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ABSTRACT

The European Court judgement (case 416/85) would probably have added more than 
£1,000 million in Value Added Tax to the commercial property sector of the United 
Kingdom economy. The Government’s response was to implement but mitigate the impact 
of this judgement by allowing taxpayers the opportunity to recover input tax (tax paid).

Early research based on investors’ reactions to this option to tax indicated a low take-up 
rate, with investors opting only where there was a clear financial advantage to do so. This 
was a significant outcome because the Government relied 011 this mechanism to mitigate the 
impact of the European Court judgement (case 416/85). This suggested an opportunity to 
examine the effectiveness of the Governments chosen method of mitigation.

The Government was unable to prevent the European Court’s requirement to extend value 
added tax affecting those individuals and companies who could recover only part or none of 
the tax. Commentators around the time of the judgement predicted a significant impact on 
rents associated with this sector of the commercial property market. This suggested an 
opportunity to examine the perceived effects on rents in this sector of the market.

The principal outcomes of the thesis are the results of a series of mail questionnaires 
developed from the key issues which examine the impact of waiver of exemption on the 
English commercial property market.

These show a variable but essentially low take-up rate of waiver of exemption and confirm 
the importance of the recovery of input tax as a key determinant in the decision to opt to 
tax. They also demonstrate that some exempt/part exempt tenants are willing to pay a 
premium or more rent to secure an unelected building.
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CH APTER ONE

AN IN TRO DUCTIO N TO  A STUDY O F TH E IM PA CT O F W A IVER O F

EX EM PTIO N  ON TH E EN G LISH  CO M M ER CIA L PR O PER TY  M ARK ET -

AIMS AND O BJECTIV ES

1.1.0 IN TRODU CTION

This thesis is the outcome of a research project to study the impact of waiver of 

exemption on the English commercial property market. Towards this objective the 

research project has incorporated two inter-related areas of study:

* To examine the effectiveness of waiver of exemption in mitigating 

the effects of the European Court (EC) judgement (case 416/85) (1) 

on the English commercial property market.

* To assess the perceived effects of waiver of exemption on rents in the 

English commercial property market.

Waiver of exemption, more commonly known as the option to tax, was introduced 

into the UK tax structure as part of the Finance Act 1989. The UK Government 

were obliged (EC judgement case 416/85) to extend Value Added Tax (VAT) to 

commercial construction and the purchase of the freehold interest in new 

commercial property. The Government chose waiver of exemption to mitigate the

l



impact of this judgement on the commercial property market by enabling some 

taxpayers to recover what would otherwise have been irrecoverable VAT.

Only Moore and Lawrence (2) had conducted empirical work in this area prior to 

the commencement of this project. Thus the research project was original, action 

based and was intended to contribute to the furtherance of knowledge in this field.

This introductory chapter is intended to familiarise the reader with the research 

project and has the following objectives:

* To introduce the subject matter.

* To define the parameters of the research, its aims, relationships to

current and previous studies, the methods employed and the nature of 

the discoveries made.

* To describe the construction of the thesis with a brief chapter

summary.

The chapter begins by considering the reasoning behind the decision to undertake a 

study of this subject.



1.2.0 BACKGROUND TO THE RESEARCH PROJECT

In 1990 with the exception of a survey of 151 property investors carried out by 

Moore and Lawrence (3) there had been no previous empirical study of waiver of 

exemption.

The observations of commentators at the time of its introduction were conflicting. 

Some questioned whether the option would be taken up:

“But we question whether this will be the case (invariably opt to tax), at 
least in the early years of the new regime while VAT on development land is 
not biting” . (4)

Others were certain that the option would be taken up by the majority:

“In the majority of cases, the best course will be to make the election” . (5)

But all were of the opinion that waiver of exemption would have an impact on the 

commercial property market:

“Quite simply values must fall because a substantial amount of tax is to be 
charged where none was paid before” . (6)

“In markets which are dominated by exempt tenants, it is conceivable that 
there would be a 13% (VAT @1 5 %)  drop in rental and capital value, if the 
option is exercised” . (7)
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It was apparent that an opportunity existed to establish what had actually happened 

to the commercial property market as a result of the changes in VAT introduced in 

the Finance Act 1989, which included waiver of exemption.

The next section briefly explains the background to the introduction of waiver of 

exemption.

1.2.1 A SOURCE O F CO N FLICT

It is the policy of the European Community that all Member States adopt a common 

VAT system, which is justified on the grounds of a need to harmonise tax bases to 

establish a common market.

At the time of the introduction of VAT into the United Kingdom (UK) in the 

Finance Act 1972 most UK property transactions were outside the scope of VAT. 

In 1981 the EC began to investigate the UK’s zero rating provisions leading to 

infraction proceedings, EC judgement (case 416/85), alleging that the UK had failed 

to fulfil its obligations under the Treaty of Rome (Sixth Directive 17 May 1977).

Judgement was given (21 June 1988) which obliged the UK to limit the sub­

category of zero rated supplies by removing it from business transactions, which are 

the sale of freehold interests in new commercial property or services of construction 

related to commercial property.
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Her Majesty’s Customs and Excise (HMCE) issued a consultation document (8) on 

21 June 1988 with a view to amending legislation which was issued in draft on 6 

February 1989 and enacted in Section 18, Schedule 3. Finance Act 1989 which 

became law following Royal Assent on 27 July 1989. The EC judgement (case 

416/85) obliged the UK Government to impose VAT on commercial construction 

and the purchase of the freehold interest in new commercial property.

The UK Government saw this judgement as a challenge to national sovereignty in 

that European law was being extended into domestic taxation. The Government 

proposed to mitigate the effects of the judgement by minimising the extra burden of 

the tax. The method chosen was the introduction of a new schedule 6A into the 

Value Added Tax Act 1983 permitting the option to tax certain exempt supplies, 

referred to as ‘waiver of exemption’ from 1 August 1989.

1.2.2 TH E NEED FOR EM PIR IC A L STUDIES

The UK Government was bound to implement the terms of the EC judgement (case 

416/85). Had that judgement been implemented in full, large amounts of extra tax 

would have been incurred on commercial construction and on the purchase of the 

freehold interest in new commercial property. This would have had a significant 

impact on commercial property investment and development.

The Government’s answer was to introduce a mechanism which allowed taxpayers 

the option to recover that VAT. This mechanism was waiver of exemption.

5



“The estimated yield from the proposals that I have announced will be some 
£65 million for the initial year 1989-90, rising to a full year level of £160 
million in 1991-92. This compares with a full year yield of £425 million 
that would accrue from the tax if the measures of mitigation which I have 
just announced were not introduced” . (9)

The Government’s first problem was that some tax payers might not take up the 

option to tax which would reduce the effectiveness of their chosen method of 

mitigation. Their second problem was that certain categories of occupier would 

bear the full burden of the extra VAT. These occupiers referred to as part 

exempt/exempt could only recover part or no VAT.

These then were the main opportunities:

* To analyse and assess the impact of waiver of exemption on the

English commercial property market.

* To analyse and evaluate original data concerning the state of the

English commercial property market.

* To make a contribution to knowledge.

6



1.3.0 RESEARCH METHOD AND CHAPTER SUMMARY

This research was designed to study the impact of waiver of exemption on the 

English commercial property market. The foundations for this work are:-

* A critical review of existing literature in relevant areas.

* An exploration of the impact of the Finance Act 1989 on the English 

commercial property market.

At the beginning of Chapter One it is acknowledged that there had been only one 

previous study of the option to tax carried out shortly after its introduction. There 

had been no subsequent assessment of market reactions. The analysis of empirical 

data was therefore essential to lay a firm foundation of knowledge.

Chapters Two and Three provide the historical background to the thesis. They 

trace with reference to existing literature, the development of VAT from post World 

War II co-operation in Europe, through its introduction into the UK and end by 

examining the implications of waiver of exemption for those involved with the 

English commercial property market.

Chapter Two examines the development of the European Community and Value 

Added Tax (VAT), its major system of indirect taxation for Member States. It 

considers the UK Government’s reluctance to become involved in post-war



European co-operation and hence its ability to influence the development of the 

European Community’s legislation, before gaining entry to the Community in 1973, 

a source of subsequent conflict.

The UK adopted VAT in 1972 and initially extended zero-rating (chargeable to 

VAT at zero per cent) to the construction of and grants of major interests in 

commercial buildings. But, as a result of the limits on the European Community’s 

revenues which this caused, the European Commission began to investigate the 

UK’s zero-rating policy which led to infraction proceedings (case 416/85). The 

subsequent judgement required the UK to remove from zero-rating the construction 

of buildings for non-domestic use.

The UK Government recognised the need to act quickly to avoid the damaging 

effects of the uncertainty and the extra tax which this judgement produced. The 

method chosen to mitigate its effects was the use of the ‘landlords option’ 

subsequently known as the option to tax.

After a period of consultation the Government brought forward its proposals to 

implement the EC judgement (case 416/85) as part of the Finance Bill 1989. The 

debate which followed, which is examined in Chapter Three, concentrates on the 

Government’s economic record rather than the VAT changes proposed. The 

legislation this produced was characterised by numerous and late amendments, 

partly as a result of the Government’s dilemma of having to implement the



Judgement whilst at the same time mitigating its effects. It required further 

amendment even after the Act became law on 1 April 1989.

The option to tax, which became effective from 1 August 1989, was introduced to 

allow taxpayers to recover input tax. Commentators around the time of the 

introduction of the Finance Act 1989 were under no misapprehension about the 

extensive impact which the changes in VAT treatment of non-domestic buildings 

would have on the English commercial property market not least in terms of the 

impact on rents. An appreciation of the English commercial property market can be 

obtained by reference to:

Enever, N ., and Isaac, D ., 1994. The Valuation of Property Investments, 5th 

Edition, Estates Gazette.

Millington, A .F ., 1988, An Introduction to Property Valuations, 3rd Edition, 

Estates Gazette.

In Chapter Four research hypotheses are developed for the two parallel and inter­

related areas of study. The literature search identified only one empirical study 

based on investors’ intentions regarding the option to tax. This established

• no sign of a general rush to opt to tax; and,
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• investors only intended to opt to tax where there was a clear financial 

advantage to do so.

This was a significant outcome because the Government relied on this mechanism to 

mitigate the effects of the EC judgement (case 416/85).

It is suggested in Chapter Four that the decision whether or not to elect to waive 

exemption might be linked to a cost benefit evaluation of the advantages and 

disadvantages associated with that decision. By establishing the factors which 

determine whether or not to opt to tax it might be possible to assess the 

effectiveness of waiver of exemption.

Fully taxable tenants can recover in full the VAT charged. Exempt tenants are 

unable to recover the VAT charged on rents and will bear the full burden of the tax. 

It is suggested in Chapter Four that economic price theory might provide an 

explanation of the impact of waiver of exemption, there will be a reduction in the 

disequilibrium rent paid by exempt/part exampt tenants to the equilibrium rent, post 

tax. There will also be a reduction in the quantity of commercial property offered 

to let.

Chapter Five examines the take-up of waiver of exemption and the absolute and 

relative importance of the factors which determine whether or no to opt to tax.
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Following a pilot survey to test the methodology and method, data was collected by 

mail questionnaire from property owners, in-house surveyors and professional 

advisors.

The results are anlaysed based on descriptive statistics produced from aggregate 

data and comparisons made between group and area responses. The conclusions 

drawn from this analysis are that there has been a variable take-up of waiver of 

exemption with most respondents opting to tax between 1-20% of their properties. 

The recovery of input tax was identified as the key factor in the decision to opt to 

tax.

Chapter Six assesses the perceived effects of waiver of exemption on rents in the 

English commercial property market. Rather than develop a methodology which 

would allow a quantitative analysis of changes in rents, market opinions were tested 

directly.

Following a pilot survey to test methodology and method data was collected by mail 

questionnaire from occupiers, developers, investors and surveyors and this was used 

to examine the key issues where were:-

(i) tax status

(ii) how occupiers were dealing with any increase in occupational costs results 

from being charged VAT on rents; and.



(iii) changes in the amount of accommodation offered to let.

The results are examined based on descriptive statistics from aggregate data and 

comparison made between group/area responses. The following results were 

obtained

* some part exempt/exempt tenants have sought to pay a lower rent on 

review when VAT has been charged on their rents.

* some part exempt/exempt tenants are willing to pay a premium or 

more rent to secure an unelected building.

* two tier markets have developed in some commercial centres.

* part exempt/exempt tenants are adopting a variety of approaches to 

deal with the extra VAT including taking less floor space.

* some exempt investors/developers have been discouraged from the 

development of new schemes.

* some exempt investors/developers have moved from new 

development to refurbishment.



The substantive conclusions are considered in Chapter Seven. These results 

indicate that the introduction of waiver of exemption has had a significant impact on 

the English commercial property market. There has been a variable but 

predominantly low take-up of the option to tax. The recovery of input tax is the 

key factor in determining whether or not to elect to waive exemption. The 

effectiveness of waiver of exemption has been affected by lack of knowledge and 

attempts by some individuals/companies to develop leases which avoid the VAT 

legislation.

Rents have in some instances been adversely affected as a result of landlords opting 

to tax, with some exempt/part exempt tenants seeking to pay a lower rent on 

review. Two tier markets have developed in some commercial centers, with some 

part exempt/exempt tenants prepared to pay a premium or more rent to secure an 

unelected building.

The extension of VAT in the Finance Act 1989 has had other effects with some part 

exempt/exempt tenants accepting reduced profits, raising product prices and taking 

less space to offset irrecoverable VAT. Some exempt/part exempt investors and 

developers have reduced site bids, been discouraged from new development and 

moved to refurbishment as a result of the extension of VAT to non-domestic 

construction.

VAT is a significant and in some instances crucial factor in the development of new 

premises.
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CHAPTER TWO 

WAIVER OF EXEMPTION AND THE ENFORCEMENT OF

EUROPEAN ECONOMIC COMMUNITY DIRECTIVES RELATING TO

INDIRECT TAXATION

2.1.0 INTRODUCTION

This chapter considers the origins of waiver of exemption. It begins with a study of 

post-war co-operation in Europe, tracing the development of the European 

Economic Community and its major system of indirect taxation - Value Added Tax 

(VAT).

The second part of this chapter considers the UK Government’s failure to comply 

with its obligations under the Treaty of Rome and its response to the requirement 

that VAT should be extended to non-domestic construction.

2.2.0 CO-OPERATION IN EUROPE

Forms of co-operation have existed throughout Europe for centuries. For example 

the Anglo-French Commercial Treaty of 1786, which was possibly the most 

important trade agreement of the eighteenth century, was an attempt to end the 

traditional rivalry between France and Britain. It was the pursuit of national self- 

interest which was seen by many as the cause of wars. But it was only the
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devastation and waste of the two World Wars which led some people to believe that 

there was a better way to organise European affairs. Winston Churchill called for,

“ .. .a kind of United States of Europe” (1)

The United States of America, in providing post-war Marshall Aid, strongly 

advised European States to remove the barriers that restricted trade between them 

and in 1947 the Organisation for European Economic Co-operation was established 

to help with co-ordination of post-war aid to Europe. Pressure to create a European 

Assembly from those who favoured a Federal Europe (an attempt to create a 

political union among separate states by dividing powers between a central authority 

and the members states) to provide political and economic co-operation led to the 

setting up of the Council of Europe in 1949 with an Assembly of European 

Parliaments and a Committee of Ministers. However the Council was only an 

advisory body.

This post-war co-operation in Europe was followed by a proposal from Robert 

Schuman (Prime Minister of France 1947-8 and Foreign Minister 1948 and 1952) 

which had been elaborated by Jean Monnet (former Assistant General of the League 

of Nations). The proposal was not initially aimed at integration of Europe but was 

to end the rivalry between France and Germany. The proposal had two objectives:

“ ...to  place the entire French and German coal and steel industry under a 
common High Authority in an organisation open to other countries of 
Europe” , and, “to abolish tariffs which restricted the free exchange of coal 
and steel products” . (2)
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On the whole Schuman’s plan was attractive to France and West Germany and was 

well received by Italy and the Benelux countries (Holland, Belgium and 

Luxembourg). However the plan was rejected by the British, with the Prime 

Minister, Mr Attlee commenting that the Government could not accept:

“ ....the principle that the most vital economic forces of this country should 
be handed over to an authority that is utterly undemocratic and is responsible 
to nobody” .(3)

Negotiations were completed in 1951 and Italy, Holland, Belgium, Luxembourg, 

France and West Germany signed the Treaty of Paris, establishing the European 

Coal and Steel Community (ECSC) in July 1952. The ECSC set up five institutions 

to operate a common market in steel and coal products abolishing tariffs, quotas, 

subsidies, restrictive practices and price discrimination. These were, a High 

Authority established in Luxembourg on 10th February 1953, the Council of 

Ministers, the Consultative Committee, the Common Assembly and the Court of 

Justice.

Further attempts at co-operation were made in the early 1950’s to set up a European 

Defence Community and a European Political Community but these failed.

To renew momentum towards closer unity the six countries which met in 1951 met 

again in Messina in June 1955 and declared their aim:



“ ...the development of a united Europe must be pursued by the development 
of common institutions, the progressive fusion of national economies, the 
creation of a common market and the progressive harmonisation of other 
social policies” . (4)

They set up an intergovernmental committee to examine and propose further 

strategies for greater integration. Paul Henri Spaak (the Belgian Foreign Minister) 

was appointed Committee Chairman and the Committee’s report, in 1956 provided 

the basic framework for the Treaty of Rome. The Treaty created the European 

Economic Community, the European Atomic Energy Council and set up a 

permanent economic community.

It soon became clear that the UK’s decision to remain outside the Community was 

questionable. The UK’s attempts to play an independent world-wide role were 

becoming increasingly costly and of little benefit. In addition, between 1957-60 

gross national product increased by 15% in the Community and only 10.8% in the 

UK. For the UK the dangers of staying outside the Community might outweigh the 

possible disadvantages of joining. However General de Gaule resisted the UK’s 

applications to join in 1961 and again in 1967.

It was only with the retirement of de Gaule that European integration appeared to 

regain momentum. The UK finally gained entry to the European Community in 

1973 following the signing of the Treaty of Accession on 22nd January 1972 albeit 

on disadvantageous terms since much of the existing European Community law and 

practice had been designed with the original Six in mind.



This has caused permanent friction between the European Communities and the UK 

which has become a feature of decision-making.

