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CAPITAL ALLOWANCES - COMMENCEMENT
OF TRADE OR SCHEDULE A BUSINESS

Introduction

The date when a trade or business commences is of huge
importance for Capital Allowances, because the allowances
(whether first year allowances or writing-down allowances)
are only available in a chargeable period in which the trade or
schedule A business (property business for Income Tax) has
commenced. If the trade or business has not commenced
when the qualifying expenditure for Capital Allowances is
incurred, then the qualifying expenditure will only be available
for Capital Allowances in a later chargeable period when the
trade or schedule A business has commenced.

Plant and machinery allowances are available if a person (including a
partnership or company) carries on a qualifying activity; Capital
Allowances Act (CAA 2001), Section 11. Qualifying activities are set out
at Section 15 and include trades and a schedule A business. Industrial
building allowances are available if the building or structure is in use for
the purposes of a qualifying trade (Section 271). Qualifying trades are
set out at Section 274 but, because they relate to the use of the building,
it follows that the taxpayer will either be carrying on a trade (as a tenant
or owner-occupier), or a schedule A business (as landlord). The only
exception to the rule that requires the trade or schedule A business to
have commenced before allowances are available, is where an initial
allowance is available for a qualifying industrial building. The only time
that situation could still arise is where an initial allowance is claimed for
an enterprise zone building (Section 306(4)).

It is also very important to note that because expenditure giving rise to
Capital Allowances is deemed to be incurred on the first day that the
trade or business commences (CAA 2001, Section 12), this deeming
provision could have important timing consequences as far as qualifying
expenditure is concerned. This very important issue is covered in a
couple of examples at the end of this paper.
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Commencement of a trade

The following principles are set out in HM Revenue &
Customs (HMRC) Business Income Manual at
BIM70505 and are based on the few cases that have
specifically considered when a trade has been ‘set up
and commenced’. The courts have distinguished
between preparing to commence business and
actually commencing business. As a general rule a
trade cannot commence until the trader:

is in a position to provide those goods or services
which it is, or will be, his or her trade to provide,
and

does so, or offers to do so, by way of trade.

The length of the setting up phase may vary (it can be
particularly long where complex modern technology is
involved). But once the business meets these criteria
then it has commenced trading. The activity need not
be on a large scale, but the production and sale of a
small amount of stock-in-trade resulting from, for
example, the trial run of a process would not
necessarily mean that a trade had started. The nature
of the activity may be characteristic of testing, rather
than of the trade to be carried on.

The case of Napier -v- Griffiths (1990) 63TC745
underlines that whether a trade has commenced or
not, is a matter of fact. In the absence of any evidence
to the contrary, the taxpayer was held to have
commenced trading when he entered into his first
contract of engagement as an electronic designer.

In the case of The Birmingham & District Cattle By-
Products Co Ltd -v- CIR (1919) 12TC92, all of the
following were found to be preparatory activities:

viewing other places of business of a similar
character in other parts of the country;

entering into a contract for the building of a factory
and having that factory built;

purchasing machinery and plant for carrying on the
business;

entering into agreements for the purchase of
products to be used in the business and for the sale
of finished products; and

engaging a foreman of works.

Having got everything ready, the trade only
commenced when the company began to take in raw
materials and turn out its product. This principle is
applicable to manufacturing in general.

Retails shops commence trading when they first open
their doors for business. This is referred to in the case
of J & R O’'Kane & Co -v- CIR (1922) 12TC303.

In conclusion, therefore, the commencement of a trade
will depend very much on the circumstances in each
case but, in summary, this is likely to be when the
company is ready to do business, whether that is
opening its doors in the case of a retail or hotel
business, or starting production in the case of a
manufacturing business. The occupation or
completion of the property in which the trade will be
conducted does not on its own signify the
commencement of the trade.

Commencement of a Schedule A (property)
business

The reference to a ‘Schedule A Business’ is only
relevant for corporation tax purposes (ICTA 88, Section
15). Section 15, Schedule A (1) 1 (2) states:

“To the extent that any transaction is entered into for
the exploitation, as a source of rents or other receipts,
of any estate, interest or rights in or over land in the
United Kingdom, it is taken to be entered into in the
course of such a business”.

This means that even if a company conducts a one-off
or casual letting that might not otherwise be in the

course of a business, it is deemed to be a Schedule A
business for the purposes of charging corporation tax.

If a company has an ‘Overseas Property Business’, i.e.
it collects rents from a property situated outside of the
UK, then corporation tax is charged under Schedule D
Case V and not Schedule A. Whilst Schedule A refers
only to UK property, under ICTA 88, Section 70A, the
provisions of Schedule A also apply to an overseas
property business. The considerations, therefore, as to
whether a Schedule A business has commenced apply
equally to the commencement of an overseas property
business for corporation tax.

