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Introduction 
 
Chancellor Osborne's first Budget included two proposals 
which will affect distributions by REITs to shareholders. One 
proposal will directly affect the quantum of such distributions 
to shareholders, and the other proposal will directly affect the 
way REITs make such distributions to shareholders.  
 
As a condition of REITs' tax-exemption on their rental income profits 
derived from their qualifying property investment businesses, they must 
distribute at least 90% of such profits to shareholders. Such dividends 
are known as Property Income Distributions (PIDs) and are taxed in 
shareholders' hands as if they were income from property. REIT 
shareholders pay tax on PIDs received in accordance with their own 
particular tax profiles. The REITs' profits subject to the mandatory, 
minimum, 90% distribution requirement are a REIT's qualifying rental 
income profits as adjusted under UK tax principles; albeit that REITs are 
tax exempt. One of the tax adjustments required is a deduction for full 
Capital Allowances due on capital expenditure on qualifying plant and 
machinery. As such Capital Allowances, which save tax for non-REIT, 
taxpaying companies, save tax-exempt REITS no tax, but only reduce 
their distributable profits, they are known for REITs as 'shadow' Capital 
Allowances. Every £1 of such 'shadow' Capital Allowances saves at least 
90p of PIDs, and are consequently of considerable importance to REITs 
as they enable REITs to retain valuable cash resources which can be 
used to invest in their businesses.  
 
In the Budget, the Chancellor announced his proposal to reduce the 
writing down rates of Capital Allowances on expenditure on plant and 
machinery, with effect from 1 April 2012. The rate reductions, which will 
affect both unrelieved, past plant and machinery expenditure pools and 
new plant and machinery expenditure, will be from 20% to 18% per 
annum in respect of plant and machinery such as free-standing 
machines, and from 10% to 8% per annum for plant and machinery 
integral to buildings, such as lifts. These reductions in 'shadow' Capital 
Allowances, which will consequently increase tax-adjusted profits, will 
result in increased tax liabilities for taxpaying companies, and increased 
distributions by REITs. The rate reductions will extend the period of time 
it will take to fully write-down qualifying expenditure, and thereby claim 
full relief, they will not reduce the total Capital Allowances ultimately due. 
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Whilst every effort has been made to ensure accuracy, information contained in this case study may not be comprehensive and recipients should not act upon it without seeking professional advice. 

An example will make clear the impact of the 
Chancellor's proposed reductions in the rates of 
'shadow' Capital Allowances due on REITs' mandatory 
distributions: 
  
XYZ REIT plc, whose accounting period ends on 31 
March each year, has brought forward main and 
integral 'shadow' Capital Allowances pools at 31 
March 2012 of £80 million and £50 million respectively. 
During the year ended 31 March 2013 it spends £20 
million on main pool plant and machinery and £10 
million on integral pool plant and machinery. XYZ REIT 
plc makes a qualifying rental income profit of £120 
million in 2012/13 and has disallowable expenditure for 
the year of £5 million. The 'shadow' Capital Allowances 
that would have been due in 2012/13 but for the 
Chancellor's proposals, and the allowances that will 
now be due are as follows: 

  
 

 Main 
P&M 
pool 

Integral 
  P&M 
  pool 

  Main 
  P&M 
  pool 

Integral 
  P&M 
  pool 

 Current 
   £m’s 

Current 
   £m’s 

Proposed  
   £m’s 

Proposed  
   £m’s 

Brought forward pools 
@ 1 April 2012 

80 50 80 50 

Add: Eligible P&M 
expenditure 2012/13 

20 10 20 10 

Total ‘Shadow’ Capital 
Allowances pools 

100 60 100 60 

Less: ‘Shadow’ Capital 
Allowances due 

(20)# (6)# (18)# (4.8)# 

Carried forward  
@ 31 March 2013 

£80m £54m £82m £55.2m 

 
 

Total ‘Shadow’ Capital 
Allowances, 2012/14 

£20m# £6m# £18m# £4.8m# 

TOTAL £26m * £22.8m* 

 
 
XYZ REIT plc’s tax-adjusted profit for the year for 
2012/13 will be as follows: 
 

     Current 
       £m’s 

   Proposed 
        £m’s 

Qualifying Rental Income Profit 120 120 

Add: Disallowable Expenditure 5 5 

Total 125 125 

Less: ‘Shadow’ Capital Allowances (26)* (22.8)* 

Tax-Adjusted profit for 2012/13 £99m £102.2m 

Minimum Distribution to 
Shareholders @ 90% 

£89.1m £91.98m 

 
 
 
 
 

Thus, if the Chancellor had not proposed to reduce 
the rates of Capital Allowances, the 'shadow' Capital 
Allowances due would have been £26 million as 
shown. In that case XYZ REIT plc's 2012/13 tax-
adjusted profits would have been £99 million, and the 
minimum PID would have been £89.1 million. Thus, 
as can be seen from this example, the reduction in 
Capital Allowances rates will increase XYZ REIT 
plc's minimum, mandatory, distributions to 
shareholders for 2012/13 by £2.88 million, from £89.1 
million to £91.98 million. In addition, in subsequent 
years the effect of reduced 'shadow' Capital 
Allowances due will increase PIDs payable to 
shareholders. 
 
