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IMPACTS ON COMMERCIAL PROPERTY
TRANSACTIONS OF THE VAT RATE
INCREASE TO 20% ON 4™ JANUARY 2011

Introduction

The increase in the VAT rate from 17.5% to 20%, announced in
George Osborne's Emergency Budget on 22 June 2010, is due
to come into effect on Tuesday 4 January 2011. This increase
has many ramifications for landlords and tenants of commercial
properties, as well as sellers and buyers of such properties. It
also has knock-on impacts on stamp duty land tax (SDLT)
payable on commercial property transactions. This article will
briefly explain these impacts. In addition, in the context of

the higher cost burden that the increase in the VAT rate will
impose on businesses that can't fully recover VAT incurred, this
article will offer some mitigation by covering the benefits of
carefully analysing property construction costs to identify
expenditure on plant and machinery qualifying for valuable, tax
saving capital allowances. Additionally the tax saving benefits
of identifying and writing off revenue costs within property
refurbishment project expenditure will be explained.

Impacts on landlords and tenants

Leases of commercial properties are known as 'continuous supplies' for VAT
purposes. The tax point for such continuous supplies, being the relevant date
to determine the VAT rate chargeable on all of the the rent payable, is the
earlier of the rent invoice issue date and the date that the rent is actually
paid. Consequently, assuming rent is due on the normal quarter day of 25
December 2010, if the landlord issues the rent invoice to the tenant before
the quarter day, VAT will be chargeable at 17.5% on all of the rent for the
whole quarter ending on 24 March 2011, even though the VAT rate rises to
20% on 4 January 2011. If the tenant pays the rent on or after 4 January
2011, when the new 20% rate is in force, the VAT rate chargeable will
nevertheless be 17.5% if the rent invoice was issued before 4 January

2011, as this fixed the tax point accordingly. If the tenant pays the rent for
the December quarter before 4 January 2011, and the landlord issued the
rent invoice on or after 4 January 2011, the VAT rate chargeable on the rent
will still be 17.5% because the earlier rent payment date fixed the tax point in
that case. Where both the issue of the rent invoice and the tenant's rent
payment are on or after 4 January 2011, VAT will be chargeable at the
increased rate of 20%. Where both the dates of issue of the VAT invoice and
the payment of the rent are on or after the VAT rate change date, an option
exists for landlords under special rules which allow the apportionment of
continuous rent supplies that span the VAT rate change date.
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Thus, in respect of the rent due on the quarter
commencing on 25 December 2010, VAT could be
charged at 17.5% for the rent for the period from 25
December 2010 up to and including to 3 January 2011,
and at 20% for the period from 4 January 2011 up to and
including 24 March 2011. This apportionment could help a
tenant unable to recover all the VAT charged to it, and
therefore, aid landlord-tenant relations. The benefit of
such an apportionment will obviously be greater where
the VAT rate rises late in a rent quarter, so that more rent
is potentially chargeable at the lower rate.

Some landlords issue rent demands, which are not formal
VAT invoices, and then issue VAT invoices for payment of
the VAT only once the tenant has paid the VAT exclusive
rent. In this event, the tax point, again determined by the
normal rule of the earlier of the date of issue of the VAT
invoice and payment of the rent by the tenant, will clearly
be the earlier rent payment date. Thus, for example, if,
following the issue of a rent demand on 20 December
2010, and the payment of the rent by the tenant on 24
December 2010, the formal VAT invoice is issued on 4
January 2011, VAT will be chargeable at 17.5%, as the
earlier rent payment date will be the tax point. If, rather
than paying the rent on 24 December 2010, the tenant
paid the rent late on 4 January 2011, and the formal VAT
invoice was only issued on 7 January 2011, VAT would
be chargeable at 20%, again determined by the rent
payment date.

Tenants with a restricted VAT recovery position, such as
tenants in the financial sector that make mainly exempt
supplies, will want to ensure, where possible, that they
are liable for the lower 17.5% VAT rate on their rent,
rather than the higher 20% rate. This can be achieved for
certain by making sure that they have paid their rent for
the quarter beginning on 25 December 2010 on or before
3 January 2011. For example, XYZ Bank plc's landlord
issues a rent demand on 20 December 2010 for the rent
due on 25 December 2010, rather than a VAT invoice for
the rent due, and will only issue a VAT invoice once the
VAT exclusive rent has been paid by the bank. In order to
ensure that the rent for the whole of the quarter is subject
to VAT at the lower rate of 17.5%, XYZ Bank plc pays the
rent on 24 December 2010. This rent payment precedes
the issue of a formal VAT invoice, and so determines the
tax point on 24 December 2010 when the VAT rate is still
17.5%.