As the European Community moves towards an overall economic union one of the 

areas which needs harmonisation is taxation. The Treaty of Rome, whose aim is:

“ ...ever closer union of the European peoples” . (5)

contains specific provisions dealing with the harmonisation o f legislation in certain 

areas. Article 99 of the Treaty deals with taxation in particular. It reads as 

follows:

“The Commission shall consider how the legislation of the various Member 
States concerning turnover taxes, excise duties and other forms of indirect 
taxation, including countervailing measures applicable to trade between 
Members States, can be harmonised in the interest of the common market” .

(6)

Article 100 of the Treaty authorises the Council of Ministers (a body retained from 

the ECSC, which is the principal decision-making institution) to issue Directives, 

based on proposals of the European Commission, (a hybrid organisation with 

political and administrative tasks whose main functions include, upholding the 

European ideal, proposing new policy initiatives and ensuring existing policies are 

implemented) aimed at further harmonisation of domestic legal and administrative 

provision which have a direct impact on the formation and functioning of the 

Common Market. It states:



“The Council shall, acting unanimously on a proposal from the Commission, 
issue directives for the approximation of such provisions laid down by law, 
regulation or administrative action in Member States as directly affect the 
establishment or functioning of the Common M arket” . (7)

2.3.0 VALTJE ADDED TAX (VAT)

VAT has existed in Europe since its introduction into France in 1954 as part of a 

major reform of tax legislation replacing the existing form of a turnover tax. The 

European Community adopted VAT as its major system of indirect taxation with the 

First and Second Directives dated 11 April 1967. The First Directive committed 

Member States to replace existing cumulative tax systems with a non-cumulative 

VAT system by 1 January 1972 (new Member States were required to introduce the 

new system on entry). The second Directive introduced some basic concepts, 

including, ‘taxable person’ (a person who is registered or is required to be 

registered for VAT purposes and makes or intends to make taxable supplies).

The next significant move towards harmonisation was the European Community’s 

Sixth Directive issued on 17 May 1977 which set out in considerable detail the way 

in which VAT was to be applied in member countries. Article 1 of the Sixth 

Directive states that:

“Member States shall modify their present value added tax systems in 
accordance with the following Articles” ;

and,

2 1



“They shall adopt the necessary laws, regulations and administrative 
provisions so that the systems as modified enter into force at the earliest 
opportunity and by 1 January 1978 at the latest” . (8)

The Sixth Directive has been supplemented by further directives but the main 

objective of harmonisation has still not been achieved. The authority of the Sixth 

Directive is, however, being increasingly recognised by the courts and tribunals.

Sales taxes (i.e. a tax on sales) have been used for centuries by almost all countries 

world-wide. VAT was created as a refinement of the old sales tax system. 

Problems with the old system included: difficulties in quantification, easy evasion 

and an inflexible tax base. In contrast VAT is easily quantifiable, places little extra 

burden on the trader, has a wide coverage with few exceptions and allows the 

government to estimate its yield for economic planning purposes.

VAT is a general single stage tax on consumption which is collected fractionally 

along the whole chain of distribution from the point of first production or 

importation to the supply to the final consumer or to the point of exportation from 

the territory concerned.

Under the legislation the trader, known as ‘the taxable person’ has to account for 

the tax at specified rates on all outputs, effectively those sales which are liable to 

tax. However although the tax collected must be paid over to the authorities, a 

credit mechanism is available for the taxable person to recover tax which has been 

charged on the inputs (supplies) coming into the business (any economic activity
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carried out on a sufficiently regular or continuous basis). These inputs are normally 

the purchases made by the business for operating.

Although VAT is charged only on the supplies made in the course or furtherance of 

a business, supplies of certain goods or services are exempt which means that 

although they are made in the course or furtherance of business they are outside the 

scope of VAT. Supplies are either taxable or exempt and taxable supplies are either 

standard-rated (carries VAT at 17.5%) or zero-rated (chargeable to VAT at zero 

percent). A common feature of a VAT system is for outputs to be taxed through 

commodity lists included in the legislation of the country concerned.

VAT in its basic form is a very simple tax. The costs which would be incurred in 

trying to avoid VAT more than outweigh any benefits which might be gained from 

avoidance. Since only the person engaged in business activities is allowed to 

reclaim the VAT on his expenses and to charge the tax it follows in theory that the 

tax is neutral so far as the business is concerned, its burden being borne by the 

consumer who cannot make any claim for the recovery of the tax. VAT is 

essentially therefore a tax on final consumption by the retail customer collected at 

each stage of purchase and sale.

VAT was adopted into the UK with the passing of the Finance Act 1972 which 

became law on the 27 July 1972. The tax came into operation on 1 April 1973 

replacing the former purchase tax and selective employment tax. The legislation 

was subsequently consolidated in the Value Added Tax Act 1983.
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The scheme of treatment of land transactions which was established survived with 

modifications until 1989. The modifications have for the most part been minor. 

The most important was undoubtedly the removal of zero-rating treatment for 

construction services on alterations with effect from 1 June 1984, together with 

further restrictions of zero-rating provision.

The broad VAT picture in relation to property transactions before 1989 was that 

most of them were either outside the scope of VAT, were not carried out by taxable 

persons in the course or furtherance of a business or were exempt if they were so 

carried out. Zero-rating extended to the construction of new buildings and to fitting 

them with fitted kitchens and space and water heating appliances and to grants of 

major interests in buildings and their supplies such as hotel accommodation, 

exhibition space, car parking and some letting of facilities for sport and physical 

recreation and reverse premiums but these were, generally speaking, of relatively 

marginal importance.

In enacting the provisions of the Sixth Directive into UK law the Government took 

the view that Article 28 (‘Transitional Provisions’), would allow the UK to resist 

any erosion of the right to continue zero-rating supplies in subsequent years. In fact 

the UK’s zero-rating extended to some 17 different categories of supply, including 

certain foodstuffs, books, fuel and power. The UK’s zero-rating provisions as 

stated by the Judge-Rapporteur, Mr G.Bosco, in the European Court (case 416/85) 

which ensued quoting Commission studies:
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“ ..covered some 35% of private consumption in the U K ,.... Consequently, 
VAT coverage in the UK is limited to 44% of private consumption as 
compared with 90% in most other Member States” . (9)

It is because zero-rating has the effect of limiting the tax base for VAT and by 

inference Community revenues, that the European Council has been anxious to 

confine the ambit within which it can be imposed. However it should be stated that 

the UK’s contribution to the European Community’s central funding was not 

adversely affected by such extensive zero-rating as a result o f the special formula 

agreed with the European Commission.

Article 28(2) of the Sixth Directive states:

“Reduced rates and exemptions with refund of the tax paid at the preceding 
stage which are in force on 31 December 1975, and which satisfy the 
conditions stated in the last indent of Article 17 of the Second Council 
Directive of 11 April 1967, may be maintained until a date which shall be 
fixed by the Council, acting unanimously on a proposal from the 
Commission, but which shall not be later than that on which the charging of 
tax on imports and the remission of tax on exports in trade between the 
Member States are abolished.

On the basis of a report from the Commission the Council shall review the 
above mentioned reduced rates and exemptions every five years and acting, 
unanimously on a proposal from the Commission shall where appropriate 
adopt the measures required to ensure the progressive abolition thereof.” 
(10)

Article 17 of the Second Directive states that Member States may:

“ ...provide for reduced rates or even exemptions with refund, if appropriate, 
of the tax paid at the preceding stage, where the total incidence of such 
measures does not exceed that of the reliefs applied under the present 
system. Such measures may only be taken for clearly defined social 
reasons and for the benefit of the final consumer, and may not remain in 
force after the abolition of the imposition of tax on importation and the 
remission of tax on exportation in trade between Member States” . (11)



The Directives of the Council of Ministers become the ‘supreme’ legislation to the 

extent that once a directive has been issued the legislation of each member country 

must be immediately amended or new laws created to bring in the minimum 

requirements.

Whereas VAT Regulations are binding in their entirety and directly applicable in 

the legal system of all Member States, the Directives are binding only as to their 

result. The form and method of compliance is left to individual Member States. 

The European Court of Justice is empowered to ensure that in the interpretation and 

application of the Treaty, the law is observed in each Member State. In this 

connection it is the ultimate court of appeal and its decisions are binding in their 

entirety with specific reference to a Member State, commercial enterprise or private 

individual.

2.4.0 VAT ZERO-RATING PROVISION IN THE IJK AND THE 

COMMISSION

In 1981 the Commission began investigating the UK’s zero-rating provisions. 

There was an exchange of correspondence between the European Commission and 

HMCE in which the Commission suggested that the UK’s use of zero-rating was too 

extensive. HMCE maintained that all the UK zero-rated items were covered by 

Article 28 of the Sixth Directive. Not satisfied with such a response, the 

Commission then issued a ‘reasoned opinion’ against the UK Government and 

requested the latter to respond formally. The specific items challenged were:



(a) the construction and sale of private housing (but not local authority 

housing);

(b) animal feed stuffs, seeds and live animals yielding food for human 

consumption;

(c) construction of buildings for industrial and commercial use and in the 

community and in civil engineering sectors;

(d) fuel and power other than to final consumers;

(e) sewerage services and water supplied to industry;

(f) news services other than to final consumers; and,

(g) protective boots and helmets supplied to employers for the use of 

their employees.

The UK Government responded with a vigorous defence for the continued zero- 

rating of the above items in an attempt to satisfy the European Commission. 

However, the Commission then took the step of commencing formal infraction 

proceedings in the European Court of Justice, case 416/85, under Article 169 of the 

first Treaty of Rome, alleging that the UK failed to fulfil its obligations under the 

Treaty particularly under the Sixth Directive.



Formal hearing of the case took place in Luxembourg before the judges of the 

European Court of Justice on 15 September 1987. Following the formal hearing in 

accordance with normal procedure, the Advocate General (AG) gave a written 

opinion on the case on 2 December 1987. The A G ’s opinion is important in that it 

provides a written form of advice to the full Court of Judges and is normally 

upheld. Thus although the formal judgement was not given until 21 June 1988 it 

was possible to anticipate the outcome following the AG’s opinion. Both the AG, 

and the Court looked closely at the phrases ‘for clearly defined social reasons’ and 

‘for the benefit of the final consumer’. In the AG’s opinion both had to be read 

together and therefore in considering each item both had to be satisfied for the zero- 

rating to be lawful.

In considering ‘clearly defined social reasons’ the AG suggested that the Court 

should declare zero-rating contrary to Community Law only where its objective was 

clearly unrelated to the satisfaction of fundamental needs. This is clearly a 

controversial area since whilst the application of zero-rating could result in a 

reduction of the tax burden on the least well-off in society, it could also be used by 

Member States to satisfy the needs of a great majority of the population e.g. zero- 

rating of animal food in the UK. The European Court held that the Commission has 

a role in keeping social policies under review to ensure that the consequent zero- 

rating is restricted to what is justified by the social policies concerned.

The Commission regarded a ‘final consumer’ as:



“ ...those persons who stand at the final stage in the manufacturing and 
commercial chain and have no right to deduct VAT, that is to say non- 
taxable persons.” (12)

In this way a distinction is drawn between the case of a retailer who buys stock for 

his shop and the customer who buys an article from the retailer for his personal use. 

The retailer is not the final consumer since he can recover the input tax. However, 

the consumer is the final customer since he cannot.

In considering the phrase, ‘for the benefit of the final consumer’ it was held that a 

supply would be for the benefit of the final consumer if it is made to him or if it is 

made,

“ ...a t a stage higher in the production or distribution chain which is 
nevertheless sufficiently close to the (final) consumer to be of advantage to 
him  ” (13)

The AG thought that a degree of caution was necessary in considering the notion of 

‘benefit’ to the final consumer in view of the complexity which certain 

circumstances could produce. However if this was likely to be of benefit for the 

final consumer the Court should not reject the application of zero-rating to inputs 

which are directly and exclusively used in the product which is itself zero-rated, 

(this led to the eventual acceptance by the Court of the UK’s application of zero- 

rating to animal feedstuffs).

Using this analysis the AG and then the Court considered each item in turn 

explaining their reasons for accepting or dismissing zero-rating in each case.
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The AG recognised that construction, extending to the housing sector, industrial and 

commercial buildings, community and civil engineering sectors was the most 

significant area under question. The UK argued that it was difficult to distinguish 

between local authority housing, which clearly justified zero-rating from other 

housing, since housing now occupied by the most underprivileged in society was in 

many cases provided by the private sector as a result of recent social measures taken 

to encourage home ownership. The AG contended that such a wide view was 

unacceptable. The Court could not uphold the UK’s contention that the zero-rating 

of these sectors encouraged renewal of infrastructure and buildings. The contention 

was unacceptable because if these were to benefit the final consumer then to treat 

the whole population as the final consumer was not compatible with the distinctions 

made above.

The European Court in giving its decision also accepted the UK’s argument that 

zero-rating was lawful in respect of animal feed stuffs, seeds and live animals 

yielding food for human consumption. However it ruled that the zero-rating of the 

remaining items under challenge did not comply with Article 28 of the Sixth 

Directive and that the UK had failed to fulfil its obligations under the Treaty of 

Rome.



2.5.0 THE RESPONSE OF THE UK GOVERNMENT

The Government appreciated the need to react quickly to the decision and on the 

afternoon of the Court’s judgement, the Economic Secretary to the Treasury, Mr 

Peter Lilley made the following comments to Parliament:

“The Government will study carefully the detailed terms of the court’s 
judgement, against which there is no right of appeal and with which it is 
obliged to comply. The Government will consult interested parties, 
including trade and professional bodies and also charities, on how the 
judgement can best be applied in practice. Legislation to implement the 
judgement will then be brought before the House for approval as part of next 
year’s Budget. I can give the House an assurance that no changes will take 
effect before 1 April 1989.” (14)

He went on to say:

“In the meantime, I am concerned to avoid the damaging effects of a period 
of uncertainty for the construction industry and its customers, and to 
mitigate the effects of the extension of Value Added Tax to non-domestic 
construction. (15)

On the same day (21 June 88) a HMCE consultation document was released in 

which comments and representations on certain aspects of the proposed changes 

were invited. This contained certain ‘key decisions’:

(a) Non-domestic construction services and the freehold sale of new non­

domestic buildings and of land for non-domestic developments were 

to be taxed at the standard rate.



(b) The change from zero-rating to standard-rating was to apply from 1

April 1989. The normal transitional rules for bringing in a VAT §

change were to apply. But in addition, because of the long-term 

nature of many building contracts, there was exceptionally to be a |

relief for contracts entered into before 21 June 1988. Zero-rating 

was thus to continue for these qualifying contracts even if the 

supplier concerned would normally have tax points on or after 1 i

April 1989. §

!

’

(c) In order to mitigate the effect on the construction and property

industries, a provision permitted by Article 13C of the Sixth |
•i

Directive, known as the ‘landlords’ option’, was to be introduced. €
■I

There follows an extract from the HMCE Consultation Paper issued 

on 21 June 1988 relating to the option to tax:

“With effect from 1 August 1989 any person making a supply 
in respect of any non-domestic building, or of any developed 
land (other than building land) used for a non-domestic 
purpose, which would be an exempt supply under item 1 of 
Group 1, Schedule 6, will be able to opt to convert that 
supply, and all his future supplies in respect of that particular 
building or land, into a taxable supply. The main features of *:l
the scheme will be:

%
(i) The option is entirely at the discretion of the

supplier: he will not be obliged to consult the 
recipient before deciding whether to opt 
although he may choose to do so in practice. |

I
(ii) The option applies to both new and existing ~|

buildings and must be exercised on a building 
by building basis. Once exercised, it cannot be 
varied for future supplies (letting or sale).
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Landlords will have to send Customs and 
Excise a list of the buildings for which they are 
opting except where the only supplies eligible 
for option treatment in respect of a particular 
building are licences to occupy as opposed to 
leases/tenancies.

A landlord will not be able to opt to tax a 
lease/tenancy/licence to occupy any part of a 
building which is to be used as a dwelling; any 
supply related to a dwelling must remain an 
exempt supply (or in appropriate cases, under 
Group 8/8A, a zero-rated supply).

In respect of existing buildings, landlords will 
have to charge value added tax as if the 
consideration for each supply under the option 
was one half of the rent due for the period 1 
August 1989 to 31 July 1990. Tax will become 
chargeable on the basis of the full rent due for 
periods from 1 August 1990 onwards. For 
charities the phasing-in will be over a five year 
period, starting on 1 August 1989, with the 
appropriate adjustments being made to the 
proportions of rent chargeable with value added 
tax. For new buildings unoccupied by tenants 
or licensees at 1 August 1989, tax will become 
chargeable on the basis of the full rent due 
from the commencement of the lease or 
licence.

A landlord who opts for taxation from 1 
August 1989 will be able, in respect of lettings 
which up until 31 March 1989 were zero-rated 
under item 1 of Group 8/8A, to disregard for 
partial exemption purposes the four months 
from April to July 1989 in which the rents 
become exempt. In addition a landlord who 
has opted for any building or land and who has 
to apply the transitional relief described in (v) 
will be able to treat the input tax incurred in 
respect of that building or land for the years 
concerned as fully deductible subject to the 
normal ru les.” (16)



2.6.0 SUMMARY AND CONCLUSIONS

The purpose of this chapter has been to trace the origin of waiver of exemption. 

This began with a study of the need for closer post-war co-operation in Europe. 

The UK Government’s initial reluctance to become involved in post-war co­

operation in Europe led to the United Kingdom’s exclusion from it until 1973 with 

the disadvantageous result that European law and practice was designed for the 

original Six.

This source of conflict led to infraction proceedings - case 416/85 which held that 

the UK Government had failed to fulfil its obligations under the Treaty of Rome.

The UK Government which was obliged to comply with this EC judgement (case 

416/85) was determined to mitigate the effects of its extension of VAT into non­

domestic construction. The chosen method was a provision permitted by Article 

13C of the Sixth Directive known as the ‘landlord’s option’. The development of 

this option, referred to in subsequent legislation as an election to waive exemption, 

will be considered in the next chapter.
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CHAPTER THREE

THE FINANCE ACT 1989 - DEVELOPMENT. 

APPLICATION. AMENDMENTS AND POST 

LEGISLATIVE COMMENTARY

3.1.0 INTRODUCTION

A study of the development of the VAT changes in the treatment of land and 

buildings in the UK following EC judgement (case 416/85) is fundamental to an 

understanding of the impact which these changes have had on the commercial 

property market.

