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Introduction 
 
In this ‘Budget Tax Special’ we look at some of the main tax 
issues arising from the recent Emergency Budget in more 
detail and suggest what they could mean for the property 
and construction sectors, as well as considering what further 
changes may lay ahead. 
 
Value added tax  
 
We now know that the Government has decided to use VAT as the main 
vehicle for increasing tax revenue, by raising the standard rate from 
17.5% to 20% with effect from 4 January 2011. This is expected to raise 
an additional £13.45 billion per year by 2014/15 and easily dwarfs all the 
other tax increases. In fact the importance of VAT to the Government’s 
projections is evidenced by the fact that the total net revenue predicted 
to be raised by the tax policy decisions is £8.23 billion in 2014/15, some 
£5 billion less than the additional revenue raised by the VAT increase 
alone. 
 
The fact that the zero rate is left unchanged is obviously good news for 
house builders. In addition, no changes were made to the reduced rate 
of VAT. Developers of mixed-use schemes will be encouraged to look 
even more carefully at how the development expenditure can be 
apportioned between the different parts of the project where certain costs 
might be subject to the lower rates of VAT. 
 
Obviously it is the consumer that will be most affected by the rise in the 
standard rate and that could impact on the profits of retail businesses. 
This being the case, rents and capital values of retail properties could 
also be negatively influenced. There will also be more pressure on 
property companies to ‘opt to tax’ in order to reclaim the higher levels of 
VAT applicable to refurbishment projects. This will involve a balancing 
act for property investors with properties let to businesses in the financial 
services sector. These businesses may be exempt or partially exempt 
and therefore, the increase in VAT will add to the tenant’s rental costs if 
the landlord opts to tax the property concerned. 
 
The temptation for property companies to push through expenditure on 
refurbishment projects should be negated by the proposed anti-
forestalling legislation. This legislation will impose a supplementary 
charge of 2.5% on the value of certain supplies where the invoice is 
dated before 4 January 2011, but payment is not required to be made 
until after that date. It should be remembered that any VAT that is not 
recoverable can be partially offset by the inclusion of these costs in 
claims for Capital Allowances. 
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Reductions to Capital Allowances 
 
The predictions of at least a halving of writing-down 
allowances (WDAs) and the complete abolition of the 
annual investment allowance (AIA) proved to be overly 
pessimistic. A reduction of 2% to WDAs for both the 
general rate pool and the special pool rate to 18% and 
8% respectively, as well as a reduction to £25,000 from 
£100,000 for the AIA, was nowhere near as bad as 
many forecasters had predicted. Furthermore, the 
reductions do not take place until 1 April 2012 for 
corporate taxpayers and 6 April 2012 for income 
taxpayers.  
 
The Government clearly expects the reduction to the 
main corporation tax rate from 28% to 24% over four 
years and the reduction to the small company rate to 
20% from the 22%, which it would have been from 
April 2011, to more than offset the reduction to Capital 
Allowances. The cost of the corporation tax reductions 
is estimated at £4.1 billion in the year 2014/15, as 
compared to an increase in revenue of £2.8 billion from 
the cut in Capital Allowances. Interestingly, the 
Government expects that over 95% of businesses will 
still have all their annual investment covered by the 
£25,000 AIA. Whilst this seems a rather surprising 
statistic, we need much more information on the UK 
tax base to know whether the Government’s claim 
reflects current data, or is instead a guess based on 
out of date information. 
 
Do the corporation tax cuts offset the 
reductions to Capital Allowances? 
 
In an attempt to reconcile whether the cuts in 
corporation tax do indeed offset the cuts to Capital 
Allowances, we carried out our own analysis of the 
likely affect of both on large and small companies in 
different sectors. Our conclusions are as follows: 
 
�  A property company paying the main corporation 

tax rate will benefit over a five year period 
provided that its annual Capital Allowances do not 
exceed 85% of taxable profits before the 
deduction of Capital Allowances. As most property 
companies are likely to derive a significant 
proportion of their profits from development and 
trading activities, as well as investment, it seems 
likely that these companies will benefit from the 
lower rates of corporation tax despite the 
reductions to Capital Allowances. 

