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After the 2009 Budget, it was announced
that the furnished holiday lettings (FHL)
rules were to be extended to any country
within the European Economic Area (EEA).

It was also announced that the

rules would be withdrawn from April
2010, but following the change in
Government, the rules will remain in
place in their current form until April
2011. After that date, there will be
some tightening up of the qualification
criteria and some restrictions in the
way that loss relief is given.

What are the tax benefits of the
FHL rules?

Specific legislation was introduced in
the Finance Act 1984 to clarify the tax
treatment of U.K.-based self catering
holiday accommodation, which had
been a growing sector since the 1970s.

This allowed the person providing
the accommodation to treat the FHL
business as if it were a “trade” for tax
purposes, allowing them to benefit

from some tax advantages, including
the following:

— Losses arising from the FHL business
can be relieved against other income
(this compares very favourable with
a “buy-to-let” property business
where losses can only be carried
forward for use against future profits
in that business).

— Capital allowances can be claimed
on plant and machinery (P&M)
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and these can be used to create or
increase a loss.

— Income from the FHL business
qualifies as relevant earnings
to determine personal pension
contributions.

— The FHL property is eligible for capital
gains rollover relief.

— The FHL property qualifies as a
business asset for entrepreneur’s
relief.

— Landlord’s energy saving allowance
may be claimed for adding certain
types of insulation to an existing
building.

Perhaps the least understood (and
therefore, the least utilised) of these
benefits is the ability to claim capital
allowances on P&M. In simple terms,
P&M falls into two categories:

Chattels

This will include loose furniture and
equipment, furnishings, bed linen,

etc. These are often referred to as the
“furniture pack” and usually purchased
separately from the property itself. This
is, therefore, easy to identify as P&M
and you will know how much you have
spent from your invoices. The tax relief
is, therefore, easy to claim.

Integrated P&M

This includes aspects of the building
itself, such as heating, air conditioning,
sanitary fittings, fitted kitchens,
swimming pools, etc. Because these
are bought together with the property
and each property is different, putting
avalue on them requires a specialist
valuation, referred to as a “just
apportionment” of the purchase price in
Section 562 of the Capital Allowances
Act 2001.

Importantly, this method will usually
allow you to claim a value higher than
the actual cost of the P&M. Each
property is of course different and the
level of P&M that you acquire will vary
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considerably; typically from 10% of the
purchase price for very basic homes, up
to 30% or more in some cases, where
there may be air conditioning and a
swimming pool.

To a higher rate tax payer, the tax
savings could, therefore, be worth up to
12% of the purchase price paid for the
property. So, on a property bought for
£200,000 you might get up to £24,000 in
tax savings!

The tax legislation covering this area is
far from simple and the valuation does
need to be prepared in accordance
with the guidelines set out in the HM
Revenue & Customs (HMRC) Manuals
and the Valuation Office Manuals. For
this reason, the valuation needs to be
prepared by a specialist.

How do | know if my property
qualifies as a FHL?

In order to qualify as a FHL, the
following criteria need to be satisfied:

— First and foremost, the business
must be let on a commercial basis
with a view to the realisation of
profits. This would obviously rule out
second homes or homes that are let
only occasionally, or only to family
and friends.

— The property must be located in the
U.K., orin a country within the EEA.

— It must be available for short term
letting (at commercial rates) for
at least 140 days in the year. This
should be satisfied if the property
is listed with a recognised letting
agent, or perhaps advertised on
a website. (Note: from April 2012 the
property must be available for at least
210 days.)

— It must actually achieve such lettings
for at least 70 days in the year. There
is, of course, an implication that
income from these lettings can be
demonstrated. (Note: from April 2012 the
lettings must be for at least 105 days.)

— It must not be used for more than 155
days for longer term occupation (i.e.,
a continuous period of more than 31
days). It is, therefore, possible for the
owner to make personal use of the
property, provided that the other rules
are satisfied.

— The reference to “year” is usually
the tax year, but at the start of the
business it is the year beginning on
the date of first letting.

— Where there are a number of FHL
properties in the business, it is
possible to average the days of
lettings for the purpose of the “70 day
rule.” (105 days after April 2012.)

How will the rules change after
April 2011?