The purpose of this chapter will be to consider that development, to provide a 

rigorous explanation of the enacted legislation and to examine the potential effect of 

these changes on the English commercial property market.

An explanation of the transitional provisions introduced by the Government to 

mitigate the impact of and subsequent amendments to the Finance Act 1989 is also 

included in this chapter because of their potential impact on this research.
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3.2.0 THE FINANCE BILL DEBATE

Chapter Two concluded with the Governments decision to consult widely before 

introducing legislation to implement the EC judgement (case 416/85). The 

Government’s proposals for reform were brought before the House of Commons on 

20 March 1989 as part of the Finance Bill 1989 (the relevant extracts are 

reproduced in Appendix 2). This Bill was an extensive document with some 250 

pages and the debate which followed at Second Reading on 25 April 1989 centred 

on those clauses which reflected the Government’s economic record rather than 

those relating to the proposed changes in VAT. Some M P’s expressed concern:

“This is a mammoth Finance Bill with 250 pages  We must consider
carefully whether it will be possible for any Standing Committee to give the 
Bill the attention it needs if our financial legislation is to be properly 
scrutinised.” (1)

After Second Reading, the Bill then passed to Select Committee - Standing 

Committee G. Here Schedule 3 of the Bill, which contained the proposed changes in 

VAT, finally received some reasoned debate. Maas summarises the standard of the 

debate thus:

“Readers can draw their own conclusions as to how thorough the scrutiny 
has been from the fact that the committee devoted 5 l/z hours to consideration 
of these provisions (relating to VAT), 1 hr 40 mins to the three pages on 
residential development and non-business charitable development, 50 mins to 
the nine lines on caravan pitches, and 3 hrs to the remaining 114/5 pages on 
land and commercial buildings - an average of about 15 mins per page.” (2)



Commentators who provided an explanation of the proposed legislation focused on 

two areas which were considered to be the most controversial and likely to have the 

most impact. These were, the option to tax and the attempts to charge VAT on 

non-domestic building land.

This section begins with an explanation of the proposed legislation introducing 

waiver of exemption and highlighting some of its more controversial features.

The second part of this section considers the Government’s attempts to charge VAT 

on non-domestic building land including the numerous amendments made to this 

part of the draft legislation as it passed through the House of Commons and ends 

with a discussion of the legislation as finally enacted.

3.2.1 THE ELECTION TO WAIVE EXEMPTION

The election to waive exemption has its origins in Article 13C of the Sixth Directive 

(3). This article enables Member States to allow their taxpayers a right of option to 

tax the letting and leasing of immovable property and certain other specific 

transactions where they would otherwise be exempt. It also allows the Member 

State to restrict the scope of the option and to fix details of its use.

The option to tax has been used by other Member States for a number of years, 

each adopting a different set of rules. The UK Government when introducing the 

option chose its own rules based on the experiences of other Member States and the



results of the process of consultation set up immediately following the EC 

judgement (case 416/85).

The proposed legislation is contained in paragraphs 2,3 & 4 of the Finance Bill 

1989 reproduced in Appendix 2.

The effect of waiver of exemption is to allow taxpayers the ability to make taxable 

what would otherwise be exempt supplies of interests in land. For example under 

the proposed legislation if an institution bought the freehold interest in a new 

commercial property VAT would be payable on the purchase price. If the 

purchaser were to let the building the VAT paid would be irrecoverable because 

such a letting involves the making of a supply which doesn’t incur VAT. If this 

institution chose to elect to waive exemption it would be able to recover the VAT 

paid on the purchase price because it would be able to attribute its input tax to the 

making by it of a taxable supply. The effect of waiver of exemption is to pass the 

VAT burden down the line to the ultimate occupier of the premises.

So long as the building is occupied for the purpose of a fully taxable business the 

occupier will be able to recover the VAT charged on rents and most taxpayers will 

be unaffected by waiver of exemption. It is only where an occupier does not use 

the premises only for taxable purposes that a detrimental effect may occur. Such 

exempt/part exempt occupiers include banks, building societies and insurance 

companies whose businesses are involved in the making of exempt supplies.



Exempt occupiers are unable to recover VAT charged on rent and will bear the full 

burden of the tax.

Waiver of exemption was introduced by the Government to enable VAT incurred in 

respect of the property concerned to be recovered. For example a person who 

constructs a commercial building may elect to waive exemption and in doing so, 

provided all the requirements of the proposed legislation are satisfied, will be able 

to recover the VAT incurred on the construction costs of that building.

3.2.1.1 The Extent of Waiver of Exemption

Sub-paragraphs 2(2) and 3(2) Finance Bill 1989 define those buildings which may 

be subject to an election to waive exemption.

Paragraph 3(2) of Finance Bill 1989 provided that an election to waive exemption 

could be made in relation to any building or land:

“3.-(2)An election under paragraph 2 above may be made in relation to -

(a) any building (or planned building) specified, or of a 
description specified, in the election, other than one on 
agricultural land;

(b) all agricultural land (including the buildings on such land) in
which the person making the election has (or after the election 
obtains) an interest, over which he has (or obtains) a right or
which he has (or obtains) a licence to occupy, or

(c) any land (not being land on which a building has been or is 
being constructed or agricultural land) specified, or of a 
description specified in the election.”
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But the grant of an interest in land cannot be made taxable if it is in relation to:

“2.-(2) (a) a building or part of a building intended for use as a dwelling 
or number of dwellings or solely for a relevant residential 
purpose; or

(b) a building or part of a building intended for use solely for a 
relevant charitable purpose, other than as an office.”

The taxpayer’s apparent freedom to chose any non-domestic/charitable building or 

land on which to elect to waive exemption is further limited by the Bill:

“3.-(2).......  and for the purposes of paragraph (a) of this sub-paragraph
buildings linked internally or by a covered walkway, and parades, precincts 
and complexes divided into separate units, shall be taken to be a single 
building (if they otherwise would not be).”

HM CE’s attempt to minimise the number of separate properties in respect of which 

an election was deliberate. For example there would be difficulties in apportioning 

the costs of services such as car parking and landscaping between the tenants of a 

multi-tenanted office block if the landlord elected to waive exemption for some but 

not all tenants. But commentators suggested that there would be problems with this 

provision,

“This is a provision of enormous breadth and therefore uncertainty.” (4)

Parades, precincts and complexes are not defined by the legislation and as such are 

open to differing interpretations. The impact of this sub-paragraph is to ensure that 

large complexes such as the Barbican would be treated as a single building for the 

purposes of making an election. The difficulty which this sub-paragraph introduces
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is that in exercising the option on a small kiosk forming part of a much larger 

complex the whole complex becomes subject to the election.

The Royal Institution of Chartered Surveyors (RICS) in their briefing note to 

Standing Committee G found:

“ ..the attempt to define shopping parades, buildings linked by walkways and 
other groups of buildings as single buildings both illogical and contrary to 
market practice.” (5)

Paragraph 3(2) was the subject of limited debate in Standing Committee where the 

opposition put forward an amendment that the linkage should be at the discretion of 

the owner. This amendment was not accepted. The Secretary of State, Mr Peter 

Lilley, commented that this was necessary to avoid issues of complexity (6).

3.2.1.2 The Making of an Election to Waive Exemption

The proposed legislation contained no rules as to the form of making an election to 

waive exemption. But, sub-paragraph 3(1) of the Finance Bill 1989 provided that:

“3 .-(l) An election under paragraph 2 shall have effect -

(a) from the beginning of the day on which the election is made 
or of any later day specified in the election; or

(b) where the election is made before 1 November 1989, from 
the beginning of 1 August 1989 or any later day so specified.”



Sub-paragraph 3(4) of the Finance Bill 1989 provided for the period of notice which 

HMCE require:

“3.-(4)Except where the Commissioners otherwise allow, a notification 
required under sub-paragraph (3) above shall be given not later than the 
period of thirty days beginning with the day on which the election is m ade.”

The notice will not be effective unless it is given in a written form which HMCE 

prescribe (sub-para.3(3) Finance Bill 1989). This is set out in VAT Notice 742 

paragraph 51:

“51. You must give written notice of your option to tax to your local VAT 
office not later than 10 (subsequently amended to 30) days after you exercise 
it. If you are not already registered for VAT, but will become registerable 
by exercising the option to tax, you must include your written notice with 
your application for registration. You need not, however, give written 
notice where you opt to tax and the total consideration for which you have 
opted is expected to be less than £20,000 in the next 12 m onths.” (7)

3.2.1.3 The Consequences of Making an Election to Waive Exemption

This section considers some of the more controversial aspects of waiver of 

exemption specifically highlighted by commentators.

Paragraph 3(3) of the Finance Bill 1989 provides that once made an election to 

waive exemption is irrevocable:

“3.-(3)An election under paragraph 2 above shall be irrevocable
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This has the effect that once made any subsequent supply by the person making the 

election as regards the land and buildings concerned will be a taxable supply. For 

example if a building is let, VAT will be charged on rents and any subsequent sale 

of the landlord’s interest.

The issue of irrevocability was discussed in Standing Committee G (8), but only in 

the context of buildings o f architectural merit. The opposition were concerned that 

this might lead to an increase in the total demolition of buildings o f architectural 

merit. Their amendment was subsequently withdrawn. The debate failed to 

consider such important issues as the impact of irrevocability on future exempt/part 

exempt purchasers or tenants who would have to bear the burden o f the tax.

An election to waive exemption can be made at any time but in making an election, 

landlords do not need to obtain their tenant’s consent. Soares considered the ability 

given to one taxpayer to impose a tax on another,

“ .. .hardly to the credit of the Government.. . . ” (9)

Those debating the proposed legislation in Standing Committee G shared Soare’s 

concern. But Mr Peter Lilley responding for the Government rejected the 

opposition's claims for a tenant’s veto. He indicated that this:

“ ...could create great complexities, the opportunity for fraud and greater 
problems of enforcing compliance.” (10)
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An election to waive exemption is personal to the individual or company (within the 

same VAT group) making the election. It has no effect on the position of any other 

person, e.g. a multi-occupied building with freeholder, headlessee and tenants. An 

election by the freehold owner will not mean that the headlessee will be regarded as 

having made an election. In practice such an action by the freeholder may 

necessitate their headlessee making an election to waive exemption to recover the 

VAT charged on rent.

Once made all subsequent supplies by the person who elected to waive exemption in 

respect of the land and building concerned will be taxable at the standard rate. For 

example, the freehold sale of a building over three years old will be taxable if the 

owner has elected to waive exemption. Such an election is exercisable on a building 

by building basis. It would be impractical for one option to include every property 

in the landlord’s portfolio.

The option to tax may apply to both new and existing leases. Whilst it would have 

been entirely possible for the Government to allow the option on leases post 1 April 

1989 this would have reduced the mitigating effects of the proposed legislation.

Having completed a consideration of the consequences of making an election to 

waive exemption the following section looks at the controversial proposals for 

building land introduced in the Finance Bill 1989.



3.2.2 THE GOVERNMENT’S PROPOSALS TO CHARGE VAT ON

BUILDING LAND

The HMCE consultation document released on 21 June 88 (11) proposed that the 

freehold sale of building land other than land sold with planning permission wholly 

for residential development would be removed from exemption and be made liable 

to VAT at the standard rate.

Articles 4.3(b) (12) and 13B(h) (13) of the Sixth Directive require that a supply of 

building land is taxed. The UK had taken advantage of Article 28.3(b) (14) and 

Annexe F, item 16 (15) of the Sixth Directive, a transitional derogation whereby 

building land could be exempted.

Mr P Lilley, Economic Secretary to the Treasury, explained the Government’s 

reasoning behind charging VAT on building land thus:

“Exemption made sense when new buildings were zero rated, but once we 
had been required by the European Court to tax new, non-domestic buildings 
it would not have been sensible to continue with the building land exemption 
for this category of building. This is because retaining an exemption for the 
largest cost element - or second largest after labour - in the overall cost of a 
new building would have introduced a gross distortion in the market place. 
It would have introduced a massive fiscal incentive in favour of self­
developments and against buying from a developer or renting from a 
landlord. When a building is bought or leased, the price or rent paid reflects 
the open market value of the building including the land on which it stands. 
People buying or renting accommodation would be paying VAT on the full 
price or rent charged. By contrast, if they could go out and acquire the land 
for their new accommodation before a brick had been laid upon it, they 
would pay no VAT on the land and thus bear VAT only on the cost of 
construction.” (16)



The Government hoped that it would be possible to arrive at a satisfactory definition 

of building land and HMCE invited comments on the most appropriate definition in 

their consultation document (17). The RICS in a briefing note for Standing 

Committee G of the House of Commons who were considering the Finance Bill 

1989 considered the proposed definition of building land to be:

“ ..a matter of particular concern.” (18)

The RICS criticised the proposal both in terms of principle and practice. They 

considered that the proposed tax was effectively a tax on betterment and they found 

the concept of charging VAT where no money might be passing:

“ ..very unsatisfactory.” (19)

The RICS also felt that there would be valuation and workload problems if the new 

tax were to be administered by the Valuation Office.

The comments of the RICS and others led the Government to realise that their initial 

proposals would prove unworkable. Peter Lilley alluded to some of the other 

problems during the Standing Committee debate:

“Originally at the time of the European Court judgement last June when the 
consultation paper was issued, we hoped it would be possible to arrive at a 
satisfactory definition of building land, bearing in mind in particular that we 
did not want to apply VAT to what became land for housing. However, the 
longer the consultation exercise progressed, the more we became convinced 
that taxing the actual sales of building land, however defined was not the 
answer. On the one hand, if land assumed the status o f building land only 
after planning permission was obtained, land acquired before planning



permission would escape VAT. We would, indeed, be introducing a fiscal 
incentive to get land for development before obtaining planning permission. 
Thus the distortion in favour of self-development would still be there. The 
same thing would happen when buildings were obtained with a view to 
demolition or redevelopment. At the time the buildings were acquired, the 
vendor would not know for certain whether redevelopment would be 
permitted and he could not be said to be making a supply of building land. 
A similar problem would arise in respect of building land for housing which 
we want to remain exempt. How would a vendor know whether land he was 
going to sell was going to be used for offices or other commercial buildings, 
or for houses, or for a mixture of the two?” (20)

The Government had become convinced that taxing actual sales of building land was 

not the way to proceed. Therefore the Government devised a scheme which applied 

VAT at the time construction commenced on a self supply basis. This scheme is 

examined in the following section.

3.2.2.1 The Self Supply of Building Land Proposal (not enacted)

The scheme which was devised to overcome the difficulties arising out of the 

proposal to tax the actual sales of building land can be found in paragraphs 5, 6 and 

7, Schedule 6A Finance Bill 1989. (21)

The revised proposal was that VAT should be applied at the time construction 

commenced. It was agreed that at this stage it would be beyond all doubt that the 

land was building land and the nature of the building (residential or commercial) 

could be identified.
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VAT charged on land occupied before 1 April 89 was to be based on the historic 

cost value of the land. VAT charged on land acquired after 1 April 89 was to be 

based on the open market value of the land when brought into development.

The scheme as proposed required approval for a derogation from the EC Sixth 

Directive. It became clear as time went on that this would not be forthcoming 

because the proposal departed too far from the general tax structure provided for in 

the Sixth Directive. As a result the Government was forced to make yet further 

changes to their proposals which are examined in the following section.

3.2.2.2 The Self Supply of Finished Buildings Proposal (not enacted)

The Government abandoned its building land proposals on 18 May 1989 at the 

Standing Committee Stage of the Finance Bill 1989 and replaced it with a scheme 

which was supposed to focus on effective taxation of all non-domestic buildings at 

the time they are ready to be supplied for the first time.

Maas describes these new proposals as:

“ ..a somewhat nastier provision.” (22)

Johnson describes them as:

“ ...m ore penal than those on building land.” (23)



The amended scheme provided that, for new construction, VAT was to be assessed 

at the standard rate on the deemed self supply of buildings, except:

(i) where construction commenced before 1 August 1989;

(ii) in the case of ‘new’ buildings, where a taxable supply o f the freehold

had been made before the date of the deemed self-supply; or

(iii) where the value of the supply would be less than £100,000.

Tax was to become payable on the first occasion during the period of ten years 

beginning with the completion of the building on which the developer:

(i) granted an exempt interest in the building; or

(ii) occupied the building when either he, or in the case of a VAT group, 

the representative member, was not a fully taxable person.

A ‘developer’ is anyone who constructs the building, orders, or finances its 

construction.

The amount of the deemed self-supply was to be the open market value of the 

freehold on the day on which the building was first ready for occupation or use.

52



The building was to be treated as ready for occupation or use if  at least 90% of it 

was so ready (24).

VAT was also to be assessed at the standard rate on the deemed self-supply of 

reconstructions, enlargements and extensions to existing buildings where the total 

floor area was increased by at least 10%. However, tax was not to be charged 

where the developer had held an interest in the land on which the whole of the 

reconstructed building stood during the ten years ending on the day on which the 

reconstructed building was first ready for occupation.

The amount on which there was to be a deemed self-supply was to be the difference 

between the open market value of the freehold of the reconstructed building, and 

what would have been the open market value of the existing buildings on the day 

the reconstructed building was first ready for occupation.

Maas suggests that the amended proposals:

“ ...w ill effectively force developers to exercise the option to tax even where 
the purchaser/tenant is a VAT exempt trader.” (25)

This is because the amended proposals tax the fully developed value of the building 

when developed, effectively closing an earlier loophole which allowed the 

avoidance of VAT on the developer’s profit element by granting a long lease at a 

premium.
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The Government indicated that the new scheme would be less complicated and less 

uncertain. The new proposal would mean that the developer would not have to 

make a premature election to tax rents if he planned to let the building, or a 

declaration at the beginning of construction regarding selling the building as a 

standard rated building. Also, the developer would not have to fund VAT on the 

building land element from the beginning of construction, a major cash-flow 

advantage. But Buckett commented that:

“The amended scheme drew instant and widespread criticism from many in 
the financial, property and charity sectors.” (26)

The proposals allowed developers little time to amend their development appraisals, 

because they were announced less than three months before their intended start date. 

Some had already made prepayments to avoid tax on later developments on the basis 

of the earlier scheme which would be frustrated by the changes.