 
�  Other types of large corporate businesses will 

almost certainly benefit from the new taxation 
policy. In the case of a large retailer, its Capital 
Allowances would need to represent at least 90% 
of its taxable profits before the deduction of 
Capital Allowances in order to be worse off. We 
believe such a scenario is highly unlikely and 
therefore, nearly all large profitable companies 

should benefit from the changes, even if they 
make large annual investments in plant and 
machinery. 

 
�  The situation for a property company that is 

subject to the lower corporation tax rate is not as 
straight forward as for a large property company 
because the lower profits are likely to reflect 
lower, or non existent development and trading 
activities. Furthermore, the reduction to the AIA 
will be far more significant to a smaller property 
company. We calculate that a property company 
with profits not exceeding £300,000 per year 
would be better off with the reduction in both 
corporation tax and Capital Allowances, provided 
that its annual Capital Allowances do not exceed 
60% of its taxable profits before deduction of 
Capital Allowances. It is likely that there will be 
winners and losers in this category. 

 
�  Other types of small corporate businesses should 

benefit from the lower rate of corporation tax. This 
is especially so if the Government’s claim that the 
annual investment of 95% of businesses will be 
covered by the £25,000 AIA is correct. 

 
Income taxpayers 
 
As income tax rates are unchanged and higher rate 
income taxpayers will not benefit from higher personal 
allowances, most of the self-employed will certainly be 
penalised by the lower rates of Capital Allowances. 
This will apply irrespective of the type of self-employed 
business carried on by the income taxpayer. 
 
In the case of the property investor, the tax savings 
from Capital Allowances will be worth around 7% less 
over a five-year period for investment expenditure 
incurred in the current year. The tax savings reduce by 
up to 20% over five years for investment expenditure 
incurred after 5 April 2012, reflecting the delayed affect 
of the changes. 
 
Real Estate Investment Trusts (REITs) 
 
Whilst REITs do not pay corporation tax on their 
property rental business, they must still include a 
deduction for Capital Allowances within the calculation 
of their exempt profits. The REITs adopt a ‘shadow 
Capital Allowances regime’, based on normal Capital 
Allowances rules, where all available Capital 
Allowances must be recognised even though no tax 
relief is actually claimed. Unlike taxpayers, REITs have 
no discretion on how much of their Capital Allowances 
to include in their profit calculation. 
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The reduction to Capital Allowances will increase the 
exempt profit and therefore, also the minimum dividend 
distribution that must be made under the rules for 
REITs. The increase in the dividend distribution will 
depend on the level of Capital Allowances compared to 
the exempt profits. Some possible scenarios are 
illustrated in the table below for a REIT with £10 million 
of exempt profits before the deduction of Capital 
Allowances: 
 

 £m £m £m £m 

Profit before deduction  
of shadow CAs 

10.00 10.00 10.00 10.00 

Shadow CAs before 
reduction in rates 

8.00 6.00 4.00 2.00 

Net profit after current 
shadow CAs 

2.00 4.00 6.00 8.00 

Minimum distribution 
after current shadow 
CAs 

1.80 3.60 5.40 7.20 

Reduction in level of 
shadow CAs from 
1/4/12 

1.44 1.08 0.72 0.36 

Increase to minimum 
distribution from 1/4/12 

1.30 0.97 0.65 0.32 

Percentage increase to 
minimum distribution 

72.00% 27.00% 12.00% 4.50% 

 
From the above table, we can see that there will be a 
significant increase in the minimum distribution 
required by any REIT that has a high level of Capital 
Allowances compared to its exempt profits. Whilst 
REITs will be able to make stock distributions, such a 
policy is not sustainable in the longer term. REITs must 
look to negate the reduction to Capital Allowances in 
other ways. 
 