Very simply, the proposals are for a
general “tightening up” of the rules to
ensure that the tax relief is targeted

at those owners who can demonstrate
that they are conducting a commercial
business. In addition, there is an
“anti-avoidance” aspect to ensure that
qualifying expenditure on FHL properties
in non-U.K. countries does not result in
a distortion of the tax payable on U.K.
income through the use of the loss relief
provisions. Thus, FHL losses can no
longer be relieved against other income
of the owner. The rule changes include:

— The minimum period over which
the property must be available for
letting to the public is to be increased
from 140 days to 210 days in a year
(effective from April 2012).

— The minimum period that the property
is actually let will be increased
from 70 days to 105 days in a year
(effective from April 2012).

— U.K. holiday lettings and EEA holiday
lettings will be treated as two
separate businesses, each of which
will be able to apply the FHL rules
(effective from April 2011).
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— Losses made in a qualifying U.K. FHL
business can only be set against
income from that business. Likewise,
losses made in an EEA FHL business
can only be used against that
business (effective from April 2011).

— A“period of grace” is introduced so
that once a property qualifies as a
FHL in one year, the owner may elect
to treat it as continuing to qualify for
up to two further years, even though
it does not achieve 105 letting days in
those years.

What are capital allowances?
Generally capital expenditure on
property and buildings is not tax
deductible and it simply sits as a

fixed asset on the balance sheet

of a business. Some businesses do
depreciate their fixed assets (including
property) for accounting purposes, but
it is important to understand that this is
not the same as claiming tax relief.

The Government, however, does wish

to encourage investment in certain
types of property and in certain types

of assets and the Capital Allowances
Act 2001 sets out the rules by which tax
relief can be given on particular types of
capital expenditure.

The most common incentive available
to businesses is to be able to write

off against tax, any expenditure on
P&M. There is no comprehensive list

of what can be treated as P&M and to
some extent it depends on the type of
property and the nature of the business
being carried on. In the context of a
holiday property, P&M* can include

the following:

— All loose furniture and equipment;

— Heating, ventilation and air
conditioning installations;

— Aspects of electrical systems
(depending on when the expenditure
was incurred);
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— Fitted kitchens and bathrooms;
— Swimming pools.

* Where the P&M was acquired as part of
the overall property purchase price, there is
a need to undertake a simple apportionment
in accordance with HMRC practise. On
subsequent expenditure, invoices will be
required and it may also be possible to add
associated building costs necessary for the
installations.

The rate at which the expenditure can
be written off against tax depends on
a number of factors, including the date
when the expenditure was incurred
and which tax year it is actually being
claimed in. The reason for this is that
as well as the normal “annual writing
down allowances” the Government
has introduced a number of “first year
allowances” and an annual investment
allowance (AlA), which allow the tax
depreciation to be accelerated, but the
capital allowance has to be claimed in

the tax year the expenditure is incurred.

Have HMRC published any
documents or guidance that |
can refer to?

There are a number of very useful
documents that have been published
by HMRC and these are set out in
plain English so they provide a good
understanding for anyone who wishes
to find out more about this area.
They can all be accessed readily via
the Internet.

Technical note 22 April 2009

Published on the day it was announced,
the FHL rules were to be extended

to the EEA and then withdrawn from
April 2011. It can be accessed by

clicking here.

Technical note 9 December 2009

Sets out details of how the FHL rules
were to be repealed. As we now know,
the repeal itself was cancelled so this
note is largely irrelevant, but can be

accessed by clicking here.

FHL — Questions and answers

22 June 2010

Confirmed that the FHL rules were
being retained and sought to address
some of the confusion that had arisen.
It also stated that HMRC would be
seeking to change the rules going
forward and consulting with interested
parties about these proposed new
rules. The document can be accessed

by clicking here.

Consultation Document July 2010
Outlines the new rules proposed
by the Government, subject to the
consultation. It can be accessed by

clicking here.

Property Income Manuals — from
paragraph PIM4100

Provides an easy-to-read guide to

the current rules. The manuals will of
course be amended once the new rules
have been formally published. It can be

accessed by clicking here.

Why should | claim the capital
allowances?

Capital allowances will reduce the tax
you pay on your profits. If you are not
currently making profits in your FHL
business, then the capital allowances
can be used to increase the loss, which
in turn can be set against any of your
other income that is subject to U.K. tax.
After April 2011, the ability to use FHL
losses against other income will be
withdrawn, so it is important to make
use of this valuable opportunity while
you still can.