The second proposal that affects REITs, and the only 
measure specifically targeted at REITs in the June 
2010 Budget, is the reintroduction by the new 
Coalition Government of a measure first announced 
in the Labour Government's final Budget in March 
2010, before the General Election. This proposes 
that REITs be allowed to issue stock dividends in lieu 
of cash dividends to meet their requirement to 
distribute at least 90% of their tax-adjusted property 
rental income profits to shareholders. This proposed 
relaxation of the REIT legislation has long been 
lobbied for by the British Property Federation. It will 
enable REITs to retain valuable cash resources and 
use shares instead of cash to pay their distribution 
requirements. This measure will be effective from the 
date that the Finance Bill including this change 
receives Royal Assent. Recipients of PIDs paid in 
stock will be subject to tax in the same way as where 
PIDs are paid in cash. REITs, who must normally 
deduct basic rate tax at 20% from gross PID 
payments in cash, must similarly deduct tax at 20% 
from PIDs paid using stock. 
 
Although the ability to pay PIDs in stock in lieu of 
cash will be welcomed by REITs, careful 
consideration will be needed as to the extent of use 
of this facility. If substantial numbers of shares are 
issued in the payment of PIDs, although this will 
obviate the need to utilise valuable cash resources, 
the new shares in issue as a result will themselves 
become subject to dividend payments when the REIT 
next pays a PID. Thus, if substantial numbers of new 
shares are issued, this will put pressure on the REIT 
to increase its dividends to maintain the dividend 
yield on its shares. If distributions are lowered to take 
account of the greater number of shares in issue, 
existing shareholders will be unhappy to see their 
dividend yields falling. This is likely to lead to a fall in 
the value of the shares on the Stock Market. 
Consequently REITs are likely to have to use the 
ability to pay PIDs in stock somewhat sparingly. Also, 
even where PIDs are paid in stock, other than for 
those shareholders eligible to receive PIDs gross, 
only 80% of the PID will be paid in stock, with 20% 
still payable in cash by deduction at source, to 
be remitted to HM Revenue & Customs.  
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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. 

A simple example will make clear the problem of paying too much PID in 
stock rather than cash: 
  
XYZ REIT plc, as in the example overleaf, must pay a PID of £91.98 million 
for the year ended 31 March 2013. This may be paid in cash, or in shares 
in XYZ REIT plc, or a by combination of both. The company aims to 
increase its dividends to shareholders year-on-year, the previous dividend 
yield was 4%. Although the REIT is keen to preserve valuable cash 
resources to reinvest in the business, it does not want to issue too much 
stock as such new stock will itself become eligible for dividend payments 
when the company next pays a dividend. XYZ REIT plc has 350 million 
ordinary shares in issue at 31 March 2013. After careful consideration it 
decides to pay the PID of £91.98 million as to £80 million in cash, and 
£11.98 million in shares. The company feels that this level of stock 
dividend will help preserve valuable cash resources, but at the same time 
should enable acceptable future growth in the level of PIDs for the 
enlarged capital base of the company taking into account the new shares 
now being issued to pay the PID for 2012/13. 
  
Practical Implications for REITs of the Proposed Re ductions in 
Rates of Capital Allowances   
  
The proposed reductions in the rates of Capital Allowances, or 'shadow' 
Capital Allowances for REITs, and the consequent increase in the 
minimum distributions REITs must pay to shareholders as PIDs, 
emphasises more than ever the need for REITs to ensure that they are 
fully claiming 'shadow' Capital Allowances. Specialist firms, such as Davis 
Langdon, can use their considerable expertise in this area to ensure that 
REITs claim all the 'shadow' Capital Allowances due, albeit from April 2012 
at the reduced rates. Enhanced Capital Allowances (ECAs) at 100% on 
qualifying expenditure on specified energy-saving plant and machinery 
remain unscathed by the budget and clearly offer substantial relief, thereby 
reducing a REIT's tax-adjusted profits, and thus reducing mandatory 
minimum PIDs by 90p for every £1 of ECAs. In addition, Land Remediation 
Relief (LRR), which also emerged unscathed from the budget, 
therefore remains available at 150% on qualifying land remediation 
expenditure. Thus every £1 of expenditure qualifying for LRR, saves a PID 
of £1.35, i.e. (£1 x 150%) x 90%. Once again Davis Langdon have experts 
in this field that can help REITs secure substantial LRR,  and consequently 
substantial PID savings. Obviously non-REIT, fully tax paying companies 
can save substantial amounts of tax by ensuring that they fully claim 
Capital Allowances, ECAs and LRR too. 
 
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. 