Anti-forestalling legislation seeks to prevent taxpayers
unfairly gaining the benefit of the current lower VAT rate
of 17.5%, when the higher rate of 20% should have
applied. It targets cases where the taxpayer cannot fully
recover VAT incurred and where prepayments are made
or VAT invoices are issued earlier than under normal
commercial practice, and for more than £100k excluding
VAT, or VAT invoices are issued which do not need to be
paid in full for at least six months, or funding has been
provided or arranged by the supplier to enable the
prepayment, or the supplier and the recipient of the
supply are connected persons. If any of these conditions
apply, a supplementary VAT charge of 2.5% will be due
on 4 January 2011. In the case of property letting, an

exception to the anti-forestalling legislation applies where
the prepayment or invoice is for rent for a period of not
more than one year, and accords with normal commercial
practice when no VAT increase was expected.

Impacts on sales and purchases

The proceeds of sale of VAT-opted properties, together
with the proceeds of sale of freehold properties within
three years of the completion of their construction, are
normally standard rated for VAT purposes. So, under VAT
law, where completion of a sale takes place on or before
3 January 2010, VAT will be chargeable by the seller at
17.5%, but where completion takes place on or after 4
January 2011, VAT will be chargeable at 20%. Buyers
who cannot fully recover such VAT would be advised,
where possible and where the sums involved merit it, to
complete their purchases before 4 January 2011.

Where a number of detailed conditions relating a seller
and a buyer of let/part-let, subject to VAT, commercial
property are met, the sale will constitute the transfer of a
business as a going concern (TOGC), which is treated for
VAT purposes as neither a supply of goods nor of
services, and on which VAT must not be charged. In such
TOGC cases, therefore, no VAT is charged on the sales
proceeds, even though those sales proceeds would
otherwise have been subject to VAT. Briefly the TOGC
conditions are that the property being sold must constitute
the transfer of a letting business as a going concern, the
buyer must intend carrying on the same kind of letting
business as the seller, the buyer must already be a
VATable person or become one because of the transfer,
and must have opted to VAT the property and have
informed HM Revenue & Customs (HMRC) of this fact,
and there must not be a series of immediately
consecutive transfers of the letting business.

Where a deposit is paid pre completion of a sale, the
applicable VAT rate will be the rate ruling on the date
of receipt of that deposit. Thus, for example, if a
deposit of 10% of the purchase price of a property is
paid on 24 December 2010, but completion is on 24
January 2011, VAT will be chargeable at 17.5% on the
deposit, being the rate then in force, and at 20% on the
balance of 90% payable at completion, being the rate
in force at completion.

However, the payment of a deposit to a solicitor or
other agent, which is then held by them as stakeholder,
does not create a tax point and therefore, only when
the deposit is released to the vendor on completion will
VAT be due, at the rate applicable at the completion
date.
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Impacts on SDLT payable

Under SDLT legislation, SDLT is payable on the VAT
inclusive price of a commercial property. Consequently on
the purchase of a VAT-opted commercial property, where
VAT is potentially chargeable, and where the effective
date of the transaction, normally completion, is on or after
4 January 2011, SDLT, normally at 4% for commercial
property transactions, will be payable on the VAT
inclusive price of the property. For example, ABC
Properties plc buys a VAT-opted office block in
Nottingham for £50m plus VAT on 4 January 2011. SDLT
payable will be £2.4m, being 4% of £60m, as £60m (£50m
x 1.20) is the VAT inclusive price of the property. This is
the case even if ABC Properties plc can recover the
whole of the VAT payable of £10m from HMRC, so that
the true cost of the office building is really only £50m. Had
ABC Properties plc bought the property on 24

December 2010, the VAT inclusive price would have been
£58.75m (£50m x 1.175), as the VAT rate on that earlier
date would have been 17.5%, and the SDLT payable at
4% would have been £2.35m, a saving of £50k. Thus
purchasers of properties where the TOGC rules do not
apply, might want to complete the purchase of such
properties shortly before 4 January 2011, thereby
enjoying an SDLT saving.

Where the sale of a VAT-opted property constitutes the
TOGC, as explained overleaf, this is mandatorily treated
for VAT purposes as neither a supply of goods nor of
services, which is therefore not subject to VAT.
Consequently, in such a case, SDLT payable by the
purchaser is based on the VAT exclusive price of the
property. Thus, using the example above, in the case of a
TOGC, SDLT at 4% would be payable on the VAT
exclusive purchase price of £50m, leaving SDLT payable
of £2m. It will be important to buyers therefore, where
possible, to try to satisfy all of the necessary conditions
for a TOGC to apply.

In addition, on lettings of commercial properties, tenants
must pay SDLT, calculated using a special formula, based
on the net present value (NPV) of the aggregate of the
VAT inclusive rents payable over the duration of the
leases concerned. The imminent increase in the VAT rate
from 17.5% to 20% must be taken into account in
calculating the SDLT payable over lease terms based on
the rent payment dates. HMRC issued guidance in
October 2010 which states that for leases granted on or
after 27 July 2010, the NPV calculation should take
account of the increase in the VAT rate due on 4 January
2011. In such cases, therefore, the VAT rate applicable to
the lease rents over the term should be 17.5% for rent
payment dates up to and including 3 January 2011, and
20% for rent payment dates thereafter. Where SDLT
returns including the impact of leases with effective dates
on or after 27 July 2010 have already been submitted, the
implication of HMRCs guidance is that a further return
may be needed, although this is not specifically stated in
the guidance. The SDLT implications of leases with
effective dates before 27 July 2010 but after 4 January
2006 is also dealt with in HMRCs guidance. In these
cases further SDLT returns will not be required because

of the imminent VAT rate rise. Further SDLT returns
taking the change in rate into account will be needed
where the lease rent is uncertain or variable, as further
returns are anyway required, either when the uncertain or
variable rent has been determined, or at the conclusion of
the first five years. In such cases, the increased rate of
VAT from 4 January 2011 must be taken into account.