Typically, anything between 12% and
30% of the purchase price of a property
could be treated as P&M, so to a 40%
tax payer, the tax savings on property
bought for say £200,000 could be
between £9,600 and £24,000.

What is more, if the property was
acquired in the 2008/09 tax year or
later, you will be able to make use of
the annual investment allowance to
accelerate this tax relief.


http://www.hmrc.gov.uk/budget2009/furnished-hol-lets-1015.pdf
http://www.hmrc.gov.uk/pbr2009/withdrawing-lettings-rules-3760.pdf
http://www.hmrc.gov.uk/budget2010/fhl-qa-3755.pdf
http://www.hm-treasury.gov.uk/d/consult_furnished_holiday_lettings_condoc.pdf
http://www.hmrc.gov.uk/manuals/pimmanual/PIM4100.htm

Davis Langdon, An AECOM Company

Which countries
are in the EEA?
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Austria

Belgium

Bulgaria (since January 2007)
Cyprus (since May 2004)
Czech Republic (since May 2004)
Denmark

Estonia (since May 2004)
Finland

France

Germany

Greece

Hungary (since May 2004)
Iceland

Republic of Ireland

Italy

Latvia (since May 2004)
Liechtenstein

Lithuania (since May 2004)
Luxembourg

Malta (since May 2004)
The Netherlands

Norway

Poland (since May 2004)
Portugal

Romania (since January 2007)
Slovakia (since May 2004)
Slovenia (since May 2004)
Spain

Sweden

United Kingdom

{’




Davis Langdon, An AECOM Company

Some frequently asked questions
“What tax savings will we actually get?”
This is not an easy question to answer
and there is no “rule of thumb” that
could be applied in every case. There
are a number of factors that will have
an impact, including:

— The specification of the property;
what integrated P&M you have
actually purchased with the property.

— The dates on which you (a) completed
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your purchase, (b) first let it as a FHL
and (c) the tax year in which you first
make the claim for capital allowances.

— The reason these dates are important
is because there have been a number
of recent changes to the tax rules that
will govern the value you will
be able to get from this exercise,
for example:

— The rate at which P&M can be
written off against tax was changed
in April 2008 from 25% per annum

to either 20% or 10%, depending

on whetheritis “normal P&M” or
whether it falls into the definition
of an “integral feature.”

— You may be eligible for a first year
allowance of 50%, 0%, 40%, or any
percentage in between.

— You may be entitled to claim up
to £50,000 of the P&M in the first
year under the annual investment
allowance introduced in April 2008.
This was increased to £100,000
for expenditure incurred after
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April 2009, but will be reduced to
£25,000 after April 2012. Click here
to access our paper on the detailed
workings of the AlA.

— The rate at which you pay tax will of
course help to determine the value
of the cash benefit.

“How can | be sure that there will be
value for me through this exercise?”
We will need to carry out a considerable
amount of due diligence in order to
satisfy ourselves that you are entitled
to claim the capital allowances before
we complete our report. Our fee is only
charged once we have presented our
report to you.

Thus, while we do not use the term
“no win no fee,” this due diligence

is effectively done at our own cost,

so if we find that you should not be
making a claim, then no fee is due.
The only aspect that we do not take
responsibility for is the question of
whether your holiday property meets
the FHL criteria and in this regard you
should take into account that the rules
will be tightened after April 2011.

“We bought our property more than six
years ago — can we still claim?”

There is no real time limit for claiming
the capital allowances on the
“integrated P&M.” You will, however,
need to demonstrate that you have
bought the property, you still own it
and haven't already claimed the
capital allowances.

“Do | need to act quickly or can

this wait?”

As long as you own the property and
meet the FHL criteria, you will be able
to claim the capital allowances. They do
not necessarily need to be claimed in
the year that the property was bought
and can, in fact be claimed many years
later, but you should take the following
factors into account in deciding
whether to delay making the claim:
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Atemporary first year allowance (FYA) of
40% is available for expenditure on plant
and machinery within the 2009/10 tax
year, but this must be “claimed” in that
tax year — i.e., in a return submitted by
31stJanuary 2011, although the return
can of course be amended at any time
up to 31stJanuary 2012.