The new scheme, which would give rise to a much higher VAT charge, was seen by 

many as opportunistic and unacceptable. No other Community countries applied a 

similar basis of valuation to that which was proposed. The VAT Practitioners' 

Group and others indicated that parts of the proposed legislation were contrary to 

European legislation. (27).



3.2.2.3 Self Supply on Developers (enacted)

Faced with such widespread criticism the Government tabled further amendments to 

the self supply provisions on 6 July 1989 at the Report Stage of the Finance Bill 

1989. These were enacted in paragraphs 5 & 6 of Schedule 6A to the Value Added 

Tax Act 1983 (as amended by paragraph 6 of Schedule 3 to Finance Act 1989) 

which are reproduced below:

“5 .-(l) Paragraph 6 below shall apply on the first occasion during the 
period beginning with the day when the construction of a building or 
work within sub-paragraph (2) below is first planned and ending ten 
years after the completion of the building or work on which a person 
who is a developer in relation to the building or work-

(a) grants an interest in, right over or licence to occupy the
building or work (or any part of it) which is an exempt 
supply; or

(b) is in occupation of the building, or uses the work, (or any part
of it) when not a fully taxable person (or, if a person treated 
under section 29 of this Act as a member of a group, when 
the representative member is not a fully taxable person).

(2) Subject to sub-paragraph (3) below, the buildings and works within 
this sub-paragraph are-

(a) any building neither designed as a dwelling or number of
dwellings nor intended for use solely for a relevant residential 
purpose or a relevant charitable purpose; and

(b) any civil engineering work, other than a work necessary for
the development of a permanent park for residential caravans.

(3) A building or work is not within sub-paragraph (2) above if -

(a) construction of it was commenced before 1 August 1989; or

(b) a grant of the fee simple in it falls within paragraph (a) (ii) or
(iv) of item 1 of Group 1 of Schedule 6 to this Act has been 
made before the occasion concerned.



(4) For the purposes of this paragraph a taxable person is, in relation to 
any building or work, a fully taxable person throughout a prescribed 
account period if -

(a) at the end of that period he is entitled to credit for input tax 
on all supplies to, importations by, him in the period (apart 
from any on which input tax is excluded from credit by virtue 
of section 14 (10) o f this Act); or

(b) the building or work is not used by him at any time during the 
period in, or in connection with, making any exempt supplies 
of goods or services.

(5) Subject to sub-paragraph (6) below, in this paragraph and paragraph 
6 below, developer, in relation to a building or work, means any person 
who-

(a) constructs it;

(b) orders it to be constructed; or

(c) finances its construction, with a view to granting an interest
in, right over or licence to occupy it (or any part of it) or to 
occupying it or using it (or any part of it) for his own 
purposes.

(6) Where -

(a) a body corporate treated under section 29 of this Act as a
member of a group is a developer in relation to a building or 
work; and

(b) it grants an interest in, right over or licence to occupy the
building or work (or any part of it) to another corporate
which is treated under that section as a member of the group,
then, for the purposes of this paragraph and paragraph 6 
below, as from the time of the grant any body corporate such 
as is mentioned in sub-paragraph (7) below shall be treated as 
also being a developer in relation to the building or work.

(7) The bodies corporate referred to in sub-paragraph (6) above are any 
which under section 29 of this Act-

(a) was treated as a member of the same group as the body
corporate making the grant at the time of the grant;
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(b) has been so treated at any time when the body corporate by 
which the grant was made had an interest in, right over or 
licence to occupy the building or work (or any part of it); or

(c) has been treated as a member of the same group as a body 
corporate within paragraph (a) or (b) above or this paragraph 
at a time when that body corporate had an interest in, right 
over or licence to occupy the building or work (or any part of 
it).

6 .-(l) Where this paragraph applies the interest in, right over or licence 
to occupy the building or work (or any part of it) held by the developer 
shall be treated for the purposes of this Act as supplied to the developer 
for the purpose of a business carried on by him and supplied by him in 
the course or furtherance of the business on the last day o f the prescribed 
accounting period during which it applies, or, if later, of the prescribed 
accounting period during which the building or work becomes 
substantially ready for occupation or use.

(2) The supply treated as made by sub-paragraph (1) above shall be taken 
to be a taxable supply and the value of the supply shall be the aggregate 
of -

(a) the value of grants relating to the land on which the building 
or work is constructed, made or to be made to the developer, 
other than any grants to be made for consideration in the form 
of rent the value of which cannot be ascertained by the 
developer when the supply is treated as made; and

i

(b) the value of all the taxable supplies of goods and services, 
other than any that are zero-rated, made or to be made, for or 
in connection with the construction of the building or work. 1

j
(3) Where the value of supply which, apart from this sub-paragraph, 
would be treated as made by sub-paragraph (1) above would be less than 
£100,000, no supply shall be treated as made by that sub-paragraph.”

The main features of the self supply provisions are as follows:

VAT is assessable at the standard rate on a deemed self-supply, except:

(i) where construction commenced before 1 August 1989;
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(ii) in the case of ‘new’ buildings, where a taxable supply o f the freehold 

had been made before the date of the deemed self-supply;

(iii) where the building or work is not used by the developer, for a period 

commencing with first planning and ending ten years after 

completion, in making exempt supplies;

(iv) where the building is designed as a dwelling or intended solely for a 

relevant residential or charitable purpose or civil engineering work 

for a permanent residential caravan park; and

(v) where the value of the self supply would be less than £100,000.

Tax becomes payable on the first occasion during the period referred to at (iii) 

above when:

(i) the developer grants an exempt interest in the building;

(ii) the developer occupies the building when either he, or in the case of 

a VAT group of companies, the representative member, is not a fully 

taxable person; or

(iii) if later, the building or work becomes substantially ready for 

occupation or use.
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The ‘developer’ is defined as a person who constructs the building or work, orders 

it to be constructed, or finances its construction with the intention of letting it or 

occupying it for his own purposes.

VAT is assessable at the standard rate of the aggregate of:

(i) the value of grants made to the developer relating to the land on

which the building or civil engineering work is to be constructed; and

(ii) the value of all the taxable supplies of goods and services, other than 

any that are zero-rated, incurred in connection with the construction 

of the building or civil engineering work.

The Report Stage amendment removed the reconstruction and extension of existing 

buildings from the scope of the self-supply charge. This was later amended by the 

VAT (Buildings and Land) Order 1991 which is considered in section 3.6.1.

The Finance Act 1989 received Royal assent and became law pushed through with 

the assistance of a large Government majority. The changes in VAT applicable to 

land and buildings were enacted in Schedule 3 (VAT: buildings and land zero- 

rating) Finance Act 1989 which substituted a new Group 8 Schedule 5; amended 

Group 8 (Protected Buildings); substituted a new Group 1 (land) Schedule 6 and 6A 

(buildings and land) into the Value Added Tax Act 1983.
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The new legislation as it relates to waiver of exemption is discussed in the following 

section.

3.3.0 THE FINANCE ACT 1989

This section provides an explanation of paragraphs 2-4 of Schedule 3, Finance Act 

1989 which relate specifically to the election to waive exemption.

Item 1, Group 1, Schedule 6 Value Added Tax Act 1983 exempts the grant or 

assignment of any interest in land, or right over land or of any licence to occupy 

land with certain exceptions.

Sub-Paragraph 2(1) of Schedule 3 Finance Act 89 states that:

“Subject to sub-paragraphs (2) and (3) below where an election under this 
paragraph has effect in relation to any land, if and to the extent that any 
grant made in relation to it at any time when the election has effect by the 
person who made the election, or where that person is a body corporate by 
that person or a relevant associate, would (apart from this sub-paragraph) 
fall within Group 1 of Schedule 6 to this Act, the grant shall not fall within 
that Group.”

This sub-paragraph gives effect to waiver of exemption, making taxable what would 

otherwise be exempt supplies of interests in land, except for a contract stating 

otherwise. This election is not binding on the heirs or assigns of the elector or 

associate nor on a new owner.
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Sub-paragraph 2 (2) of Schedule 3 Finance Act 89 states that:

“Sub-paragraph (1) above shall not apply in relation to a grant if the grant is 
made in relation to -

(a) a building or part of a building intended for use as a dwelling 
or number of dwellings or solely for a relevant residential 
purpose; or

(b) a building or part of a building intended for use solely as a 
relevant charitable purpose, other than as an offices.”

This sub-paragraph defines those buildings where it will not be possible to opt to 

tax. The HMCE interpretation of part (a) of this provision, given in paragraph 49 

of VAT Notice 742 - 1 April 1989 is unambiguous:

“49. You cannot opt to tax any supply of a house, flat or other qualifying 
building or part of a building which is similarly used.. . . ” (28)

Similarly exemption cannot be waived for a building intended for use for a relevant 

charitable purpose. Such use is established only by the issuing of a certificate of 

qualifying use.

Sub-paragraph 2(3) of Schedule 3. Finance Act 89 states that:

“Sub-paragraph (1) above shall not apply in relation to a grant if -

(a) the grant is made to a registered housing association and the 
association has given to the grantor a certificate stating that 
the land is to be used (after any necessary demolition work) 
for the construction of a building or buildings intended for use 
as a dwelling or number of dwellings or solely for a relevant 
residential purpose; or
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(b) the grant is made to an individual and the land is to be used 
for the construction, otherwise than in the course or 
furtherance of a business carried on by him, of a building 
intended by him for use as a dwelling.”

This sub-paragraph prevents waiver of exemption being applied to land and 

buildings sold or let to a registered housing association which has given the required 

certificate to the elector. Similarly waiver of exemption cannot be applied to the 

sale of land and buildings to an individual who intends to construct (otherwise than 

in the course or furtherance of a business) on it a dwelling for his own use.

Sub-paragraphs 2 (4). (5). (6) and (7) of Schedule 3. Finance Act 89 state that:

“(4) Subject to the following provisions of this sub-paragraph, no input 
tax on any supply or importation which, apart from this sub-paragraph, 
would be allowable by virtue of the operation of this paragraph shall be 
allowed if the supply or importation took place before the first day for 
which the election in question has effect.

(5) Subject to sub-paragraph (6) below, sub-paragraph (4) above shall not 
apply where the person by whom the election was made -

(a) has not, before the first day for which the election has effect, 
made in relation to the land to which the election has effect 
any grant falling within Group 1 of Schedule 6 to this Act; or

(b) has before that day made in relation to that land a grant or 
grants so falling but the grant or all the grants, -

(i) were made in the period beginning with the 1st April 
1989 and ending with 31st July 1989; and

(ii) would have been taxable supplies but for the amendments 
made by Schedule 3 to the Finance Act 1989.

(6) Sub-paragraph (5) above does not make allowable any input tax on 
supplies or importations taking place before 1st August 1989 unless -
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(a) it is attributable by or under regulations to grants made by the 
person on or after 1st April 1989 which would have been 
taxable supplies but for the amendments made by Schedule 3 
to the Finance Act 1989; and

(b) the election has effect from 1st August 1989.

(7) Sub-paragraph (4) above shall not apply in relation to input tax on 
grants or other supplies which are made in the period beginning with 1st 
April 1989 and ending with 31st July 1989 if -

(a) they would have been zero-rated by virtue of item 1 or 2 of
Group 8 of Schedule 5 to this Act or exempt by virtue of item
1 of Group 1 of Schedule 6 to this Act but for the
amendments made by Schedule 3 to the Finance Act 1989; 
and

(b) the election has effect from 1st August 1989. ”

Sub-paragraphs 2(4), (5), (6) and (7) of Schedule 3, Finance Act 89 provide the 

legal basis for the recovery of input tax attributable to supplies which would 

otherwise have been exempt but for the option to tax being exercised.

Sub-paragraph (6) provides for transitional provisions dealing with the period 1 

April 89-1 August 89 which vary the normal rule (later to be amended) that input 

tax cannot be recovered before the effective date of the option. This is necessary 

because charges to VAT arising on new commercial construction and on the 

purchase of the freehold interest in new commercial buildings took effect on 1 April 

89 but waiver of exemption was not made effective until 1 August 89. Without 

specific provisions allowing the recovery of input tax during this period difficulties 

would have arisen. Their effect is only to allow VAT to be deductible as a result of 

waiver of exemption in certain circumstances.
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Sub-paragraph 3(1) of Schedule 3 Finance Act 89 states that:

“An election under paragraph 2 above shall have effect -

(a) from the beginning of the day on which the election was made or of 
any later day specified in the election; or

(b) where the election is made before 1st November 1989, from the 
beginning of 1st August 1989 or any later date so specified.”

This sub-paragraph provides for the effective date of election.

Sub-paragraphs 3(21 and 3(31 of Schedule 3 Finance Act 89 state that:

“(2) An election under paragraph 2 above shall have effect in relation to any 
land specified or of a description specified, in the election.

(3) Where such an election is made in relation to, or to part of, a building 
(or planned building), it shall have effect in relation to the whole of the 
building and all the land within its curtilage; and for the purposes of this 
subparagraph buildings linked internally or by covered walkways, and 
parades, precincts and complexes divided into separate units, shall be taken 
to be a single building (if they otherwise would not be).”

Sub-paragraph 3(2) enables an election to be made in respect of any land specified 

in the election.

Sub-paragraph 3(3) ensures that the whole building and all land within the curtilage 

of that building is included in any election even if that election is made in relation to 

part of the building or a planned building. This sub-paragraph extends the 

definition of a single building to include those parts of the building linked internally
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or by covered walkways, parades precincts and complexes divided into separate 

units.

Sub-paragraphs 3(4) and 3(5) of Schedule 3 Finance Act 89 state that:

“(4) Where such an election is made in relation to agricultural land 
(including a building on agricultural land), it shall have effect in relation 
to any other agricultural land if that land is not separated from it by-

(a) land which is not agricultural land; or

(b) agricultural land in separate ownership.

(5) For the purposes of sub-paragraph (4) above-

(a) land shall be taken not to be separated from other land if it is
separated from it only by a road, railway, or something 
similar; and

(b) land is in separate ownership from land in relation to which 
an election is made if the person by whom the election is
made has no interest in, right over or licence to occupy it and,
where that person is a body corporate, no relevant associate 
has any such interest, right or licence.”

Sub-paragraphs 3(4) and 3(5) have been added for completeness but relate to

agricultural land which is outside the scope of this research.

Sub-paragraph 3(6) of Schedule 3 Finance Act 89 states that:

“An election under paragraph 2 above shall be irrevocable and, except 
where it is an election of a description specified in a notice published by the 
Commissioners, shall not have effect unless written notification of it is given 
to the Commissioners together with such information as the Commissioners 
may require.”
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This sub-paragraph provides that once made an election is irrevocable. For an 

election to have effect a written notice must be made to HM CE except where they 

provide otherwise. VAT Notice 742 (29) requires that written notice must be given 

to the local VAT office not later than 10 days after the option to tax is exercised.

VAT Notice 742 made such a dispensation for 12 months following issue where the 

total consideration for all the supplies for the building or land for which a taxable 

person has opted is expected to be less than £20,000.

Sub-paragraph 3(7) of Schedule 3 Finance Act 89 states that:

“Except where the Commissioners otherwise allow, a notification required 
under sub-paragraph (6) above shall be given not later than the end of the 
period of thirty days beginning with the day on which the election is m ade.”

This sub-paragraph provides for the required period of notice of election, except 

where otherwise allowed by HMCE. There is no time limit within which one must 

exercise the option to tax. VAT Notice 742 (30) suggests that landlords should 

advise their tenants in advance if they propose to make an election to waive 

exemption.

Sub-paragraph 3(8) of Schedule 3 Finance Act 89 states that:

“In paragraph 2 above and this paragraph “relevant association” , in relation 
to a body corporate by which an election under paragraph 2 above has been 
made in relation to any building or land, means a body corporate which 
under section 29 of this Act -



(a) was treated as a member of the same group as the body corporate by 
which the election was made at the time when the election first had 
effect;

(b) has been so treated at any later time when the body corporate by 
which the election was made had an interest in, right over or licence 
to occupy the building or land (or any part of it); or

(c) has been treated as a member of the same group as the corporate 
body within paragraph (a) or (b) above or this paragraph at a time 
when that body corporate had an interest in, right over or licence to 
occupy the building or land (or any part of it).”

This sub-paragraph deals with the concept of relevant associate in relation to 

corporate bodies. The necessity for the clause was explained by Peter Lilley at the 

Committee stage of the Bill as being required:

“To prevent that form of tax avoidance and distortion of competition. ” (31)

It was required to ensure that the VAT group rules could not be used to enable an 

exempt or partly exempt business to obtain a tax-free building for its own use when 

in other circumstances it would have been able to recover the full amount of VAT 

charged on purchases, repair, maintenance and refurbishment costs.

Sub-paragraph 3(91 of Schedule 3 Finance Act 89 states that:

“In paragraph 2 above 'registered housing association’ means a registered 
housing association within the meaning of the Housing Associations Act 
1985 or Part VII of the Housing (Northern Ireland) Order 1981.”

This sub-paragraph deals with the definition of a registered housing association.
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Paragraph 4 of Schedule 3 Finance Act 89 states that:

“(1) This paragraph has effect where rent is payable in consideration of 
the grant or an interest in, right over or licence to occupy any building 
or land to which an election under paragraph 2 above relates (or any part 
of such building or land).”

(2) I f -

(a) the rent relates to a period beginning before and ending after 
the first day for which the election has effect; and

(b) the grant for which the rent is consideration, would apart 
from this sub-paragraph, take place before that day, the grant 
shall be treated as taking place on that day to the extent that it 
is made for rent relating to the part of the period falling on or 
after that day.

(3) If

(a) the rent relates to a period beginning on or after the first day
for which the election has effect; and

(b) the grant for which the rent is consideration would, apart
from this sub-paragraph, take place before that day the grant 
shall be treated as taking place on the first day of the period 
to which the rent relates.

(4) I f -

(a) the rent relates to a period beginning before the first day for
which the election has effect; and

(b) the grant for which the rent is consideration takes place on or
after that day, tax shall not be chargeable on the grant by 
virtue of paragraph 2 above to the extent that it is made for 
rent relating to any time before that day.

