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- THE TAX ISSUES

Introduction

By appropriation, we mean reversing the accountancy
classification of a property from trading stock to investment.
There is no change of ownership of the property. This paper
does not cover appropriation between companies within the
same group, but seeks to cover the tax issues arising from the
appropriation of trading stock for individuals and companies.

Income tax

When an individual appropriates a trading property to investment, the
appropriation is deemed to be done at market value in accordance with
ITTOIA 2005, Section 172B. The appropriation will, therefore, give rise to a
trading profit or trading loss in the tax year of appropriation.

Corporation tax

When a company appropriates a trading property to investment, the
appropriation is again deemed to be done at market value in accordance
with CTA 2009, Section 157. The appropriation will, therefore, give rise to a
trading profit or trading loss in the financial year of appropriation. The cost of
the investment is deemed to be incurred at the time of appropriation and
indexation will be applicable from that date.

Capital Allowances
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confirm in their Capital Allowances manual at CA11530 that, in such a case,
the basis for Capital Allowances is original cost of the property when it was
acquired as trading stock, rather than market value.

Except for industrial building allowances and agricultural building allowances,
which might be available under Section 309 and Section 372 respectively,
there is no provision within Capital Allowances Act 2001 that permits a
Capital Allowances claim, when the original expenditure was not capital
when it was incurred. It should be noted that Section 13, covering the use of
plant and machinery for a qualifying purpose that was acquired for some
other purpose, will not apply to a trading property, as Section 13(1)(b)
requires that the original expenditure must be capital in nature. Furthermore,
Section 11(4)(a) states that a general condition to claiming plant and
machinery allowances is that capital expenditure is incurred on the
‘provision’ of plant and machinery. It would, therefore, appear that the
approach by HMRC is somewhat of a concession as far as plant and
machinery is concerned.
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In the case of a property that has fallen in value since it was acquired, the
taxpayer will incur a trading loss on appropriation and also be entitled to
Capital Allowances based on an apportionment of the higher cost figure. The
lower figure for market value would not apply by virtue of Section 13(4), as
capital expenditure was not incurred on acquisition. It is possible that Section
4(2)(a) could apply to the loss, because it would have been taken into account
in the calculation of trade profits. HMRC, however, could simply have referred
to the lower of cost or market value at CA11530, rather than just cost,
therefore, it would appear that cost would apply equally to instances where
there is a trading loss or a trading gain on appropriation.

The level of writing down allowances will be that applicable to the period of
account in which the appropriation took place. No annual investment allowance
or first year allowance will be available, because the cost of the property was
not capital when it was incurred. Neither will integral features be available for
previously ineligible items (such as lighting and power), unless such
expenditure would have been qualifying when the property was acquired. This
is in-line with Finance Act 2008, Schedule 26, Paragraph 15.

The Capital Allowances position for companies will be the same as set out for
individuals. In the case of a company, further support for basing a Capital
Allowances claim on the original cost of the property acquired as trading stock,
rather than market value, can be found in Generally Accepted Accounting
Principles (GAAP). Under GAAP, the capital expenditure shown in the balance
sheet for the investment property will be the original cost when it was acquired
as trading stock.

Summary

The appropriation of a property from trading stock to investment will have an
affect for income tax, capital gains tax and corporation tax. For both individuals
and companies, the appropriation will be made at market value and either a
trading profit or a trading loss is likely to arise. The appropriation from trading
stock to investment will have a tax effect in the year of appropriation, even if it
is not sold until later.

If a property held as trading stock is appropriated to investment, then Capital
Allowances will be based on the cost of the property, rather than market value.
This can work in the favour of the taxpayer where the value of the property has
fallen since acquisition, as there will be a higher base cost for Capital
Allowances and also a trading loss.

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.