The AlA enables you to write off
straight away expenditure on plant and
machinery up to a certain limit, but the
claim must be made in the return for
the tax year in which the expenditure is
incurred. The AIA limit is:

— Tax years 2008/09 and 2009/10;
£50,000

— Tax years 2010/11 and 2011/12;
£100,000

— Tax year 2012/13 onwards;
£25,000

Without the FYA or AlA the plant and
machinery is written of more slowly, at
a rate of either 20% per annum or 10%
per annum on the “reducing balance
basis.” After April 2012, these rates will
reduce to 18% and 8% respectively.
From 5 April 2011, the qualification
rules and the loss relief provisions are
to be tightened.

It should be clear from the above
that the claim should be made at the
earliest opportunity.

“Claiming capital allowances on
fixtures will reduce the base cost

for CGT.”

This is a common misconception — the
base cost of the property is unaffected
by the claim on “integrated P&M.”

“Is this valuation something that | can
do myself, or get my accountant to do?”
Before the P&M can be claimed, legal
entitlement needs to be verified. Then
the valuation needs to be carried out

in accordance with Section 562 of the
Capital Allowances Act, which requires
a “just apportionment” of the purchase
price. In turn, this must be carried out in
accordance with the guidelines set out
in the HMRC and Valuation Office Agency
manuals and this requires specialist
construction and property skills. It may
be tempting to simply take an educated
guess at the level of integrated P&M in
the property, but you should be aware of
the risks that this involves.

“We are not making any profit from
the holiday home so what use are the
capital allowances to us?”

The capital allowances can be used

to increase that loss, which can be
offset against your other income — for
example, other employment or trading
income. If that income is taxed at the
higher rate, the exercise could be

very valuable.

“l am already claiming capital
allowances on my fixtures and fittings.”
There is a common misconception that
the term “fixtures and fittings” covers all
of the P&M in the property. In fact, this
includes only the loose furniture and
equipment (the chattels) and not the
P&M that is integrated into the building,
such as the central heating, sanitary
fittings, etc. Technically, these are
called “fixtures,” but for clarity, we have
referred to them here as “integrated
P&M.” Most likely, what you are already
claiming capital allowances on is the
cost of the furniture pack only — you
can still claim on the “integrated P&M.”

“What if | don’t meet the FHL criteria?”
The FHL criteria do need to be met if
you want to benefit from the generous
tax treatment offered by the FHL rules.
You do, therefore, need to be confident
that you do, or will, meet the criteria,
particularly the need for the business to
be commercial in nature.


http://www.bankingtaxfinance.com/Portals/Davislangdon/Media/PDF/AIA%20-%20Guide%20to%20restrictions.pdf
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“It is only a cash flow exercise, as |

have been told | will have to pay the
allowances back when | sell

the property.”

A Section 198 election allows the owner
to treat the sale price of the “integrated
P&M?” at tax written down value. This
will allow you to retain the benefit from
the exercise.

“What can Davis Langdon do for me,
and how much will this cost?”

After carrying out the necessary due
diligence, we will prepare a valuation
of qualifying plant and machinery
that your accountant can use in your
tax return. We will liaise with your
accountant and answer any questions
that he has about our valuation and
the claims process. If HMRC raise any
gueries on the valuation, we will deal
with these, either directly or through
your accountant. We will quote you a
fee based on your specific property and
it will work out as a fraction of the tax
savings you will achieve.

“What track record does Davis
Langdon have?”

The property tax team at Davis Langdon
was previously known (before the
merger in 2001) as Crosher & James,
a quantity surveying firm that in

the 1980’s pioneered the concept

of claiming capital allowances on
plant and machinery integrated into
commercial property. We negotiated
with HMRC and the Valuation Office
Agency the formula that is now
widely used to value how much of the
purchase price can be apportioned to
plant and machinery.

Over the years, we have prepared and
agreed tens of thousands of capital
allowances valuations. Our systems and
processes have stood the test of time
and scrutiny and we have built up an
outstanding reputation in the property
industry and with HMRC.
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Davis Langdon has the longest
established (and the largest) real estate
capital allowances team in the U.K.

“Will you help me complete my

tax return?”

We are not accountants and we are

not qualified to prepare your tax
computations. We will work closely with
your accountant and help him/her with
any technical issues they have with our
valuation or with the operation of the
FHL rules.