(5) Where the rent is payable by a person in relation to a period when he 
is in occupation of a building completed before 1st August 1989 (or 
part of such a building) or land in which he was in occupation 
immediately before that date, any tax which would be chargeable by 
virtue of paragraph 2 above on the grant for which the rent is 
consideration -



(a) except in the case of a charity, shall be chargeable as if the
consideration were reduced by 50 per cent, if and to the
extent that the rent relates to any part o f the year beginning on
the 1st August 1989 and ending on the 31st July 1990; and

(b) in the case of a charity -

(i) shall be chargeable as if the consideration were reduced by 
80 per cent, if and to the extent that the rent relates to or 
to any part of the year beginning on the 1st August 1989 
and ending on 31st July 1990;

(ii) shall be chargeable as if the consideration were reduced by 
60 per cent, if and to the extent that the rent relates to or 
to any part o f the year beginning on the 1st August 1990 
and ending on the 31st July 1991;

(iii) shall be chargeable as if the consideration were reduced by 
40 per cent, if and to the extent that the rent relates to or 
to any part of the year beginning on 1st August 1991 and 
ending on 31st July 1992; and

(iv) shall be chargeable as if the consideration were reduced by 
20 per cent, if and to the extent that the rent relates to or 
to any part of the year beginning on the 1st August 1992 
and ending on the 31st July 1993.”

This paragraph deals with the charging of VAT after an election to waive exemption 

has been made. This paragraph also provides for the phasing in of VAT in the 

transitional period after 1 August 1989 with special provisions for charities.

In order to mitigate the impact on tenants of the landlord electing to waive 

exemption the Government introduced transitional reliefs which reduced the 

immediate effect of the tax on rents. The two reliefs are available where the 

conditions of building and occupation are satisfied. The first applies generally and 

provides for the VAT charged on rent between the 1 August 1989 and 31 July 1990
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to be reduced by 50%. The second provides a more generous relief for charities 

which will not feel the full effect of waiver o f exemption until after 31 July 1993.

3.4.0 POST LEGISLATIVE COMMENTARY

The preceding sections of this chapter have examined the development of the 

legislation which changed the VAT treatment of land and buildings in the UK 

following EC judgement case 416/85. This section goes on to consider the 

implications of these changes for those involved in commercial property by 

examining what the changes meant for those who develop, trade in and let 

commercial property.

3.4.1 THE MEANING OF THE VAT CHANGES FOR 

COMMERCIAL PROPERTY DEVELOPMENT

3.4.1.1 Land with Development Potential

The initial step in many commercial development projects will be for the developer 

to acquire a site or an option to purchase a site. An option is more usually taken 

before planning consent is obtained. If the planning application is successful the 

developer usually proceeds to acquire the site and either disposes of it at an 

enhanced value or develops it with or without the involvement of others.



t
*

If there is consideration for the grant of an option to purchase given by a site owner 

to a developer and this is made in the course or furtherance of a business then the i

site owner will have the option to tax the supply. The developer may recover VAT 

on the costs of acquisition and of obtaining planning consent if at that time he had 

an intention to use the land to make taxable supplies (ie to construct a commercial 

building). If the developer were to sell his option to purchase the site, VAT cannot 

be recovered. Similarly if his intention to create a taxable supply is not realised the 

VAT claimed will have to be repaid.

Having purchased the site with planning consent the developer will usually proceed 

to develop it. In some cases the developer may take an obligation to construct and 

tenant the scheme with the intention of selling to an investor on completion. The 

developer will contract with a builder to construct the building and a commercial 

agent to let the building. The developer will have to choose whether to opt to tax 

rents in this case. Alternatively, the building contractor and professional team may 

contract directly with the investor (joint venture) leaving the developer with only a 

project management role.

The developer will need to consider carefully at the planning stage of any 

development the possibility of incurring a self supply charge as set out in section 

3 .2 .2 .3 .
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3.4.1.2 Funding Developments

Typically with commercial developments a developer will seek funding for the 

development from an investment or financial institution. There may be implications 

for exempt/part exempt institutions who cannot recover VAT and will need to 

consider their tax position carefully in such circumstances. Lending money in the 

course or furtherance of a business is usually an exempt supply. The lender can 

recover VAT incurred on costs attributable to zero-rated lending but not exempt 

lending.

Some lenders may be unwilling to finance the VAT element of the purchase price 

on the basis that it can be recovered or some may offer short term bridging facilities 

for this element.

The lender may take in addition to interest charges a share of the profit. The VAT 

consequences in this case will depend on the relationship between the parties. If 

there is a partnership then the profit share falls outside the scope of VAT. In other 

cases the VAT consequences will depend on the contract between and the intentions 

of the parties.

3.4.1.3 Planning Gain

It is common practice for developers to carry out works for local authorities in 

addition to the proposed development in order to secure planning permission, such



as road improvements. From 1 April 1989 such infrastructure improvements 

became taxable at the standard rate and developers will render a VAT invoice to 

local authorities for such supplies.

3.4.1.4 VAT Liability on Disposal of the Development

The VAT liability on transfer by the developer to the investor will depend on the 

stage of construction, when this takes place and whether the developer elects to 

waive exemption.

If at the time of supply the building has not progressed beyond foundation level a 

freehold disposal will be exempt with the option to tax.

If the building, buildings or parts thereof, have progressed beyond foundation level 

at the time of supply, the disposal of the freehold interest will be zero-rated.

If the disposal is of the freehold interest in a completed building not designed as a 

dwelling the VAT liability of this supply will be standard rated if sold before the 

third anniversary of completion. After the third anniversary of completion the 

disposal of the freehold interest will be exempt with an option to tax. A building is 

complete when the architect issues the certificate of practical completion or it is first 

fully occupied, whichever happens first.



This assumes that the building is not covered by a certificate of qualifying use (ie. 

charitable use).

The potential impact of these VAT changes was quite apparent to commentators 

such as Hedley;

“VAT could have the effect of delaying or aborting developments in areas 
were there is a high proportion of VAT averse organisations.” (32)

Having examined the VAT implications of the new legislation for commercial 

property development, the following section goes on to consider the implications for 

those trading in commercial property.

3.4.2 THE MEANING OF THE VAT CHANGES FOR THOSE

TRADING IN COMMERCIAL PROPERTY

The changes in VAT introduced in the Finance Act 1989 have meant that buying 

and selling commercial property as distinct from developing it may now be a mix of 

standard rated and exempt transactions. Prior to this transactions were nearly 

always exempt.

The introduction of the option to tax has meant that those who trade regularly in 

property have the option to recover any VAT which they may have incurred on 

purchase (where this is standard rated). This section examines what these changes
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will mean for those trading regularly in commercial property and in particular the 

views of commentators on potential problems.

3.4.2.1 Surrenders, Assignments and Re-grants

Those considering surrenders, assignments or re-grants will need to think very 

carefully about the VAT implications of such transactions. The surrender of a lease 

is now a taxable supply at the standard rate where it is made for consideration and 

takes place in the course or furtherance of the lessee’s business.

A surrender of a lease with more than 21 years to run is treated as a supply of 

goods, otherwise it is a supply of services. In most cases this is likely to be of little 

material significance.

Consideration must be received for the surrender to be standard-rated. Where for 

example a tenant receives nothing for surrender because the property is let at full 

market rent and has no intrinsic worth, there is no VAT charge.

It is the tenant who must account to HMCE for the VAT on surrender and care 

should be taken to distinguish between sums agreed being inclusive or exclusive of 

VAT. If the tenant fails to agree with the landlord that the consideration, say 

£100,000 is VAT exclusive he will have to account to HMCE for the VAT which at 

17.5% will result in the tenant receiving only £85,106 instead of £100,000.
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The landlord will be unable to recover the VAT which he pays to the tenant on 

surrender unless he has opted to tax the rents received for the building. Dick 

suggested that a possible solution to the problem may be:

“ ..for the tenant instead to assign his lease to a subsidiary of the landlord.”
(33)

As such the assignment would qualify as an exempt supply and no VAT would be 

chargeable on the consideration received by the tenant.

HMCE original view was that an assignment of a lease by a tenant to a company 

which is grouped with the landlord for VAT purposes should be treated as a 

VATable surrender (Notice 742B) (34). But they now accept that it is not, provided 

the assignee is not the landlord.

A surrender and re-grant will also give rise to a taxable supply. This situation 

arises where a tenant may decide to surrender one lease for another. Such a 

situation may present problems for the tenant if no money changes hands and 

HMCE may not accept his interpretation of the value of the new lease. Dick 

suggested that:

“One possibility here can be for the landlord to grant to a third party ("X") a 
mezzanine, or overriding, lease for the term desired but subject to the 
existing lease of the tenant. ” (35)



This has the effect of converting the existing lease into a sub-lease and the new 

lease becomes the headlease. ‘X ’ could become a trustee or nominee of the original 

tenant thereby avoiding a charge to VAT.

It is apparent that careful consideration should now be given to the VAT 

implications in these circumstances because the sums involved can often be large 

and there are costly traps for the poorly advised. But as Dick suggested:

“In many cases it will be possible, however, by structuring the transaction 
somewhat differently, to bring about a VAT neutral situation in which either 
no surrender takes place or any surrender which does take place can be 
ignored for VAT purposes.” (36)

3 .4 .2.2 Stamp Duty

The question arises under the new legislation as to whether stamp duty is payable on 

the purchase price, net or gross of VAT. H M CE’ opinion is made clear in the 

following extract from a letter between them and the Confederation of British 

Industry:

“Subject to the important provision that it is essential to consider the terms 
of any particular instrument before determining the stamp duty position, I 
have to say we consider that stamp duty would be correctly chargeable in 
law on any VAT element in either the sale price of a new - or used - non­
domestic building, or the rent charged therefore.” (37)

Thus vendors will generate an increase in transaction costs, because consideration 

for the supply including VAT will incur stamp duty on the total amount.



3.4.2.3 Fixtures, Fittings and Reverse Premiums

Fixtures are regarded in law as part of the building, but fittings are not and would 

normally be standard-rated for VAT purposes. HMCE have made a concession that 

where a freehold or leasehold grant is made and there is a single charge for the 

land, fixtures and fittings, there is no separate supply of fittings provided they are 

reasonable in scale and quantity having due regard to the building and its use.

Reverse premiums will normally be standard-rated. However, the position is not 

entirely free from doubt and a careful analysis of the precise details should be 

undertaken to confirm the exact VAT position.

3.4.3 THE MEANING OF THE VAT CHANGES FOR THOSE WHO

LET COMMERCIAL PROPERTY

This section examines the meaning of the changes introduced in the Finance Act 

1989 for those who let commercial property. The essential position post Finance 

Act 1989 is that leases, lettings and licences for buildings (or parts) not designed as 

dwellings are exempt with an option to tax. This assumes no certificate of 

qualifying use has been received.
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3.4.3.1 Drafting Considerations

Fogel and Plumbe suggested that:

“Many landlords and tenants have been exploring with their advisers 
whether the impact of the new VAT rules (Finance Act 1989) upon rental 
values on review may be mitigated artificially by drafting techniques.” (38)

They suggested that landlords should consider whether a better rent could be 

obtained by offering a lease which would have a special appeal to an exempt tenant,

i.e. one which guarantees that no VAT will be charged. In some market 

circumstances a tenant might be in a position to insist on such a covenant.

Any covenant not to charge VAT would need to bind the landlord's successors in 

title, because the option to tax can be exercised afresh if the building is disposed of. 

Fogel and Plumbe suggested that the landlord should covenant additionally to ensure 

on assignment that the new landlord enters into a direct covenant expressed to 

benefit the tenant and his successors.

Consideration will also need to be given to the implications for such a covenant on 

renewal being granted under the Landlord and Tenant Act 1954. Landlords may 

consider it would be better to ‘contract out’ of the 1954 Act to avoid this potential 

difficulty.



An exempt tenant may also be in a position to ensure that the rent review clause 

under the lease is drafted on the basis that the covenant not to charge VAT is 

excluded from the notional lease. This would ensure that the position at review 

would more accurately reflect the actual market. The tenant would argue for this 

on the basis that its own tax concession was a one off, whilst the landlord would 

resist on the ground that the tenant would be shielded from reality having secured 

more favourable terms.

The particular fear is that such drafting may in the end become so devoid from 

reality that the draftsman may be caught in his own trap. As Fogel and Plumbe 

commented:

“If you chose to enter the looking glass world you must connive at its own
distorted logic!” (39)

Many leases provide for the tenant to indemnify the landlord for any professional 

fees. The tenant cannot recover VAT on these fees because he is indemnifying the 

landlord and a supply is not being made. From the landlords point of view the 

receipt from the tenant is outside the scope of VAT. The landlord is entitled to 

recover VAT on professional fees because they were supplied to him.



3.4.3.2 Managing Agents and Service Charges

Many property investors employ agents to attend to the daily running of their 

property holdings. Commentators indicated that when considering whether or not 

to opt to tax it would be necessary for landlords to:

“ ...take into account the extra work and expense in collecting the ren ts ...”
(40)

This extra work will mainly arise as a result of the need to provide the tenants with 

tax invoices. Agents may issue invoices on behalf of their principal provided he 

issues the agent with a corresponding invoice. HMCE have recognised that this is 

clearly impractical for managing agents who may issue hundreds of rent demands 

per quarter. An agent may therefore apply for approval to self-bill his principal, ie 

issue himself with a tax invoice in the landlord’s name, or the landlord may issue 

the agent with a single invoice for all rents collected on his behalf or provide the 

managing agent with a stock of invoices bearing the landlord's name and VAT 

registration number.

Leases commonly provide for a rental inclusive of service charges or for the 

landlord to charge and the tenant to pay a sum additional to the rent as service 

charges, maintenance charges or additional rent, for the upkeep of the whole 

building. Para.42 VAT Notice 742 states that:
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“Provided the services supplied in return for the charges are towards the 
general upkeep of the structure and common areas of the premises and 
grounds or for the services of a person such as a caretaker or warden they 
are regarded as part o f the consideration for the grant . . ( 4 1 )

In this case the VAT treatment of the service charge will follow the VAT treatment

of the rent. Thus if the landlord elects to waive exemption this will give rise to a

VAT charge not only on rents but also service charges.

Alternatively in some cases heating, lighting or cleaning will be supplied to the 

tenants of offices as a supply separate from the grant of or right to occupy the 

premises and in this case VAT is chargeable on that supply at the appropriate rate.

A particular problem with VAT on service charges in circumstances where the 

landlord has not opted to tax rents is that it has to be included in the charge. In this 

case the tenants cannot recover the VAT because it has not been charged as such by 

the landlord but is merely an element of the service charge. The following 

remedies are based on Scott and McClellan’s (42) suggestions for avoiding this 

problem:

* supplying the services separately from the right to occupy the 

premises. These will then carry VAT at the standard rate which the 

tenants can recover.

* it may be possible to supply the services though a third party 

company. Contractors would invoice the company who would



invoice the tenants. This would enable VAT registered tenants to 

recover the VAT charged.

* the use of a common building maintenance fund which would be

outside the scope of VAT if it were separate, belonged to the tenants

and the landlord or agents made payments from the fund on behalf of 

the tenants. This would again enable the tenants to recover the VAT 

charged.

Problems may also arise in connection with service charges on mixed use property 

such as a shopping centre with retail units at ground floor level and residential flats 

over. The property will constitute a single building for the purposes of an election 

to waive exemption. If a service charge is levied this will be proportionally lower 

to the commercial occupiers because the landlord can recover input VAT on this 

portion of his costs. However that charged to residential occupiers will be much 

higher because the landlord cannot recover any input VAT on these costs.

3.4.3.3 Dilapidations

Payments for dilapidations at the end of a lease normally fall outside the scope of

VAT as they are compensation for damage or disrepair.
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3.5.0 TRANSITION AT, PROVISIONS

Neville Ross summarises the reasons why the Government chose to introduce 

transitional provisions thus:

“Because of the very substantive nature of the VAT changes (Finance Act 
1989) and the fact that property is a long term business, Customs & Excise 
is proposing a number of transitional provisions so as to avoid certain 
existing situations creating unintended VAT consequences.” (43)

Essentially the Government chose to mitigate the impact of and avoid uncertainty 

surrounding the VAT changes in the treatment of land and buildings by the use of 

transitional provisions. The significance of these provisions on this research is their 

potential to influence the results obtained.

This section provides a detailed explanation of the transitional provisions introduced 

in paragraph 13 of the Finance Act 1989.

“ 13.-(1) Subject to sub-paragraph (3) below, the amendments made by 
paragraphs 1 and 2 of this Schedule shall not have effect in relation to a 
grant, assignment or other supply where-

(a) it is made in pursuance of a legally binding obligation to make 
it which was incurred before 21st June 1988, and

(b) if the Commissioners so require (whether before or after it is 
made), it is proved to their satisfaction by the production of 
documents made before that date that it is so m ade.”

This relief allows the retention of zero-rating for construction work, sales and 

grants of long leases of new buildings (including reconstruction and alteration
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work on and sales of reconstructed protected buildings) provided the following 

conditions are met. Firstly the grant assignment or other supply must have been 

made pursuant to a legally binding obligation incurred before 21 June 1988. 

Secondly the Commissioners may require proof of this by the production of the 

relevant documentation.

“(2) Subject to sub-paragraph (3) below, the amendments made by 
paragraphs 1 and 2 of this Schedule shall not have effect in relation to a 
grant or assignment of an interest in, or any part of, a building or its site 
where -

(a) the grant or assignment takes place before 21st June 1993,

(b) the person making the grant or assignment was under a legally 
binding obligation incurred before 21st June 1988 to construct 
(or reconstruct) the building or to construct any development 
of which it forms part (other than an obligation to receive 
services or goods in the course of the construction or 
reconstruction).

(c) if the Commissioners so require (whether before or after the 
grant or assignment is made), it is proved to their satisfaction 
by the production of documents made before that date that he 
was under that obligation, and

(d) planning permission for the construction (or reconstruction) of 
the building was granted before 21st June 1988.”

This relief allows the retention of zero-rating for a grant or assignment of an 

interest in a building provided the following conditions are met. Firstly the grant or 

assignment must have taken place before 21 June 1993 and have been made by a 

person who was under a legally binding obligation incurred before 21 June 1988 to 

construct the building or a development of which it forms part. Planning



permission must have been granted before 21 June 1988. The Commissioners may 

also require proof by production of the relevant documents.

“(3) Where the grant or assignment is of a tenancy or lease-

(a) if a premium is payable, sub-paragraph (1) or (2) above shall 
apply only to the extent that it is made for consideration in the 
form of the premium; and

(b) if a premium is not payable, sub-paragraph (1) or (2) above 
shall apply only to the extent that it is made for consideration 
in the form of the first payment of rent due under the tenancy 
or lease.”

