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OSBORNE RECOGNISES IMPORTANCE
OF INVESTMENT INCENTIVES

Introduction

After much hype and press speculation around how the new
coalition was going to fund their utopian environment of
lower corporate taxes, the perceived easy target of
drastically reducing rates of Capital Allowances were in the
end only trimmed very modestly and also given a 21 month
reprieve before taking effect.

As a result, property owners and occupiers can breathe a
sigh of relief, whilst continuing to benefit from these
potentially very generous levels of tax relief.

What's changed

The headline announcements from the Chancellor were that the main
rate of Capital Allowances would fall from 20% to 18%, the special rate -
although why it's called special is a bit of a mystery - on integral features
and long life assets will fall from 10% to 8% and the Annual Investment
Allowance (AIA) will fall from £100,000 to £25,000. All the changes
coming into effect in April 2012.

What's not

Other areas of Capital Allowances that were not addressed and so
remain unchanged include:

Business Premises Renovation Allowances (BPRA's) - 100% tax
relief on the cost of bringing back into use vacant commercial
premises in circa 2,000 specially designated assisted areas.

Flat Conversion Allowances (FCA's) - 100% tax relief on the cost of
converting existing qualifying premises into flats for rental.

Enhanced Capital Allowances (ECA’s) - 100% tax relief on the cost
of new energy and water efficient equipment that falls within the
qualifying criteria set out by the ECA regime.

Support for investment incentives

Speculation about the reduction, or worse the possible complete
abolition, of Capital Allowances, resulted in much lobbying from
concerned industry bodies and professional organisations.

In the current economic climate it was argued Capital Allowances were
an essential fiscal tool, to not only encourage, but also to make capital
investment possible and financially viable.



It was also highlighted that whilst a lower headline rate
of corporation tax was something worth striving for,
there are a lot of taxpayers who are subject to income
tax, the lower rates of corporation tax or fall under a
completely different regime altogether. Significantly
reducing investment allowances without corresponding
adjustments in these other tax rates or arrangements
was, therefore, felt to put them at a disadvantage.

Impact of the changes

The reduction in the AIA will impact particularly hard on
sole traders and smaller companies whose annual
qualifying expenditure is above the reduced £25,000
limit. This change is also in some ways probably the
most surprising, not only because it is likely to hit the
new generation of business start ups that the coalition
are trying to encourage, but also because the rate was
only doubled to its current £100,000 limit back in March
of this year.

Other changes are less significant and means that for
a main pool item, which will include such things as
carpets, furniture, sanitary fittings, fire and burglar
alarms and telephone and data installations, it will
typically take an extra year to write off 80% of the
qualifying expenditure from April 2012.

For special rate pool items (that will include most of the
mechanical and electrical services installation, lifts and
escalators, as well as the hot and cold water services),
it will take an extra four years to write off 80% of the
qualifying expenditure.

Reducing balance basis, doesn't always
reflect true economic rates

Both the main rate and special rate will continue to be
given on a reducing balance basis, with the same
types of assets continuing to be pooled together under
their respective headings.

Whilst not a change, this continued regime has to be
guestioned for certain industries and sectors where
assets can reach the end of their economic life and be
scrapped or disposed off much quicker than the relief
is given. Retailers, Leisure companies and high tech
industries being prime examples.

Comparative tax saving

As Capital Allowances are a form of tax relief, their
ultimate value will be very different to a range or
claimants, depending on their effective rates of tax.
This rate of tax, be it corporation or income tax, can
range from around 6% for some of the larger mixed life
insurance company investors, through to 20% for
overseas investors, 28% for a large companies (which
will reduce down to an eventual target rate of 24% over
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the term of this Government), up to 50% for UK high
net worth individuals

The table below shows the effective net present value
benefit of £100,000 of qualifying expenditure in both
the main pool and special rate pool for each of the
above taxpayers assuming a 5% discount rate.

Mixed life Overseas Large HNW
fund; investor; corporate; individuals;
tax rate tax rate tax rate tax rate 50%
6% 20% 28%*
Main pool -
20% WDA £5,040 £16,800 £21,737 £41,999
Main pool -
18% WDA £4,930 £16,434 £19,901 £41,085
Special rate pool
- 10% WDA £4,191 £13,971 £17,632 £34,927
Special rate pool
- 8% WDA £3,857 £12,858 £15,509 £32,144

* Reduces by 1% per annum from 5 April 2011 to 24% from 5 April 2014.

The table shows that the reduced writing down
allowances announced on 22nd June will not
significantly impact on the overall tax savings that can
be achieved - a high net worth individual, for example,
will still be able to realise a tax saving of just over 41%
of their qualifying expenditure in real terms.

Just as importantly, the table highlights that the real
value of the tax relief can range hugely for different
claimant profiles. By ensuring, as far as possible, that
the relief is placed with the taxpayer who has the
highest effective rate of tax, opportunities clearly exist
to structure expenditure between parties in the most
tax efficient manner - reducing the overall post tax cost
of a deal/project and creating added value.

Property investors

Whilst not specifically created with them in mind, there
are specific rules which make Capital Allowances
particularly attractive to property investors.

Regardless of whether they are a corporate entity,
private individual or a partnership, income derived by
property investors are taxed under Schedule A rules.