If you do not have an accountant, we
may be able to recommend someone
to you who has special expertise in
dealing with FHL claims.

What action should | take now?
If you believe that you own property
that may qualify as a furnished holiday
let, please complete the questionnaire
and return it to the address given. We
will then prepare a free, no obligation
illustration of the potential tax benefits
available to you on your property.

Remember, it does not matter how long
ago you bought the property, there is

no time limit as to when you incurred
the expenditure. As long as you can
demonstrate how much you paid and
that you haven’t already claimed the
capital allowances and you still own the
property, then you should still be able
to claim.


http://www.dlcrosherjames.com/Portals/Davislangdon/Media/PDF/FHL%20Questionnaire.pdf
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Case studies

Two Bedroom Apartment
Pembrokeshire, South Wales

Project

The property is a two bedroom, one
bathroom apartment with a sea view
of the Pembrokeshire coastline. It was
bought in May 2008 as an existing
FHL property and the purchase price
of £195,000 included all of the loose
furniture and equipment.

Plant and machinery

The loose furniture and equipment
had to be valued at “market value”
and we achieved a figure of £6,400 —
taking into account the quality and
age of the items. The “integrated plant
and machinery” was valued on a just
apportionment basis at a figure of
£39,473. Together, this represented
some 23% of the purchase price.

Cash value

At a tax rate of 40%, the tax saving is
around £18,300 and using the AlA, the
whole of this was realised in the tax
year 2008/09.

Program, Cost, Consultancy
www.davislangdon.com
www.aecom.com
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Three Bedroom Luxury Villa
Playa Blanca, Lanzarote

Project

The property is a three bedroom, two
bathroom luxury villa close to a popular
beach in Playa Blanca, Lanzarote.

It was bought in July 2005 for the
equivalent of £242,000. At the time of
acquisition, there was no swimming
pool at the property.

Plant and machinery

The “integrated plant and machinery”
was valued on a just apportionment
basis at a figure of £32,740. This
represents some 13.5% of the
purchase price.

Cash value

At a tax rate of 40%, the total tax saving
over time will be around £13,100, with
£3,300 being realised in the tax year
2007/08.

Three Bedroom Luxury Villa
Paralimni, Cyprus

Project

The property is a three bedroom,

two bathroom luxury villa within a
gated private development adjoining

a beach in Paralimni, Cyprus. The
accommodation comprises three
bedrooms, one of which is en-suite, a
family bathroom, fully fitted kitchen
and living areas. The property has
private parking and a fenced patio area
with a heated swimming pool. The villa
has thermostatically controlled air
conditioning and central heating.

The property was acquired in August
2008 from a local developer for the
sterling equivalent of £312,000.

Plant and machinery

The “integrated plant and machinery”
was valued on a just apportionment
basis at the following figures:

Main pool £46,181
(general P&M)

Special rate pool £28,299
(integrated features)

Total qualifying expenditure  £74,480

Cash value

Together, the total P&M represents
around 24% of the purchase price and
at a tax rate of 40%, the tax saving over
time will be around £29,800.

The availability of the AIA means that
most of the tax saving is achieved in
year one.



Davis Langdon, An AECOM Company Capital allowances on furnished holiday lettings 10

Capital allowances on
furnished holiday lettings
Questionnaire

Please complete this questionnaire if you would like an estimate of your possible tax savings.

Do you use the property for your own personal use or do you market the property as a “holiday home”?

| i Solely/mainly personaluse | : Holiday home

Are you a U.K. resident tax payer?
. i Yes i _iNo

Note: If you answer “No” you are not eligible for the tax relief.

Did the property meet the FHL criteria in the following years?
Tax year 2009/10 | :Yes | :No Tax year 2010/11 | iYes | iNo

Do you have other property that you let out as a furnished holiday letting?

i i Yes . I No If “Yes,” when was it first used as a furnished holiday letting?

Please provide some details of the property:

Propertytype: | : Villa | | Apartment ! : Townhouse Other:
How many bedrooms? How many bathrooms? 77777 What is the gross internal floor area? | | m?
Did the purchase price include air conditioning? | :Yes No

Please return the completed form to us by fax: 0870 048 0805, email: satnam.kainth@davislangdon.com or
post: Satnam Kainth, Davis Langdon, Colmore Plaza, Colmore Circus Queensway, Birmingham B4 6AT.