This sub-paragraph provides that where a grant or assignment of a tenancy or lease 

is made in consideration of a premium and rental or other payments, only the 

premium will be zero-rated under this provision. Where a premium is not payable 

on such a grant then the first payment of rent under the lease or tenancy only will 

be zero-rated.

“(4) The amendments made in paragraphs 1 and 2 of this Schedule shall 
not have effect in relation to a supply relating to a building or civil 
engineering work where-

(a) the supply takes place before 21st June 1993,

(b) the supply is made to the person constructing the building or 
work (or reconstructing the building),

(c) that person was under a legally binding obligation incurred 
before 21st June 1988 to construct the building or work (or to 
reconstruct the building) or to construct any development of 
which it forms part (other than an obligation to receive 
services or goods in the course of the construction or 
reconstruction).
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(d) if the Commissioners so require (whether before or after the
supply is made), it is proved to their satisfaction by the 
production of documents made before that date that he was 
under that obligation,

(e) planning permission for the construction o f the building or
work (or reconstruction of the building) was granted before 
21st June 1988, and

(f) before the supply takes place the person constructing the
building or work (or reconstructing the building) has given to 
the person making the supply a certificate in such form as 
may be specified in a notice published by the Commissioners 
stating that the supply is zero-rated (in whole or to the extent 
specified in the certificate) by virtue of this sub-paragraph.”

This relief allows the retention of zero-rating for a supply made before 21 June 

1993 to a person constructing a building or civil engineering work (or 

reconstructing a building) provided the following provisions are met. Firstly the 

person constructing (or reconstructing) must be under a legally binding obligation to 

do so either in relation to the building or work concerned or to a development of 

which it forms a part. This obligation must be incurred before 21 June 1988. 

Planning permission must also have been granted before 21 June 88. The 

Commissioners may also require proof by production of the relevant documents. A 

certificate of zero-rating must also be given in the required form by the person 

constructing the building or work before the supply has taken place to the person 

making the construction supply.

“(5) Where a grant, assignment or other supply is zero-rated by virtue of 
this paragraph, it is not a relevant zero-rated supply for the purposes of 
paragraph 1 of Schedule 6A  to the Value Added Tax Act 1983.

(6) Nothing in paragraphs 5 and 6 of that Schedule shall apply -
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(a) in relation to a person who has constructed a building if he 
incurred before 21st June 1988 a legally binding obligation to 
make a grant or assignment of a major interest in, or in any 
part of, the building or its site .”

This relief excludes the application of the developer’s self supply charge to a 

developer who constructed the building, provided he incurred a legally binding 

obligation to make a grant or assignment of a major interest in the building or its 

site before 21 June 1988.

“(b) in relation to a building or work if there was incurred before 
that date a legally binding obligation to make in relation to the 
building or work a supply within item 2 of Group 8 of 
Schedule 5 to the Value Added Tax Act 1983;”

This sub-paragraph excludes the developer’s self supply charge in relation to a 

building or civil engineering work if a legally binding obligation to supply 

construction services of a type which were zero-rated before 1 April 1989, was 

incurred before 21 June 1988 in relation to that building or work.

“(c) in relation to a person who has constructed a building if-

(i) he incurred before that date a legally binding obligation 
to construct the building or any development of which it 
forms a part, and

(ii) planning permission for the construction of the building 
was granted before that date, except where that person 
does not make a grant or assignment of a major interest 
in, or in any part of, the building or its site before 21st 
June 1993.”

This exclusion applies to a person who incurred a legally binding obligation to 

construct a building or any development of which it forms a part before 21 June



1988. There are two major conditions for the exclusion to be effective. First 

planning permission for the construction must have been granted before 21 June 

1988. Secondly the person concerned must make a grant or assignment of a major 

interest in the building or its site before 21 June 1993.

“(7) If the Commissioners so require, proof of any matters specified in 
sub-paragraph (6)(a), (b) or (c)(i) above shall be given to their 
satisfaction by the production of documents made before 21st June 
1988.”

This confirms that Commissioners may require documentary proof of the relevant 

information required in sub-paragraphs (6)(a), (b) or (c)(i).

Other transitional reliefs are provided for in sub-paragraphs 2(6) and 4(5) Schedule 

3 Finance Act 1989 reproduced with commentary in section 3.3.0.

Ross concludes that:

“All of these reliefs are to be welcomed. Many would argue that they do 
not go far enough, particularly in relation to the relief for construction 
contracts.” (44)

Essentially the transitional provisions introduced will mitigate the impact of the new 

legislation. For example the full effect of the VAT charge on rents for tenants other 

than charities will not become apparent until after 31 July 1990.



3.6.0 SUBSEQUENT AMENDMENTS TO THE FINANCE ACT 1989

The numerous changes in the legislation on the VAT treatment of land and 

buildings culminating with those relating to the developer’s self-supply charge 

introduced at the Report Stage of the Finance Bill 1989 necessitated subsequent 

amendment to the Finance Act 1989. These amendments are explained in this 

section because of their potential to influence the results of this research.

3.6.1 THE VALUE ADDED TAX (BUILDINGS AND LAND! ORDER 1991

This order which came into effect on 1 January 1992 deals principally with two 

areas, the option to tax and developer's self-supply. The latter broadened the scope 

of the charge and amended its valuation, whilst the former, (as comments Martin 

Scammell of Ernst and Young):

“ ...have all the hallmarks of hasty over-reaction to the problems which they 
are designed to solve ” (45)

This section considers the O rder’s effect on the option to tax (articles 3 & 4), the 

need for change, the changes and the difficulties which have arisen and provides a 

resume of the changes made to the developer’s self-supply charge (article 5).

A particular problem with the option to tax had been in determining exactly what 

input tax could be recovered. For example, assume a landlord who has let on an 

exempt basis and then refurbishes the building. He would probably want to opt to
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tax to recover input tax on the refurbishment, but would prefer to wait and see 

whether the eventual tenant was exempt or fully taxable. The Finance Act 1989 

rules prevent this flexibility, because if the landlord wants to maximise the recovery 

of input tax an option must be taken as soon as possible.

In an attempt to overcome this problem Article 3 of the Order provides for the 

following amendments:

“3. Paragraph 2 of Schedule 6A to the Value Added Tax Act 1983(a) 
shall be amended by adding after sub-paragraph (7) the following sub- 
paragraphs-

“(8) Sub-paragraph (4) above shall not apply in relation to any election 
having effect from the day on or after 1st January 1992, except in respect 
of the input tax on a supply or importation which took place before 1st 
August 1989.

(9) Where a person has made an exempt grant in relation to any land and 
has made an election in relation to that land which has effect from any 
day before 1st January 1992, he may apply to the Commissioners for sub- 
paragraph (4) above to be disapplied in respect of any input tax on a 
supply or importation which took place on or after 1st August 1989, but 
the Commissioners shall only permit the disapplication of that sub- 
paragraph if they are satisfied, having regard to all the circumstances of 
the case and in particular to -

(a) the total value of -

(i) exempt grants made,

(ii) taxable grants made or expected to be made, in relation 
to land; and,

(b) the total amount of input tax in relation to the land which has 
been incurred before the day from which the election had 
effect,

that a fair and reasonable attribution of the input tax mentioned in
paragraph (b) above will be secured.”
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These new sub-paragraphs deal with the entitlement to recover input tax. For 

elections made on or after 1 January 1992 input tax incurred before election can now 

be recovered but not input tax incurred before 1 August 1989. For elections having 

effect before 1 January 1992 the elector may apply to the Commissioners to recover 

input tax incurred on or after 1 August 1989 which they can grant subject to them 

being satisfied on certain grounds.

Article 4 of this Order makes a number of amendments to the procedure for making 

elections to waive exemption:

“4. Paragraph 3 of Schedule 6A to the Value Added Tax Act 1983 shall 
be amended as follows

(a) in sub-paragraph (1), there shall be inserted at the beginning 
of paragraph (a) the words “subject to the following 
provisions of this paragraph,” ;

(b) for sub-paragraph (6), there shall be substituted the following

“(6) An election under paragraph 2 above shall be irrecoverable and, 
except where it is an election of a description specified in a notice 
published by the Commissioners, shall not have effect unless -

(a) in a case to which sub-paragraph (10) below applies, the 
Commissioners have given the permission required under that 
sub-paragraph;

(b) in any other case, written notification of the election is given 
to the Commissioners not later than the period of thirty days 
beginning with the day on which the election is made, or not 
later than the end of such longer period beginning with that 
day as the Commissioners may in any particular case allow, 
together with such information as the Commissioners may 
require.” ;

(c) sub-paragraph (7) shall be omitted;



(d) after sub-paragraph (9), there shall be added the following 
sub-paragraph -

“(10) Where a person who wishes to make an election in relation to any 
land (the relevant land) to have effect on or after 1 January 1992, has 
made, makes or intends to make, an exempt grant in relation to the 
relevant land at any time between the 1st August 1989 and before the 
beginning of the day from which he wishes to make an election in 
relation to the relevant land to have effect, he shall not make an election 
in relation to the relevant land unless he obtains the prior written 
permission of the Commissioners, which shall only give such permission 
if they are satisfied having regard to all the circumstances of the case and 
in particular to -

(a) the total value of exempt grants in relation to the relevant land
made or to be made before the day from which the person 
wishes his election to have effect;

(b) the expected total value of grants relating to the relevant land
that would be taxable if the election were to have effect; and

(c) the total amount of input tax which has been incurred on or
after 1st August 1989 or is likely to be incurred in relation to 
the relevant land, that there would be secured a fair and 
reasonable attribution of the input tax mentioned in paragraph
(c) above to grants in relation to the relevant land which, if 
the election were to have effect, would be taxable. ”

The most important addition is the new sub-paragraph (10) which provides that a 

person not already bound by an election on 1 January 1992 must obtain the prior 

written permission of HMCE if, between 1 August 1989 and the day he wishes the 

election to be effective, he has made or intends to make an exempt grant in relation 

to the land concerned. This may only be given if HMCE are satisfied that there 

will result a fair and reasonable attribution of input tax incurred before the effective 

date of election.

It is of particular concern to Scammell that:



“Customs have absolute discretion to refuse permission to opt. There is not 
even provision for a refusal to be appealed to the VAT tribunal ” (46)

There is also no timescale within which HMCE must reply. The procedure to 

obtain permission is set out in the Amendment 3 to HMCE Notice 742B, which 

indicates that as well as their own details and those of the property the taxpayer 

must give:

the date from which you wish the option to have effect;

the total value of your exempt supplies in respect of the property 
prior to that date (but disregarding any supplies made before to 1 
August 1989);

the expected total value of supplies in respect o f the property ie., 
whether you will sell the property, lease it for a premium payment, 
lease it for annual rental payments, etc. In the case of a lease it will 
be sufficient for you to state the term granted, and the expected 
premium or annual 
rent; and

the total input tax incurred on the property since 1 August 1989.”
(47)

It is not surprising that commentators such as Scammell criticise these requirements 

on the basis that a substantial part of the required information may not be available 

at the stage at which the taxpayer may wish to apply.

“When exactly is the taxpayer likely to know all this?” (48)

The amendments contained in Article 5 of this Order extend the developer’s self 

supply charge to reconstruction, enlargement or extension of existing buildings. 

These amendments are set out in full in the Order. Briefly, the change only affects



work commencing after 1 January 1992. The charge does not apply in cases where 

the developer has held an interest in at least 75% of all the land concerned during 

the ten years ending with the first day when the self-supply charge would otherwise 

have been chargeable, except for reconstruction where 80% of the area of the floor 

structures of the existing building are removed. The charge does not apply to an 

extension, reconstruction or enlargement of an existing building where the 

developer has already been liable for such a charge.

Article 6 of this Order amends the value of the developer's self supply charge 

details of these amendments are set out in full in the Order (Appendix 3) (49).

It is entirely possible that the changes in the option to tax procedure may discourage 

the take-up of this option because of the requirement to obtain prior written 

permission and the need to provide detailed information on supplies. Similarly the 

extension of the developer’s self-supply charge to reconstruction, enlargement or 

extension of existing buildings effective from 1 January 1992 has the potential to 

influence the results of this research. The impact of these amendments may be an 

important consideration when analysing the results of this research.

Scammell concludes his article with a summary statement on the new Order,

“At best, Customs have taken a sledgehammer to crack a nut. At worst, 
they have taken a sledgehammer to no purpose at all and there was no nut to 
crack.” (50)
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3.7.0 SUMMARY AND CONCLUSIONS

This research was carried out against the background of the Government having 

recently introduced legislation changing the VAT treatment of land and buildings 

which would have far reaching consequences for the UK property industry:

“The scope & diversity of the new provisions amount to a radical rewrite of 
the VAT rules on property and construction.” (51)

The UK Government took steps once EC judgement (case 416/85) had been 

announced to minimise uncertainty and to allow time for consultation. Their 

proposals for implementation were brought forward as part of the Finance Bill 

1989, a substantial piece of legislation. The debate, which followed relating to the 

VAT treatment of land and buildings, was characterised by numerous and late 

amendments with little time for the detailed consideration necessary for such 

extensive changes.

The need for such a large number of amendments o f the new legislation is 

symptomatic of the Government’s difficulty in satisfying their conflicting aims of 

implementing and at the same time mitigating the effects of the EC judgement (case 

416/85).

Some interested parties, institutions and others did manage to influence the 

Government in key areas such as the attempts made to charge VAT on development



land. But in other areas such as the option to tax the proposals which were heavily 

biased towards landlords went through unamended.

Despite these apparent difficulties the Finance Act received Royal Assent and 

became law. This Act included transitional provisions which mitigated the impact 

of the new measures. Significant areas of the new VAT legislation remained 

unfinished requiring amplification by HMCE and subsequent amendment.

As a result orders were produced which even after a period of consultation, further 

complicated the issues and extended the effects of change into ever wider areas. 

Commentators concluded that the net result was a situation more complex than it 

need be and one where those involved in commercial property must take particular 

care to consider all the potential VAT implications in order to avoid serious 

mistakes.

There followed a period of uncertainty for the commercial property market where 

the impact of the changes in the VAT treatment of land and buildings introduced in 

the Finance Act 1989 were unknown. Commentators such as Hedley (52) suggested 

that these changes might have a significant impact on rents and capital values in 

certain sectors of the market.
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CHAPTER FOUR

RESEARCH HYPOTHESES. METHODOLOGY AND 

ALTERNATIVE RESEARCH METHODS.

4.1.0 INTRODUCTION

This chapter develops the conceptual thinking underpinning the two aims of this 

research, which are:-

(1) To examine the effectiveness of waiver of exemption in mitigating 

the effects of the EC judgement (case 416/85) on the English 

commercial property market; and,

(2) To assess the perceived effects of waiver of exemption on rents in the 

English commercial property market.

The chapter takes each aim in turn, identifying the problem and developing 

concepts, variables and hypotheses.

Finally this chapter examines alternative data collection methods in the context of 

this research.



4.2.0 AIM ONE - TO EXAMINE THE EFFECTIVENESS OF

WAIVER OF EXEMPTION IN MITIGATING THE EFFECTS

OF THE EC JUDGEMENT (CASE 416/85) ON THE ENGLISH 

COMMERCIAL PROPERTY MARKET

4.2.1 COMMISSION OF THE EUROPEAN COMMUNITIES

VERSUS UNITED KINGDOM OF GREAT BRITAIN AND 

NORTHERN IRELAND (CASE 416/85)

The Court of Justice of the European Communities declared in its judgement in case 

416/85 that by continuing to apply a zero rate of VAT to the provision of goods and 

services included in Group 8 (Schedule 5 Value Added Tax Act 1983) in relation to 

the construction of industrial and commercial buildings, (in so far as they were not 

provided to the final consumer), the UK had contravened the provision of Council 

Directive 77/388 of 17 May 1977 and had failed in its obligations under the Treaty 

of Rome. This case is examined in detail in section 2.4.0.

Faced with increasing uncertainty from the construction industry as to the viability 

of medium and long term projects as a result of the judgement, the UK Government 

announced on 21 June 1988, the same day as the judgement, that non-domestic 

construction services and the freehold sale of new non-domestic buildings and of 

building land for non-domestic developments (the latter was subsequently 

withdrawn) were to be taxed at the standard rate.
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Had the judgement been implemented without mitigation it would have given rise to 

significant additional taxation. Large amounts of VAT incurred on commercial 

construction work and on the purchase of the freehold interests in new commercial 

property would have been irrecoverable. Opinions as to the possible amount of tax 

varied. In the Standing Committee debate on the Finance Bill 1989, which formed 

the basis for the new legislation, Mr Peter Lilley, Economic Secretary to the 

Treasury, indicated that the Government expected £450 million in revenue from 

private sector construction and property in 1989 (1). Whilst Hedley commented 

that:

“ ...the Building Employers Federation indicates that the total impact would
have been £600m/ year We believe that the total effects would have been
higher - probably more than £ 1,000m.” (2)

The Government’s attitude towards the EC judgement (case 416/85) and the way in 

which it intended to deal with it is quite clear, as the following extract from 

Hansard demonstrates:

“The option to tax is an unusual facility, as the honorable Member for 
Wrexham pointed out. However, it is a crucial aspect of the way in which 
we have tried to minimise the burden of an unwelcome judgement on the 
business community and the construction industry in particular.” (3)

The Government’s answer to this unwelcome judgement (case 416/85) was to 

introduce a mechanism referred to in the enabling legislation as an election to waive 

exemption, more commonly known as the option to tax. This allows taxpayers to



elect to make taxable what would otherwise be exempt supplies of interests in land, 

subject to certain exceptions.

The first aim of this research is to examine the effectiveness of waiver of exemption 

in mitigating the effects of the EC judgement (case 416/85) on the English 

commercial property market.

Allowing persons making supplies to waive exemption has the effect of reducing the 

total revenue which would otherwise be derived from the extension of. VAT. This 

is because in most cases the person receiving such supplies will themselves be fully 

taxable persons and so eligible for credit for the whole amount of the tax paid on 

such supplies. In the Standing Committee debate on the Finance Bill 1989 the 

Economic Secretary to the Treasury, Mr Peter Lilley said:

“In the current year we expect revenues of some £35 million from private 
sector construction and property rising to £110 million, as against £450 
million which we might have secured had we not introduced limitations on 
the burden of the tax. ” (4)

The Government could not make the election to waive exemption a mandatory 

requirement of the enabling legislation, thus avoiding the EC judgement (case 

416/85) altogether, as this would have been unacceptable to the European 

Communities. The UK Government were under an obligation to implement the 

decisions of the European courts. Instead, an option was given which would allow 

recovery of the tax within European Community law.
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Allowing an option provided the potential to frustrate the Government’s aim of 

mitigation. In choosing not to opt to tax there could be no reduction in the tax 

burden.

