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WHAT NOW FOR CAPITAL ALLOWANCES?
(orC+LD=7)

Introduction

Now that David Cameron and Nick Clegg have found enough
common ground to form a Government, one thing we can be
certain about is that public money needs to be found from
somewhere to reduce the UK’s massive debts. The
Conservatives would prefer the emphasis to be on a reduction
in Government spending, whilst the Liberal Democrats believe
that a fairer system of taxation is the answer. In this brief
review we ponder on the question of ‘what might happen to
Capital Allowances under a Conservative and Liberal Democrat
coalition?’

Common ground

On the face of it there seems to be little common ground between the
Conservatives and the Liberal Democrats. We certainly cannot see the
Conservatives agreeing to the ‘mansion tax’ that was proposed by the
Liberal Democrats. The parties, however, may find common ground on the
proposals for restricting tax credits and Capital Allowances.

Whilst Labour condemned the Conservative proposal to cut Capital
Allowances, the Liberal Democrats may not be so opposed to such a
revenue raising measure, especially as it may allow a compromise between
the Liberal Democrat proposal to raise the income tax threshold and the
Conservative proposal to cut corporation tax. So what sort of reduction to
Capital Allowances could we see?

Possible reduction to Capital Allowances

There were no details that we could find within the Conservative manifesto
as to what form the proposed reductions to Capital Allowances would take,
other than the vague statement that the annual rates should be closer to
commercial depreciation. Notwithstanding this lack of detail, Labour has
suggested in their manifesto that the Conservatives would make the
following reductions to Capital Allowances:

1) Main pool plant rate reduced from 20% to 12.5%.
2) Special rate pool reduced from 10% to 6%.
3) Abolition of annual investment allowance.

If the Conservatives are intent on reducing complicated reliefs and making
the value of allowances closer to depreciation then the future for 100% first
year allowances (FYA) for both flat conversion allowances (flats above
shops) and business premises renovation allowances must be in doubt. It is
also unlikely that the Liberal Democrats would see the removal of FYAs as a
contentious issue, as they may view such allowances as often benefiting
wealthy individuals via collective investment schemes, rather than benefiting
trade businesses.
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Notwithstanding the above, it is likely that 100% FYAs would remain for
expenditure on energy efficient and environmentally beneficial machinery or
plant as part of the green agenda of both political parties. It is also likely that
research and development allowances would still attract a higher rate, although
the payable tax credits might be removed.

Ironically, the Conservatives have already fought and won a reprieve in the
case of Capital Allowances for furnished holiday lettings, but the value of this
relief would automatically be reduced by smaller writing-down allowances.

What it could mean for taxpayers

The main losers from any reduction to Capital Allowances would be large
retailers and similar businesses that incur significant capital expenditure on
plant and machinery every year. From our preliminary calculations we believe
that such businesses would be significantly worse off, even if David Cameron
managed to push through a 3% reduction to corporation tax.

There are unlikely to be any big winners if the aforementioned Capital Allowances
changes become reality. Whilst large businesses in the financial services sector
could potentially benefit from a reduction in corporation tax that is paid for by a cut
in Capital Allowances, there is likely to be conflict between the two political parties
arising from proposals that would benefit this business sector.

For property investors, it is likely that all income taxpayers will be worse off from
the reduction in Capital Allowances. The same applies to Real Estate Investment
Trusts (REITSs), although the issue is not so much tax, as the distribution of profits.
Lower Capital Allowances must mean a higher pay out is necessary by the REITs
and they do not benefit from a cut in corporation tax. As for large property
companies that are not REITs, the affect of the reduction in Capital Allowances
will depend on the amount of development and refurbishment work regularly
undertaken to their portfolios. The more passive the property investor, the lower
the Capital Allowances are likely to be before any reduction takes place.

Some final thoughts

The Conservatives also suggested in their manifesto that relief for interest
charges encourages higher gearing and should, therefore, be looked at with a
view to restricting the deduction against tax for this expense. If interest relief
was restricted, then Capital Allowances would obviously become more
valuable. This would apply to all types of businesses, but it would be especially
relevant for property investors.

One of the Liberal Democrat proposals is that small businesses could opt to be
taxed on a cash flow basis. This would have some interesting ramifications for
Capital Allowances for small businesses. Property investors are unlikely to gain
from such a move as they do not depreciate their properties and it seems
unlikely that a tax deduction would be based on capital expenditure, rather
than depreciation.

Finally, in view of the high level of uncertainty that currently exists regarding
the changes that could be made to Capital Allowances, we believe that
taxpayers would be well advised to carry out a comprehensive review of their
entitlement to this relief as soon as possible. If there is to be any significant
scope for tax planning ahead of possible changes, it will certainly be the pro-
active and well informed taxpayers that will benefit most.

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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