One very effective way for a REIT to offset the 
reduction to Capital Allowances is to maximise the 
recognition of plant and machinery expenditure that 
qualifies for Enhanced Capital Allowances (ECAs). 
There has been no reduction to ECAs, which remain at 
100% in the year of expenditure. The complexities of 
identifying ECA qualifying expenditure may now be 
considered by REITs as a small price to pay in order to 
limit their dividend distributions. 

 
Furnished holiday lettings 
 
Following the reprieve of the rules for furnished holiday 
lettings (FHLs) that was achieved by the Conservative 
party just before the end of the last Parliament, the 
Government does not intend to follow through with the 
proposal to repeal the special tax rules relating to this 
type of property investment. There may, however, be 
some changes from April 2011 in order to meet 
European Union (EU) legal requirements. Landlords of 
furnished holiday lettings in both the UK and any 
country situated in the EU, or the European Economic 

Area (EEA), will continue to be able to claim Capital 
Allowances on the plant and machinery within these 
properties. 
 
In addition, landlords of FHLs will continue to benefit 
from the significant advantages of having their profits 
taxed under certain trading rules, rather than the more 
restrictive rules that are applicable to a property 
business. One potentially huge advantage of the 
special rules for FHLs is that landlords of these 
properties will continue to benefit from entrepreneurs’ 
relief (see below) on chargeable gains arising on 
property disposals. 
 
The cost of reversing the plans for abolishing the FHL 
rules is minimal; the current estimate being equivalent 
to an overage cost of only £14 million per year over the 
next five years. 
 
Capital gains tax 
 
Capital gains tax (CGT) will increase from 18% to 28% 
for higher rate taxpayers from 23 June 2010. Basic rate 
taxpayers will continue to pay an 18% rate on their 
gains. The 10% CGT rate for entrepreneurial business 
activities will be extended from the first £2m to the first 
£5m of qualifying gains made over a lifetime. The net 
affect of the changes is expected to be an increase in 
tax revenue of £925 million per year by 2014/15. 
 
As the lower CGT rate of 18% is only applicable to 
gains if the taxpayer’s income, plus chargeable gains 
are below the higher rate threshold, only minimal gains 
will actually be taxed at the lower rate. Property 
investors (other than landlords of FHL properties) will, 
therefore, be facing a significantly higher CGT charge 
on property disposals, but not as high as they would 
have faced if the increased CGT had been aligned to 
income tax rates as was widely predicted before the 
Emergency Budget. 
 
Stamp duty land tax 
 
The Government confirmed that an additional 5% rate 
of stamp duty land tax (SDLT) will take effect for 
residential transactions worth over £1m from 6 April 
2011, as announced in the March 2010 Budget. The 
additional tax revenue raised by this measure is 
expected to be £310 million per year by 2014/15. This 
is likely to have a negative affect on residential values 
in the South East where the largest number of high 
value properties is situated. 
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In addition, there are likely to be additional rules to 
prevent avoidance of SDLT on high value property 
transactions, probably subject to consultation. This 
could mean the end of the current SDLT saving 
schemes for both residential and commercial 
properties, but there is likely to be a window of 
opportunity up until any anti-avoidance is announced, 
as it is unlikely to be retrospective. It will be interesting 
to see whether any new rules are targeted at existing 
saving schemes, or whether the Government decides 
that its objectives in this area are best achieved by the 
implementation of a general anti-avoidance rule (see 
below). 
 
Consortium relief 
 
The consortium relief rules are to be extended to 
enable companies established within the EEA, which 
are members of a UK consortium, to pass their share 
of the consortium’s unused losses to UK resident 
companies within their group. Currently the ‘link 
company’, ie. the company looking to transfer its 
losses to a group member, must be UK resident. This 
measure was included in the March 2010 Budget and 
is now confirmed by the new Government. 
 
This is probably intended to make the tax legislation 
conform to EU rules, rather than making the UK more 
competitive for certain overseas businesses. It is 
difficult to see how the extension of consortium relief 
will stimulate investment into the UK property sector, 
as the consortium company must be a trading 
company or hold at least 90% of the shares of other 
trading companies. It is possible that the relief could 
benefit foreign owned development or construction 
businesses, but the fact that there does not appear to 
be any estimate of the cost of this measure, may be 
indicative of its insignificance to the overall tax base. 
 