Early research suggested that this might be exactly what was happening, recording a 

cautious reaction to waiver of exemption by property investors. This research will 

be examined in the following section.

4.2.2 EARLY RESEARCH

Moore and Lawrence writing shortly after the legislation enabling an election to 

waive exemption came into effect, reported a survey of 151 property investors, 

comprising banks, pension funds, insurance companies and property investment 

companies. The following extract from that article reproduced in Appendix 4 is a 

summary of the reactions of property investors when asked about their intentions 

regarding opting to tax their portfolios:

“ ....(1) Of those who have or will be electing, 90% are doing so 
building by building and by no means across the board. Many have 
elected on some properties already but are keeping their options open on 
others.

(2) Only slightly more investors have already elected than those who 
have not, and those who have not are evenly divided between those who 
plan to do so in the future and those who do not. The result is that by 
the end of October (1989) a majority of investors are likely to have 
elected on at least part of their portfolio.

(3) Although the majority of investors will have elected by the end of 
October (1989) there is no sign of a general rush to do so across the 
board......
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(4) Most of those who are or will be electing are obviously thinking 
carefully about the basis on which they will elect, and are only doing so 
where there is a clear financial advantage. Several say they will elect 
where money has been spent (on new development or on refurbs) the 
VAT on which can be reclaimed, ie, the general trend is to make the 
decision on an individual basis, after consideration ” (5)

It has not been possible to establish the survey methodology adopted by Moore and 

Lawrence. Attempts to contact Moore and Lawrence have met with no response. 

As a result a detailed critique is not possible. However, the sample may be 

unrepresentative as it appears to concentrate solely on the opinions of property 

investors, ignoring the experiences of others directly involved in commercial 

property such as property developers and occupiers.

Nevertheless the survey undertaken by Moore and Lawrence provides an indication 

of the reaction of part of the business community to the new legislation. It suggests 

that there was no immediate rush to elect to waive exemption, rather that property 

investors were giving careful consideration as to whether to elect or not and were 

only doing so where there was a clear financial advantage.

The results of this early research indicate a partial failure in the take up of the 

option. Effective mitigation of the EC judgement (case 416/85) will only occur 

when the tax burden which would otherwise have resulted from the judgement (case 

416/85) is reduced. A failure to take up the option will result in no reduction in the 

tax burden. The results of this early research would suggest that the facility to 

waive exemption may not be entirely effective in mitigating the effects of the EC 

judgement (case 416/85).
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4.2.3 THE ADVANTAGES AND DISADVANTAGES OF AN ELECTION TO 

WAIVE EXEMPTION

Section 4.2.1. demonstrates that allowing the option to tax provides an opportunity 

to frustrate the Government’s aim of mitigation. Effective mitigation of the EC 

judgement (case 416/85) will occur when the tax burden which would otherwise 

have resulted from that judgement is reduced. This section considers the decision to 

opt to tax, because it is this decision which will determine whether or not the 

Government’s aim of mitigation is frustrated and thus the effectiveness of waiver of 

exemption.

Scott and McClellan (6) suggest that the decision to elect to waive exemption will 

involve a risk/benefit evaluation of the advantages and disadvantages associated 

with that decision.

Thus the decision to elect to waive exemption may be considered as a function of 

the costs and benefits which flow from it:

Election to waive exemption =  f(benefits/costs in making the decision to elect/not

to elect to waive exemption)

It follows that if the benefits expected to be gained from making the decision to 

waive exemption outweigh the costs involved in such a decision then the decision to 

opt to tax will be made and vice versa. If the risks and benefits can be successfully

i l l



identified and ordered it may be possible to predict whether the decision to elect to 

waive exemption will be made. If it is possible to predict those circumstances when 

a decision to elect to waive exemption will or will not be made than it may be 

possible to assess the effectiveness of waiver of exemption in mitigating the effects 

of the EC judgement (case 416/85).

It may be possible to identify certain costs and benefits which may flow from the 

decision to elect to waive exemption. The principal benefit is that those who are 

fully taxable may recover input tax:

“The purpose of the election to waive exemption is to enable taxpayers to 
recover their input tax. ” (7)

“The investor who purchases the freehold of a ‘new ’ commercial building 
will have an overwhelmingly powerful incentive to opt to tax his rents since 
this will permit him to recover VAT paid on the purchase, which for a new 
building will be a substantial figure.” (8)

For example, if an institution buys a freehold interest in a new commercial 

building, VAT will be payable on the purchase price. Such VAT would be 

irrecoverable without the option to tax because if it intended to let the building such 

letting involves the making of exempt supplies. If the institution makes an election 

to waive exemption these supplies become taxable and it will be able to recover the 

VAT paid on the purchase price.

There may also be cash flow benefits to be gained from electing to waive 

exemption. Both landlord and tenant will want to hold monies due to HMCE as
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long as possible. This may be achieved by landlords by allowing the taxpoint (the 

time when a supply is taken for VAT purposes to take place) for the rent to fall as 

early in the VAT quarter as possible so that the maximum use of those monies due 

to HMCE is made before they are actually paid over. The tenant in contrast will 

maximise the period before he has to account to HMCE if the tax point were to fall 

towards the end of the VAT quarter. The positioning of the tax point can thus be of 

importance to both landlord and tenant.

A business which is otherwise wholly or partially exempt can improve its overall 

tax position by opting to tax rents on all the buildings it owns. Broadly speaking, a 

business which makes exempt and taxable supplies can recover only so much of its 

input tax as is equivalent to the proportion of taxable supplies it makes overall. 

Consequently, the more taxable supplies it makes, the higher the proportion of its 

overall input tax that can be recovered.

Section 3.2.2 reviews the developer’s self supply charge where it may be essential 

that the option to tax is made to avoid this charge:

“another reason for exercising the election is if the developer of a new 
building, or the investor funding it plans to grant leases of the building 
rather than sell it. In this case, opting to tax the leases is essential to avoid 
the self supply charge which applies as a soon as an exempt occupation of 
the building takes place. ” (9)

But making the decision to elect to waive exemption may not be without costs:
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“ ..the most fundamental point is that if the option has been exercised a 
freedom has been taken away from the landlord, and effectively from his 
commercial successor.” (10)

If the owner has opted to tax and sells his interest the purchaser of that interest will 

almost certainly opt to tax otherwise he will incur the burden of the tax, as VAT 

would be charged on the sale.

The decision to elect is irrevocable (section 3.2.1.3). Landlords in particular must 

be extremely careful to ensure that this decision does not only provide a short term 

benefit, such as recovering input tax on repairs, but also ensures a long term cost, 

by reducing potential demand from exempt purchasers on disposal.

If a building has been built for an exempt tenant then the decision to opt to tax may 

depress rental levels, this may also affect yields and capital value. Section 4.3.0 

will examine this in greater detail in connection with the second aim of this 

research.

Sub-paragraph 3(3) Schedule 3 Finance Act 1989 (section 3.3.0) stipulates that 

buildings linked internally by a covered walkway, parades, precincts and complexes 

are to be treated as a single building. This may create considerable problems for 

some landlords. For example if the landlord of a shopping centre were to elect on a 

small part of the centre then he would be treated as having elected to waive 

exemption on the whole.
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The disadvantage may not be immediately apparent but,

“For those (tenants) unable to recover some or all of the VAT they suffer on 
expenditure there is of course a significant disadvantage.” (11)

The lessee of a building on which the landlord has elected to waive exemption will 

be required to pay VAT in respect of the rent charged and may not mind doing so, 

since if the lessee occupies the building for the purpose of a fully taxable business 

VAT incurred as a deductible input tax can be recovered. However, a problem 

arises when the tenant runs a business involved mainly in making exempt supplies 

since the tax cannot be recovered. Thus it is essential for the landlord to consider 

not only his present and expected future position but also that of his tenant and 

possible tenants when considering whether or not to elect to waive exemption.

Further difficulties may arise for tenants who wish to assign their lease of a building 

where the landlord has opted to tax (section 3.4.2.1). This may reduce demand 

from exempt tenants who will not be able to recover the VAT element on any 

premium or on rent.

The decision to elect to waive exemption will involve compliance costs such as 

acting as unpaid tax collector for HMCE, issuing tax invoices and dealing with 

customs control visits (section 3.4.3.2).

Stamp duty will be payable on the total of the value and the VAT thus giving rise to 

a double tax situation (section 3.4.2.2). This will increase transaction costs and may



discourage some exempt/part exempt purchasers who would be unable to recover 

the VAT.

It is not only the absolute significance of the benefits and costs to be gained or lost 

from the decision to opt to tax which may influence that decision, but also the 

relative importance of those benefits and costs. This may occur when the decision 

whether or no to opt to tax is made on the basis of more than one variable.

For example the benefits from opting to tax may result in short term advantage from 

the recovery of input tax but a long term disadvantage that VAT will have to be 

paid on the sale price. Thus the relative importance of the short term benefit or the 

long term risk may determine whether the option to tax will be made. In monetary 

terms the short term gain may far outweigh the long term cost.

Thus it is necessary to amend the functional relationship:

Election to waive exemption =  f(the absolute and relative significance of the costs

and benefits which flow from that decision)

The decision whether or not to waive exemption may be based on the absolute and 

relative significance of the benefits and costs which flow from that decision. 

Having established the factors which determine whether or not an election to waive 

exemption will take place it is possible to establish hypotheses which may explain 

the effectiveness of waiver of exemption in mitigating the effects of the EC
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judgement (case 416/85) in respect of the English commercial property market. 

These hypotheses will be examined in the following section.

4.2.4. THE EFFECTIVENESS OF WAIVER OF EXEMPTION IN

MITIGATING THE EFFECTS OF THE EC JUDGEMENT (CASE 

416/85) ON THE ENGLISH COMMERCIAL PROPERTY 

MARKET

The proceeding sections of this chapter have considered the Government’s problem 

which was to mitigate the effects of an unwelcome EC judgement (case 416/85) on 

the UK business community. Had this decision been implemented in full without 

some form of mitigation it would have given risen to significant additional tax 

burdens particularly for the commercial property sector. The Government’s method 

was the introduction of the election to waive exemption, which provided the option 

for taxpayers to avoid the tax.

In providing choice the Government also provided the potential to frustrate their 

attempts at mitigation, because where an election to waive exemption is not made 

there is no possibility that the tax burden will be reduced.

It has been suggested that the decision to elect to waive exemption may be 

determined by the absolute and relative significance of the costs and benefits which 

flow from that decision.
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It has been demonstrated that the costs and benefits which flow from the decision to 

elect to waive exemption can be identified. Based on the assumption that if the 

benefits expected to be gained from the decision to elect to waive exemption 

outweigh the costs involved then the decision to opt to tax is more likely to be made 

and vice versa, it follows that:

(1) Where the absolute and relative significance of the benefits gained

outweigh the absolute and relative significance of the costs incurred 

from the decision to elect to waive exemption it is expected that the 

decision to elect to waive exemption will be made;

(2) Where the absolute and relative significance of the costs incurred

outweigh the absolute and relative significance of the benefits gained 

from the decision to elect to waive exemption it is less likely that the 

decision to elect to waive exemption will be made; and,

(3) Where the absolute and relative significance of the benefits and costs

is equal then it is less likely that the decision to elect to waive 

exemption will be made. This is because the decision once made is 

irrevocable and the absolute/relative importance of the variables may 

change over time.



These hypotheses will be tested in the following chapter where a research method 

will be developed and implemented. The next section o f this chapter is devoted to 

developing the conceptual thinking which underpins the second aim of this research.

4.3.0 AIM TWO - TO ASSESS THE PERCEIVED EFFECTS OF

WAIVER OF EXEMPTION ON RENTS IN THE ENGLISH 

COMMERCIAL PROPERTY MARKET

This section develops the conceptual thinking which underpins the second aim of 

this research, which is to assess the perceived effects of waiver of exemption on 

rents in the English commercial property market.

Commentators’ opinions of the effect o f waiver on rents suggest a significant 

impact:

“In markets which are dominated by exempt tenants its is conceivable that 
there would be a 13% (VAT @ 1 5 % )  drop in rental and capital value if the 
option is exercised.” (12)

Whilst some commentators hypothesised as to the effect of waiver of exemption on 

rents, no evidence was available on what was actually occurring in the commercial 

property market.
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The following sections examine the problem that waiver of exemption places an 

additional tax burden on exempt and part exempt occupiers. The concepts which 

underlie this part of the research are developed with reference to economic price 

theory.

Variables based on the determinants of market demand and supply are developed 

from initial concepts. From these variables hypotheses are put forward which may 

be tested and used to predict the effect of waiver of exemption on rents.

4.3.1 THE TAX BURDEN

This section examines the problem which an election to waive exemption by a 

landlord has for exempt and part exempt tenants.

The Finance Act 1989 enabled landlords to elect to waive exemption. The effect of 

an election to waive exemption by a landlord will result in tenants paying VAT on 

rents. As long as a tenant occupies a building for the purposes of a fully taxable 

business it will be able to recover the VAT as a deductible input tax.

“For standard-rated occupiers the charge of VAT on rents has no net effect 
on their occupation costs as they can recover the tax” (13)

If the tenant does not occupy a property for the purposes of a fully taxable business 

it will be unable to recover the VAT. These tenants are referred to as exempt or



part exempt because they cannot recover or can only recover part of their input 

VAT costs. They will bear the burden of the VAT which cannot be recovered:

“ ...the exempt occupier will be required to pay rent plus VAT, so increasing 
his total occupation costs as he will not be able to recover the VAT paid on 
rents.” (14)

The problem for exempt and part exempt tenants is that the effect of their landlord 

opting to tax is to place an additional occupation cost on them, in the form of an 

increased rent.

Having considered the problem for exempt/part exempt tenants, the following 

section examines economic price theory which may help to explain the effect of 

waiver of exemption on the rents of exempt and part exempt tenants.

4.3.2 ECONOMIC PRICE THEORY

This section considers economic price theory as a possible explanation of the impact 

of waiver of exemption on the commercial property market. The section begins by 

considering economic price theory, which explains the impact of taxes on the supply 

of and demand for space. The effect of elasticity on the incidence of the tax is 

discussed with particular reference to the division of the tax burden between 

landlord and tenant. Finally the practical application of economic price theory to 

the commercial property market is considered as a possible explanation of the 

impact of waiver of exemption on rents of commercial property.



4.3.2.1 The Theory

The supply curve for a space, (SI) section 4.3.2.2 below, shows the relation 

between its rent (per unit area) and the quantity landlords wish to provide per 

period of time. The curve is drawn on the assumption that all other factors that 

influence the quantity supplied remain constant and its upward slope indicates that 

the higher the rent the more landlords will wish to provide.

Economic price theory predicts that the effect of introducing a tax on the supply of 

space will be to shift every point on the supply curve vertically upwards by the 

amount of the tax (S2). This is because every quantity will be associated with a 

market rent which is higher by the amount of the tax after its imposition assuming 

there is no change in the willingness of landlords to supply space.

To determine what actually happens to rent, it is necessary to introduce the demand 

curve, (D l) section 4.3.2.2 below, into this analysis, because rent depends both on 

demand and supply.

The demand curve for space shows the relationship between rent and the quantity 

the tenant is able and willing to pay for per period of time. It is drawn on the 

assumption that all other determinants remain constant, and its downward slope 

indicates that the lower the rent, the more the tenant will desire to acquire.



The point at which the demand and supply curves intersect represents the market 

equilibrium rent. This is the point at which those who demand want to lease the 

same amount those who supply want to provide. The market in a state of 

disequilibrium will move towards market equilibrium.

The effect of introducing a tax such as VAT is to create a state of market 

disequilibrium. The leftward shift of the supply curve, (section 4.3.2.2), causes 

excess demand (Q1 less Q2) to develop at the original equilibrium rent (R l). There 

is a shortage and rents are bid up to (R2). As rents rise so the quantity demanded 

falls from Q1 to Q 3.

Eventually a new market equilibrium post-tax, at rent (R3) and quantity (Q3) is 

reached by raising the rent paid by tenants and lowering the rent (less the tax) 

received by landlords in both cases by less than the amount o f the tax. The 

following section goes on to illustrate the application of this theory to property 

taxes.

4.3.2.2 The Application of Economic Price Theory to Property Taxes

Economic price theory can be illustrated by reference to property taxes, such as 

VAT. Property owners often protest that the burden of property taxes makes 

investment unprofitable, while tenants believe that the taxes are fully borne by them 

in the form of rents. In actual fact economic price theory suggests that part of the 

tax is borne by the landlord and part is passed on to the tenant.



The Application of Economic Price Theory to the Commercial Property Market

: : : D,

     : 1________________________
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By way o f an example, assume that initially there were no tax on commercial property 

prior to the Finance Act 1989 and then one is introduced such as the election to waive 

exemption. If  each landlord raises rents by the amount o f the tax then economic price 

theory predicts that there will be a decline in the quantity o f rented accommodation 

demanded (Q1-Q3). Higher rents (R1-R2) will encourage some tenants to move out 

and some to take less space.

The decline in the quantity demanded without a change in the quantity supplied will 

lead to a situation of oversupply. Landlords will find it difficult to replace tenants 

who move out. This situation will induce some tenants to offer lower rents (R2-R3).
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Some landlords will accept these reduced rents rather than have their properties vacant 

for long periods. Once landlords have started to accept lower rents others will be 

forced to follow this trend or risk having vacant property for prolonged periods.

As rents fall there will be a gradual fall in the quantity o f rented accommodation 

supplied, (Q1-Q3) because landlords will be less willing to rent for reduced returns 

and reduced rents may result in some proposed new developments being mothballed 

as they are no longer perceived as the optimum investment.

Eventually rents will reach a new equilibrium at which the quantity demanded equals 

the quantity supplied (R3Q3). This equilibrium will be higher than the pre-tax rent 

but lower than the rent which passes the whole burden on to tenants. Thus the burden 

o f the tax will be shared by landlords and tenants.

