HM Treasury, 1 Horse Guards Road, London, SWIA 2HQ

The Rt Hon Sir Menzies Campbell CBE QC MP 
16 Millgate

Cupar

Fife   KY15 5EG

8 JUL 2009

(Dear Menzies – written)

Thank you for your letter of 8 June to Alistair Darling enclosing correspondence from your constituents, (named in the original) about the implications of tax changes in the 2009 budget relating to furnished holiday lettings. I have been asked to reply and I am sorry for the delay.

(Constituents) would like to know of the implications for them and the self-catering industry in general.

It may be helpful if I give some background to the Budget announcement made on 22 April.  In general, the letting of property is treated as a property business and not as a trade.  Landlords are normally taxed on their rental income under the property income rules.  UK resident landlords are taxed in the UK on their property income, where ever in the world the property is situated.  Non-resident landlords are taxed in the UK on any income they receive from property situated in the UK.

Under the furnished holiday letting (FHL) rules, landlords of furnished holiday properties in the UK are taxed under the property income rules.  However, subject to certain qualifying conditions, they are treated as if they were trading for some tax purposes.  This means that they can obtain more flexible loss relief, additional capital allowances, certain capital gains tax reliefs, and relevant earnings treatment for pension purposes.

Landlords with income from furnished holiday accommodation that is situated elsewhere in the European Economic Area (EEA) did not qualify for the special treatment available to landlords with furnished holiday accommodation situated in the UK. They were treated instead in the same way as landlords of other types of overseas property, under the property income rules.  This difference may not be compliant with European law.  Therefore the Government had to choose whether to extend the preferential tax treatment to those who invest in European FHL properties, or withdraw

(last line of text not readable)
Extending the FHL rules to EEA properties would limit their benefit to UK tourism as it would allow UK landlords who invest in holiday accommodation abroad to claim the same preferential treatment.  Recent years have seen strong growth in the number of taxpayers owning properties abroad.  This trend is likely to continue and could increase further if the FHL rules were extended to include EEA properties on an indefinite basis.  Therefore it is likely that an indefinite extension of the FHL rules to EEA properties would also negatively impact upon UK tourism.

The Government supports the objective of a thriving UK tourism industry but doubts a distortion to the tax system is the best way of promoting it.  We have therefore decided to repeal the FHL rules from 6 April 2010 for income tax and capital gains tax purposes, and from 1 April 2010 for corporation tax purposes.

Until the repeal takes effect, the current Furnished Holiday Lettings rules will also apply to those with qualifying furnished holiday lettings situated elsewhere in the European Economic Area (EEA).  This change will only apply to those who pay tax in the UK on their property income.  Details on this change were published on HM Revenue & Customs website at Budget 2009, and can be found at www.hmrc.gov.uk/budget2009/fumished-hol-lets-1015.pdf .

The decision was taken to announce this withdrawal at Budget 2009, in order to provide a period of notice to those affected, and thus allow them time to plan for the change in tax treatment.  HMRC will provide further details about the repeal later this year.

(Constituents) are concerned that the removal of the FHL rules will mean that they are no longer treated as though they were carrying on a business.  This is not the case; someone who lets out a holiday cottage on a commercial basis will still be treated as if they are running a business.  I have set out below the main implications resulting from this change.

Once the rules are repealed, landlords of furnished holiday accommodation will continue to be taxed under the property income rules, but they will no longer be treated as if they were trading for some tax purposes.  There are still reliefs available under the property income rules.  For example they may still claim business expenses such as mortgage interest, the cost of repairs, rates, utilities and employees' wages as a deduction when they compute their taxable income from the property, in the same way as they do now.

Although the repeal of the FHL rules will remove the additional capital gains reliefs that are currently available to the owners of FHL properties, it will not impose a capital gains tax disadvantage on holiday accommodation.  Anyone selling a property may be liable to capital gains tax (CGT) on its disposal.  Depending on the vendor's circumstances, various reliefs are available to reduce the amount of tax payable.

Whilst the repeal of the FHL rules will change the way in which FHL losses can be  used, loss relief will still be available.  Individuals will be able to set their FHL losses against other property income in the year or future years, and companies will set their losses against income from other sources in the year or future years.

The repeal of the FHL rules will not affect the tax treatment of hotels or bed and breakfast accommodation, as these are trading activities.  Some people who let out holiday cottages also provide additional services to their customers, for example the provision of meals.  Where a landlord provides services over and above those normally provided by a landlord, some or all of the activity may amount to a trade.  This may apply in the case of a holiday complex consisting of self catering accommodation with additional on-site services for example a bar 1 restaurant, sports facilities and laundry.  HMRC have published guidance on this point at www.hmrc.gov.uk/manuals/pimmanual/PIM4300.htm .

As I have explained above, continuing the current position is not viable both for legal reasons and because it discriminates unfairly between different types of property business.  Extending the rules to EEA properties and repealing the rules would both address the legal issues.  Both these options could have impacts on UK tourism, but only

repeal will address the fairness issue.

Please pass on my thanks to (Constituents) for taking the trouble to raise their

concerns about this with us.

(Written – Yours Sincerely, Stephen Timms)
STEPHEN TIMMS