A real benefit of this particular schedule of income is
that any related Capital Allowances, to the extent they
create a loss to the investor, can either be carried
forward, or alternatively and often more lucratively, set
off sideways against that investor’s other tax liabilities.
This means, for example, individuals or syndicates of
private investors can utilise any unclaimed allowances
to shelter the tax liabilities from other income sources.



Typical range of allowances

Whilst every property or project will need to be
reviewed on a case by case basis, the table below
shows some typical ranges based on our
benchmarking data from the thousands of properties
we have analysed over the years:

Total % Main Pool Special Rate
Property Type Qualifying Expenditure Poql
Expenditure
Min. | Max. | Min. | Max. | Min. | Max.
Offices - Non AC 15 22 4 6 11 16
Offices - AC 18 33 4 9 14 24
Office fit out 40 60 20 25 20 35
Shopping centres - 10 22 1 2 9 20
covered
Retail fit out 40 87 20 36 20 51
Hotel - budget/3* 18 32 7 14 11 18
Hotel - 4* 20 40 8 16 12 24
Care home 18 30 5 9 13 21
Doctor’s surgery 20 30 8 14 12 16

Retention on disposal

A further significant benefit of the Capital Allowances
regime which still remains in place after the budget is
the ability to retain the full benefit of any tax relief on
disposal of certain assets - typically fixtures. This is
even when the asset, or group of assets in question, is
sold at a significant profit.

An example of this would be where a property owner
builds a property for £4 million and that property
includes £1.2 million of assets (within the definition of
fixtures) that qualify for plant and machinery
allowances.

After ten years the owner may decide to sell the
property which now has a value of £7 million.

At the point of sale the unclaimed allowance by the
seller stands at just over £445,000, but despite the fact
the seller hasn't suffered any loss in value of the
qualifying fixtures, the legislation provides the ability for
him to retain not only what he has already claimed to
date, but also the remaining £445,000 of unclaimed
allowances.

Further potential opportunities would then exist if the
property was held as a single asset in an SPV to use
these allowances to create a loss to help shelter some
of the otherwise taxable capital gain on the property.
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Pre-planning claims

Taxation is very much an issue that should be dealt
with on a planned (pro-active) basis, as opposed to a
reporting (re-active) exercise.

In this respect Capital Allowances are no different.
Whether you are constructing a new property,
refurbishing or fitting out an existing property, acquiring
an existing property, either freehold or leasehold, or
even contributing to someone else’s expenditure, then
significant advantage and added benefits can often be
achieved by pro-actively planning the process.

Indeed our own research shows that on new
construction or fitting out/refurbishment projects, that
an added cash saving of up to 20% can be realised.

Structuring lease incentives

One area that is often overlooked, or certainly not
considered from a post tax viewpoint is the structuring
of lease incentives, i.e. incentives in whatever form
paid typically by landlords to attract tenants to vacant
space.

In the current market this certainly tends to be an issue
where the prospective tenant is in the driving seat.
Unfortunately many such tenants are misguided in this
respect and certainly fail to consider the deal by also
taking into account the landlord’s position.

When everything is thrown into the mix and considered
together, then often a very different outcome can arise
which is financially beneficial to both parties.

Indeed, we recently has a situation whereby we were
able to restructure a proposed deal to create an extra
18% cash benefit to be shared between a landlord and
a major high street retailer. On a £2 million incentive
this was quite a basic, but fundamental change worth
making.

Overage claims

Another area of Capital Allowances which is often
overlooked is the position when an existing property is
acquired, either for investment or as a fixed asset for
owner occupation.

Whilst there are now BPF standard pre-contract
enquiries, written by us, on Capital Allowances that
virtually all property lawyers use on acquisitions in the
UK, outside of Scotland, the system often falls down
due to the fact that either responses aren'’t received to
the enquiries, or if the responses are not investigated
deeply enough in order to establish the true position.
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Focusing on the replaced asset means opportunities are often lost to make
an unrestricted claim on the new asset. This results in sometimes
substantial amounts of tax relief being overlooked.

Tied in with this is the fact that the extent of assets that now qualify for
Capital Allowances was significantly extending in April 2008. This means
every property purchase after April 2008 will have additional allowances
that can be claimed.

Increased incentives for sustainability measures

A final area worth noting in this article is sustainability and in particular
measures undertaken to improve the energy and water efficiency of a
project or exiting property.

As mentioned previously, the current regime whereby 100% tax relief is
given on specific items of equipment that fall within the ECA regime still
exists - for large companies this provides around a 10% relative cost
saving on the capital cost compared with a non qualifying item.

Allowances are also available on the capital cost of improving the thermal
performance of existing commercial premises. Although not given at the
same generous rates as ECA’s, when added to the energy savings, can
make a significant difference to the financial viability of any such works.

Summary

Whilst a lot was expected from Mr Osborne, very little (radical) change was
actually announced and even these ‘changes’ were merely tinkering
around the edges, with almost a two year delay before implementation.

Capital Allowances continue, therefore, now and for the foreseeable future,
to provide a significant financial reward for capital investment in
commercial property.

These rewards can be enhanced even further if the issues are dealt with
on a proactively pre planned basis.

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 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.