The benefits of analysing property construction
and refurbishment expenditure to claim tax
saving allowances and reliefs

Detailed analysis of property construction expenditure can
offer substantial tax benefits, and provide some mitigation
for those businesses for whom the increase in the VAT
rate represents a real increase in costs. Expenditure on
qualifying plant and machinery (P&M) will be eligible for
valuable, tax saving capital allowances (CAs) which
reduce taxable profits. Expenditure on qualifying P&M that
is integral to buildings, such as lifts and electrical
systems, currently qualify for CAs of 10% per annum,
calculated on the diminishing balance of original
expenditure. The cost of free-standing qualifying P&M,
such as office furniture and equipment, is currently eligible
for CAs of 20% per annum, again calculated on the
diminishing balance of original expenditure. The cost of
qualifying energy saving and water conserving P&M
qualifies for enhanced CAs of 100%, thereby fully writing
off the cost of such P&M for tax purposes in the year of
the expenditure. Long-life P&M, that is P&M expected

to have a useful life of 25 years or more, is eligible for
CAs at 10% per annum, again calculated on the
diminishing balance of original expenditure. If, for
example, ABC Properties plc constructs an office building
in 2010/11 at a cost of £100m, spending £30m on
qualifying integral P&M, of which £10m is long-life, and
£5m on energy saving P&M eligible for ECAs, it can claim
a total of £8m of CAs in 2010/11 consisting of £2m on
integral P&M (£20m @ 10%), £1m on long-life P&M
(E10m @ 10%) and £5m as ECAs (E5m @ 100%). CAs of
£8m save the company £2.2m in tax at the current
corporation tax rate of 28%. The balance of the CAs due
on integral and long-life P&M expenditure of £27m (£35m
- £8m) will be claimed over the succeeding accounting
periods at the reducing rates of corporation tax
announced in the Emergency Budget of June 2010, which
ultimately fall to 24% in 2014. The corporation tax saving
from all the £35m of CAs ultimately due should be in the
region of £8.75m in total once all the allowances have
been claimed. In the Emergency Budget of 2010 it was
announced that in 2012 CAs rates will be reduced from
20% to 18% for free-standing P&M, and from 10% to 8%
for integral and long-life P&M. When selling a property it is
normally possible to transfer the CAs to the purchaser for
a nominal amount, thereby permanently retaining the tax
benefit of the CAs previously claimed.
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When refurbishing an existing building certain expenditure on repairs and
renewals may qualify as tax deductible revenue expenditure, as opposed to
non-deductible capital expenditure. For example, roof repairs may qualify as
deductible revenue expenditure, whereas replacing the whole roof of a building
would most likely be capital expenditure. Such revenue expenditure should be
identified and charged to the Income Statement in the company's

accounts, rather than capitalised as fixed asset expenditure. In this way it
should qualify for full tax relief, reducing the profit for both accounting and tax
purposes and thereby saving tax accordingly. Revenue expenditure, as it is
fully written off in the year of the relevant expenditure, is more valuable than
CAs, as CAs, other than ECAs, are only deductible over a number of years,
whereas revenue expenditure is wholly relievable when incurred. So correct
analysis of refurbishment expenditure to identify and write off the revenue
expenditure is of considerable importance to tax paying businesses. For
example, ABC Properties plc spends £5m in 2010/11 refurbishing an office
building constructed fifteen years ago. A detailed analysis of the cost of the
refurbishment identifies roof repairs costing £500k and various other repairs
and renewals costing another £500k. The total repairs and renewals of £1m
are charged to the Income Statement in the company's accounts. Tax relief on
this £1m of allowable revenue expenditure is worth £280k to ABC Properties
plc at the current corporation tax rate of 28%.

Even normally tax exempt Real Estate Investment Trusts (REITs) will benefit
from CAs and revenue deductions. Although REITs are normally tax exempt,
their profits must still be adjusted under tax principles because REITs'
mandatory distributions to shareholders are based on their tax adjusted profits;
90% of a REITs tax adjusted profits must be distributed to shareholders. CAs
and revenue deductions reduce a REITs tax adjusted profits. Thus, every £1 of
CAs and revenue deductions claimed by a REIT save it 90p in dividends
payable; a very valuable cash saving available for investment in the property
business. Thus, for example, if ABC Properties plc, mentioned in the example
above, was a REIT, the £8m of CAs in the example above would reduce its
dividends payable to shareholders by 90%, or £7.2m, offering the company a
substantial cash saving benefit. The £1m of revenue refurbishment expenditure
would similarly save the company £900k of dividends to shareholders.

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