Anti-avoidance 
 
The Government believes that an anti-avoidance policy 
that is continually trying to plug holes in the legislation 
to prevent tax leakage results in complexity and the 
perception of instability in the tax system. As part of a 
more strategic approach to the risk of avoidance, the 
Government wants to revisit the idea of a GAAR. The 
case for a GAAR is to be explored in consultation 
between interested parties and HM Revenue & 
Customs during the summer. 
 
When this was last looked at in 1999, the GAAR was 
only going to cover corporation tax and there were to 
be several ‘mini rules’ for other taxes. We will have to 
wait and see whether a more comprehensive GAAR 
will be proposed this time around. In addition, a 
clearance procedure was previously proposed and this 
looks likely to be discussed again, although previously 
the proposal was that the taxpayer had to pay a 
commercial rate for this service. The tax landscape has 

changed since 1999 and we now have a disclosure 
regime, targeted anti-avoidance rules, as well as the 
courts taking a stronger line on avoidance. 
 
One major obstacle to the implementation of a GAAR 
is that the distinction between tax-avoidance and 
legitimate tax planning is always going to be grey. For 
example, the illustration of unacceptable tax-avoidance 
given in the previous consultative document was that 
of a scheme whereby companies within tax groups 
create leases between group members in order to 
obtain Capital Allowances in those companies which 
can utilise the allowances most effectively. Many would 
consider this to be an example of legitimate tax 
planning, rather than avoidance. 

 
Future tax changes that might be in the 
pipeline 
 
The Government has stressed its commitment to 
simplify the tax system and announced that it intends 
to set up an independent Office of Tax Simplification. It 
has also stated that it will review small business tax 
and the reform of the corporate tax system. Perhaps 
this will mean that the idea of replacing Capital 
Allowances with commercial depreciation will be 
revisited? There are some major obstacles to 
implementing such a change, not least of which would 
be the cost in lost tax revenue, the unfairness of the 
move for certain businesses (property investment) and 
the loss of an effective tool to stimulate 
environmentally friendly investment decisions. So, we 
do not see Capital Allowances being replaced anytime 
soon. 
 
Notwithstanding the above, we would not rule out 
further changes to the Capital Allowances regime. 
Further cuts in writing-down allowances are possible, 
but it is probably the election under Section 198 of the 
Capital Allowances act 2001 that is most at risk. It 
would not be surprising if the scope to elect a disposal 
value for plant and machinery forming part of a 
property transaction was not restricted to a minimum of 
the tax written-down value of the seller in order to 
counter what may be perceived as aggressive tax 
planning. 

 
On the positive side, we believe that further extension 
of the ECA scheme is a certainty. Hopefully this will 
include simplification measures in order that ECAs 
become a more effective investment incentive. At 
present it is often too complicated for taxpayers to 
identify qualifying expenditure and the scope for 
qualification is too restrictive. This is, therefore, an area 
that would really benefit from a simplified approach. 
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http://bankingtaxfinance.davislangdon.com  
 Whilst every effort has been made to ensure accuracy at time of publication, dated June 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. 

 
 

The Budget set out a five-year plan for the deficit reduction and the 
Government stated that it is committed to providing clarity and certainty on 
the future direction of tax policy. In theory, future surprises during this 
Parliament should be few. It would be perhaps naïve to rule out a further 
rise in VAT and the Government had already flagged a further rise to CGT 
at the time of the Budget. The really big worry for the property industry 
would be the implementation of restrictions on interest relief that was 
mentioned prior to the last Election. Whatever is in the pipeline, the 
Government has stated that it has a strong commitment to consultation and 
we that should experience less tax changes implemented in haste, part 
way through the tax year, to counter perceived avoidance. 
 
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. 

 
 
 
 
  