For income tax the reference is to a ‘UK Property
Business’ or an ‘Overseas Property Business’. From
the point of view of commencement of business, the
two types of property business can be considered the
same. The relevant legislation can be found at ITTOIA
2005 s264 and s265. Section 264 states that a
person’s UK property business consists of:

(a) every business which the person carries on for
generating income from land in the United
Kingdom; and

(b) every transaction which the person enters into for
that purpose other than in the course of such a
business.
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The wording of Section 264(b) means that, unlike the
rules for corporation tax, if an individual conducts a
one-off or casual letting, it may not be considered to be
part of a property business. Itis hard to envisage
when this would apply in practical terms and therefore,
should not generally be any cause for consideration.

Section 265 sets out the definition of an overseas
property business, which is word for word the same as
Section 264, except that the words ‘in the United
Kingdom’ are replaced by ‘outside the United
Kingdom’.

From the legislation we can see that a ‘transaction’
entered into for rental income is the trigger point for the
commencement of a property business, both for
corporation tax and income tax. It is interesting to
consider HMRC'’s view of when a rental business
commences, which can be found within their Property
Income Manual at PIM2505, as follows:

“Where the rental business is letting property, the
business can’t begin until the first property is let. You
need to distinguish between activities that are
preparatory to letting and those activities that are part
of the letting”.

It is clearly not necessary, therefore, for the property to
be producing rental income in order for the property
business to have commenced. If a tenant has signed a
lease, then the property business has commenced,
irrespective of when the tenant moves in or starts
paying rent. What if the prospective tenant, however,
has not signed a lease, but has signed an agreement
to lease?

Completing an agreement to lease clearly represents a
transaction as it forms a legally binding contract to
enter into a lease on agreed terms. It is part of the
letting process, rather than preparatory to letting.
Furthermore, the Capital Allowances legislation, at
CAA 2001 Section 175(1)(a) treats a lease and an
agreement to lease as the same thing, which is
confirmed by HMRC'’s Capital Allowances Manual at
CA26100.

In conclusion, therefore, a Schedule A business, a UK
property business, or an overseas property business,
commences when the agreement to lease is signed. If
there is no agreement to lease, then the business will
commence on the signing of the lease.

Pre-trading expenditure
CAA 2001, Section 12 states:

“For the purposes of this part, expenditure incurred for
the purposes of a qualifying activity by a person about
to carry on the activity is to be treated as if it had been
incurred by him on the first day on which he carries on
the activity”.

Non qualifying expenditure incurred before April 2008,
therefore, may become qualifying expenditure by virtue
of the above provision, when deemed to have been
incurred on or after April 2008. A couple of examples
may help to clarify this issue.

Example A:

A speculative office development is carried out by a
property company via a SPV set up specifically for the
development. The SPV has difficulty pre-letting the
property. Practical completion is reached in March
2008 when 97.5% of the total development expenditure
is incurred (excluding retention only). The SPV finds a
tenant and a lease is signed in June 2008. There was
no agreement to lease. The SPV makes accounts up
to 31 December.

In the above example, even though most of the
development expenditure was incurred before April
2008, CAA 2001, Section 12 has the effect that the
expenditure is deemed to have been incurred in June
2008 on the signing of the lease. This will mean that
the rules relating to integral features will apply to all the
development expenditure, with the effect that both the
level of qualifying expenditure and level of writing down
allowances will be based on the Finance Act 2008 (FA
2008).

The first claim will, therefore, be for the year ending 31
December 2008 and previously non qualifying
expenditure, such as electrical power and lighting and
cold water, will qualify for allowances. If the retention
is released in 2009, then all the qualifying expenditure
in the year ending 31 December 2008 is likely to be
based on the FA 2008 rules.
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Example B:

The facts are the same as for Example A, except that the SPV manages to
get a tenant to sign an agreement to lease on 30 November 2007.

In this example, the Schedule A business has commenced on 30
November 2007, with the effect that the previous development expenditure
(incurred before 30 November 2007) is deemed to be incurred on this date.
Whether or not the SPV makes a claim for 31 December 2007, the
expenditure incurred before 1 April 2008 will be based on the pre FA 2008
rules. The electrical power, lighting and cold water included in the 97.5%
of total development expenditure, therefore, will not qualify for Capital
Allowances.

The retention incurred post 1 April 2008, however, should be considered
under the new rules and therefore, a minor proportion of the previously non
qualifying integral features will be allowable in the year ending 31
December 2008. The qualifying expenditure included in the year ending
31 December 2008 is likely, therefore, to be based on both the pre FA
2008 rules and the new integral features legislation.

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.




