary

Strictly, under the legislation, UK REIT’s are not required to make Capital
Allowances claims, rather maximum allowances due, with no possibility of
disclaiming any such allowances, will be automatically taken into account
in calculating the REIT’s tax-adjusted profits. In practice, the REIT will, of
course, have to provide HMRC with the 'shadow' Capital Allowances figure
concerned, and justify how this was arrived at too.

It is, therefore, beneficial for REIT’s to maximise their Capital Allowances,
which can be achieved by undertaking a detailed analysis of all the capital
expenditure incurred.

For further advice concerning any of the issues raised in this briefing,
please contact David Vogel at david.vogel@davislangdon.com, or 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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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.