4.3.2.3 The Effect of Elasticity

This section considers the effect o f elasticity on the incidence o f the tax between 

landlord and tenant. The burden will vary depending on the slope o f the demand and 

supply curves.

To illustrate diagrams i-ii. below show two supply curves representing pre- and 

post-tax situations combining them with different demand curves.
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In diagram (i) the demand curve is perfectly inelastic and the equilibrium rent will 

increase by the full amount o f the tax. In diagram (ii) the demand curve is perfectly 

elastic and the equilibrium rent is unchanged despite the shift in the supply curve. 

This suggests that the more inelastic the demand for space, the greater the rise in rent 

paid by the tenant and the less the fall in rent received by the landlord as a result of 

the imposition o f  any given tax.

The effect o f a tax on equilibrium rent & quantity given demand curves o f various 

elasticities

D,

Price
(Rent)

R

0 Q2 Q10
Quantity Quantity
(per period o f  time) (per period o f time)

The steeper, more inelastic the demand curve at the equilibrium point the greater the 

proportion o f the tax paid by tenants and the smaller the proportion o f the tax paid by 

landlords.
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Variations in the elasticity o f supply may also influence the incidence and burden of 

the tax. One o f the most important determinants o f the impact o f elasticity is the 

availability o f substitutes. A change in the relative price o f a factor o f production with 

several close substitutes is likely to cause substantial substitution. A rise in rent may 

lead to a greater fall in the quantity o f space demanded than if  fewer substitutes were 

available.

4.3.2.4 A Possible Explanation of the Concept of Two Tier Markets using 

Economic Price Theory

Knight Frank Rutley Research (KFR) suggested that following the introduction of 

waiver o f exemption,

“ ..the first o f the major implications for the office market will be the creation 
of a two tier rental market in certain commercial centres.” (15)

This section considers how economic price theory may be used as a possible 

explanation o f the development o f this phenomenon. The concept o f a two tier market 

may be illustrated by assuming that an exempt tenant has the choice between two 

buildings which are very similar, except that the landlord o f one has opted to tax rents 

and the landlord of the other has not.

In the case o f an elected building an exempt tenant would be required to pay rent plus 

VAT. This tenant’s total occupation costs would be increased because the VAT paid 

on rent cannot be recovered. In the case o f the non-elected building no VAT will be
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charged on rent. There will therefore be a clear financial advantage to exempt tenants 

to occupy unelected buildings because no VAT will be incurred.

KFR argue that exempt tenants would show such a preference for non-elected 

buildings, that they would be prepared to pay a premium o f up to the amount o f VAT 

charged (currently 17.5%) over the market rent to secure a non-elected building.

KFR suggest that standard rated tenants who can recover VAT in full would be outbid 

by exempt tenants for non-elected buildings and standard rated tenants would 

converge on elected buildings. This would result in the development o f a two tier 

market in terms o f the tax status o f buildings and occupiers as well as rent levels. 

This would be made up o f non-elected buildings let at rents up to 17.5% above the 

market’s base rent, predominantly occupied by exempt tenants and elected buildings 

let at the market base rent, predominantly occupied by standard rated tenants.

It is possible to use economic price theory as an explanation o f the development o f 

two tier markets. The diagram in section 4.3.2.2 can be used to illustrate the pre-tax 

supply (SI) and demand (Dl)  curves for offices occupied by fully taxable and exempt 

tenants. The Finance Act 1989 introduced the election to waive exemption enabling 

landlords to opt to tax rents. Where landlords have opted to tax rents economic price 

theory predicts that the supply curve for exempt tenants will shift to a new position 

(S2). The supply curve for fully taxable tenants remains unchanged, because they can 

recover the VAT in full.
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This diagram shows that the price or costs o f occupation has, for exempt tenants, 

increased R1-R2, assuming the same quantity (Q l) is demanded, as suggested by 

KFR. Thus exempt tenants costs o f occupation have increased as a result o f the tax 

whilst fully taxable tenants costs have not.

KFR argue that the difference in price (costs o f occupation), R2-R1, if  quantity 

demanded remains the same, represents the premium which exempt tenants would be 

prepared to pay to secure a non-elected building. Economic price theory suggests that 

this is not the case because the total incidence o f the tax does not fall on the tenant, 

but is shared between landlords and tenants dependent on the elasticity o f the demand 

and supply curves. The amount of premium is more likely to be represented by the 

difference R3-R1.

The argument put forward by KFR relies on the quantity o f space remaining constant. 

In the short term this may be possible because tenants may experience difficulty in 

disposing o f their existing lease. But in the long run there is the possibility o f a 

change in equilibrium quantity as shown by economic price theory. KFR recognise 

that the imposition of the option to tax is likely to lead to increased mobility on the 

part of exempt tenants. This is shown in the diagram as a reduction in quantity Ql- 

Q3. Market equilibrium will eventually be regained at R3Q3 for exempt tenants.

KFR recognise that their analysis is based on a perfect market and that in reality this 

situation does not exist. There will not be an immediate and complete response by 

landlords and tenants to the new pricing regime which the option to tax allows. The
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tenants’ occupation costs may be only one of many factors influencing their decisions. 

The relative importance o f these factors may dictate whether exempt tenants will enter 

the market when presented with the additional costs o f VAT on rent.

KFR also recognise that there are few fully exempt tenants and that this will have a 

mitigating effect on the full impact o f waiver o f exemption. KFR suggest that this 

will lead to a range o f premium rents in inverse proportion to the level o f VAT which 

can be recovered.

Finally KFR suggest that the two tier market will be a temporary phenomenon 

because there will be a strong incentive for property owners to opt to tax rents and in 

the long run virtually all buildings will be elected for tax. The decreasing number of 

non-elected buildings will limit choice until the two tier market cannot be sustained.

In this section economic price theory and its underlying concepts have been 

considered as a possible explanation o f the impact o f waiver o f exemption on the 

commercial property market, rental levels and two tier markets.

In the following section hypotheses are put forward based on economic price theory 

which may be tested and used to predict the effect o f waiver o f exemption on rents.



4.3.3 THE PERCEIVED EFFECTS OF WAIVER OF EXEMPTION ON 

RENTS IN THE ENGLISH COMMERCIAL PROPERTY MARKET

The preceding sections o f this part o f the chapter have considered the problem that for 

exempt and part exempt tenants the effect o f their landlord opting to tax their rent is to 

place an extra occupational cost upon them as all or part o f the tax cannot be 

recovered.

Economic price theory has been considered as a possible explanation o f the effect of 

opting to tax rents and as a possible means o f predicting its effect. Variables have 

been considered based on these concepts and it is recognised that the determinants o f 

demand and supply in the context o f the commercial property market will require a 

more detailed study beyond the scope o f this initial research.

Based on economic price theory it may be hypothesised that the effect o f the 

introduction o f waiver o f exemption on the commercial property market will be:

(1) a reduction in the disequilibrium rent, (R2), paid by exempt/part 

exempt tenants, to the equilibrium rent, post tax (R3).

(2) a reduction in the total quantity o f commercial property offered to let.

Having developed the conceptual thinking which underpins the aims o f this research, 

the following section goes on to consider data collection methods.
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4.4.0 DATA COIXF.CTTON METHODS

The final part o f this chapter provides an examination o f data collection methods in 

the context o f this research. Expressed in general terms there are three basic forms of 

data collection methods based on observation, survey research and non-reactive 

techniques. Each is examined in turn below.

4.4.1 OBSERVATION

Nachmias and Nachmias commented that:

“Social science research is rooted in observation” (17)

The method’s main virtue is directness, since it is possible to study behaviour as it 

actually occurs. For example in the context o f this research data could be collected 

directly by being present during the decision-making process which would determine 

whether or not to elect to waive exemption. Being present as the decision was made 

would avoid the problems associated with the need for memory recall which may 

distort facts.

The method also allows phenomena to be observed in their natural environment 

avoiding the problems associated with research carried out in artificial settings, which 

may distort results simply because o f a change in environment.



Observation as a data collection method has particular merits when the individuals 

studied are unable or unwilling to articulate themselves meaningfully. In the context 

o f this research it would be particularly useful if  the researcher were present to 

interpret the data rather than relying on the respondent to do so as some o f the other 

methods considered require. For example requiring the respondent rather than the 

researcher to make a reasoned judgement about a series o f decisions whether or not to 

elect to waive exemption on properties in the respondent’s portfolio.

Nachmias and Nachmias suggest three main considerations must be dealt with if  the 

obtained data is to be scientifically meaningful:

“ what to observe, when to observe and how to record, and how
much inference is required.” (18)

What to observe may include body movements, the relationship o f  the observed to the 

space around, and linguistic behaviour both in terms of the actual words spoken and 

associated factors such as clarity o f diction, speed, etc.

It may be possible but not necessarily practical to carrying out observations for all 

times. This restraint requires the researcher to select observation units at points in 

time. In the context o f this research only those events directly related to waiver of 

exemption would be observed which are likely to occur over a fairly short time span.

This method requires accurate recording based on either a deductive approach 

beginning with a conceptual definition, specifying indicators, standardising and



validating the result, and may be flawed if  the conceptual definition is imprecise. 

Alternatively one may adopt an empirical approach, first selecting indicators and 

postponing definitions until some pattern emerges. The latter approach may present 

problems in interpreting the observations. These risks may be reduced by a series of 

data collections over time each refining and concentrating the concept.

Observational studies will require a degree o f inference by the person carrying out the 

investigation. For example the need to identify factors which influenced the decision 

to elect to waive exemption. This requirement for inference may introduce error into 

the results if  the person carrying out the observation is inexperienced. The degree of 

error may be reduced by training.

The types o f observation may be classified as controlled, characterised by clear and 

explicit decisions about what, how and when to observe or non-controlled allowing 

greater flexibility.

Laboratory experiments are an example o f controlled observation and may be 

criticised for their lack o f realism. This problem may result from the observed being 

aware o f the experimental nature of the situation and that certain responses are 

expected. The observed may tailor responses to suit the situation. This bias may be 

reduced by deception thus ensuring that the observed cannot be aware o f the actual 

requirement. Difficulties may also occur if  the person carrying out the experiment 

inadvertently influences the observed, possibly by communicating their expectations.
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This problem may be overcome by the use o f tape recordings or television cameras to 

eliminate communication or the use o f experimenters with different expectations.

The results may also be influenced by the instruments o f measurement, such as 

cameras, influencing the response o f the observed. The time o f measurement may 

also affect the response o f the observed.

An example o f non-controlled observation is field experimentation. Here the 

principal difficulty is one o f control. This problem may in part be overcome by 

replication and reducing the size o f the units.

This is the least controlled method o f observation and probably the most suitable for 

this research of all the observed methods. This involves the researcher in membership 

or attachment to the group being studied. For example joining a property 

management team. The objectives o f the researcher may not be known to the group, 

thus avoiding the possibility o f influencing the response. In this case the observer 

must be careful not to influence the response by behaviour. There may also be 

problems with recording on the spot if  the group is not aware what the researcher is 

doing.

These problems are overcome if  the research becomes known to the group. But 

difficulties may still arise whilst on the one hand establishing and maintaining a 

rapport with the group but again not influencing their response.
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Possibly the greatest drawback to this form o f data collection in the context o f this 

research is that it is not always possible or practical to observe directly the phenomena 

being researched. For example, whilst preferable, it would be impractical to be 

present at every decision (or even a large sample) taken to elect to waive exemption. 

This could be overcome by collecting data from a representative sample o f those who 

have considered whether or not to elect to waive exemption.

4.4.2 PERSONAL INTERVIEW

This data collection method involves a face to face interview carried out by the 

researcher on the person having experienced the phenomena during which questions 

pertinent to the research being undertaken are asked by the researcher. For example 

the researcher would interview those responsible for taking the decision to elect to 

waive exemption.

Interviews should be identical for every respondent with questions o f fixed wording 

and sequence. This ensures that when a variance in response occurs it is due to a 

difference between respondents and not the interview. This technique requires a 

common vocabulary between respondents ensuring that the questions have the same 

meaning for each, phrasing questions in a form which is equally meaningful to each 

respondent, identical context and sequence o f questions. An example in the context of 

this research would be to avoid the use of technical jargon to a lay interviewee.
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Another form o f interview may involve the interviewer with respondents who are 

responsible for the decision to elect to waive exemption in a structured encounter but 

with the respondent given far greater freedom to express their definition o f the 

situation. This technique focuses on subjective experiences allowing the opportunity 

for the researcher to obtain personal reactions and emotions. The situation will have 

been analysed prior to the interview which will proceed on the basis o f a guide related 

to research hypotheses. The researcher will be alert to data that may be needed to 

clarify the problem.

Finally the interview may be without structure or set questions. Respondents are 

given almost complete freedom to recount their experience and the interviewer is also 

free to probe various areas and ask specific questions.

The principal advantage with this form o f interview technique is that it allows 

flexibility in the questioning process. The less structured and scheduled the greater 

the flexibility provided. This technique allows control ensuring that the respondent 

answers the questions and in the correct sequence. The environment may be 

standardised and the interview carried out in private, the latter an important 

consideration in this research. This would ensure that there could be no collusion and 

preserve anonymity. Where time is particularly important to the research the 

interview can be carried out at a particular time. As a result o f the degree of control 

the response rate is usually high. Finally this technique allows the researcher to 

collect supplementary information such as other variables which might influence the
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decision to elect to waive exemption, an important consideration in the context o f this 

research.

This technique also has certain disadvantages including high costs where travel is 

necessary to carry out the interview as in the case o f this research, or where 

organisation, training and supervision o f interviewers is required. The less 

standardised the interview the greater the risk o f the interviewer adding bias or 

personal influence to the results. Factors such as race or sex may influence the 

respondents. Finally this technique does not allow anonymity. The interviewer may 

know the respondents who may feel unable to respond frankly particularly if  the topic 

is market sensitive as in the case o f this research.

4.4.3 TELEPHONE INTERVIEW

This quasipersonal method o f interviewing carried out by telephone has benefits over 

the previous interview technique which include reduced costs and the possibility o f 

reaching a significant percentage o f the population. A telephone survey of 

respondents would be an entirely feasible method o f data collection for this research.

The data obtained from this collection method may also be o f increased quality as 

staff carrying out the interview are often located in a single office and can be closely 

monitored. Technological improvements in the telephone system now permit random 

sampling.

138



However, telephone interviews are not without their problems. A  percentage o f calls 

will inevitably be broken off before the interview has been completed. The method 

does not allow supplementary information about the respondent to be collected. 

Respondents might be unwilling to discuss market sensitive information such as 

property values and rents which would be required in undertaking this research.

4.4.4 MAIL QUESTIONNAIRE

In some circumstances this impersonal method o f data collection may be particularly 

advantageous. It is cheaper than the previous methods considered so far. The 

possibilities o f bias introduced in the personal interview situation can be totally 

eliminated with this method. Mail questionnaires allow the researcher to remain 

anonymous, an important consideration in the subject research were the information 

required is likely to be market sensitive. This method also provides for respondents to 

give a considered response possibly after consulting reference documentation. The 

data likely to be required for this research would benefit from a period o f reasoned 

consideration before a response. Finally it is possible to provide a wide geographical 

coverage with this data collection method. A representative sample taken from the 

whole o f the UK commercial property market would benefit this research.

This method requires simple questions which can be easily understood with the help 

o f printed instructions by the respondent. An opportunity to clarify ambiguous 

answers and probe deeper is possible if  a follow up technique is used. The researcher
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has no opportunity to control the environment in which the answer is completed or to 

ensure that the correct person completes the questionnaire.

Perhaps the most serious problem for mail questionnaires is that they may fail to 

obtain an adequate response rate. What is an acceptable response rate? Opinions 

vary. Many questionnaires fail to achieve a response rate o f more than 50%. Some 

maintain that the falling response rate is due to a saturation o f society by this data 

collection method.

The effect o f non-response may be to introduce bias into the results which is often 

difficult to interpret. I f  non-respondents constitute a representative group o f that 

originally defined this will introduce a serious bias into the study.

The lack o f response may be reduced by the use o f sponsorship which may convince 

the respondent o f the studies legitimacy and value, or by inducement possibly by 

offering a summary o f the results. The use o f a collaborating body with access to 

commercial property management data would assist this research. Nachmais and 

Nachmais page 183 refers to studies which have shown that colour and length make 

little difference to the response rate whilst format and typography may help. A 

covering letter may assist by convincing respondents to respond. The inclusions o f a 

stamp addressed envelope for the reply is particularly important, as respondents may 

feel disinclined to respond if  they have to pay the postage.
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The selection o f recipients will largely be governed by the research although an 

interest in the topic under consideration may increase the response rate. Nachmais 

and Nachmais page 184 refers to studies which have shown that follow-ups can 

significantly increase the response rate.

The method chosen for data collection for the subject research was mail 

questionnaires. The reasoning which underlies the choice o f this method is set out in 

sections 5.3.1 and 6.3.1.

4.5.0 SUMMARY AND CONCLUSIONS

The purpose o f this chapter has been to develop the conceptual thinking for the two 

aims o f this research, which are:

(1) To examine the effectiveness o f waiver o f exemption in mitigating the 

effects o f the EC judgement (case 416/85) on the English commercial 

property market; and,

(2) To assess the perceived effects o f waiver o f exemption on rents in the 

English commercial property market.

The chapter began by considering the Government’s dilemma which was the 

requirement by the EC to implement its decision (case 416/85) whilst at the same time



finding a suitable mechanism to mitigate the effects on an important sector o f the UK 

economy.

The Government’s chosen method o f mitigation was to allow the option to make 

taxable what would otherwise have been exempt supplies o f interests in land subject 

to certain exceptions. In allowing this option the Government provided a loophole 

whereby its attempts at mitigation could be frustrated.

It was suggested that the decision to opt to tax might be determined by the 

significance o f the costs and benefits which flow from that decision. The following 

hypotheses were put forward which would determine whether or not the decision to 

elect to waive exemption would be taken:

(1) Where the absolute and relative significance o f the benefits gained 

outweigh the absolute and relative significance o f the costs incurred 

from the decision to elect to waive exemption it is more likely that the 

decision to elect to waive exemption will be made;

(2) Where the absolute and relative significance o f the costs incurred 

outweigh the absolute and relative significance o f the benefits gained 

from the decision to elect to waive exemption it is less likely that the 

decision to elect to waive exemption will be made; and,



(3) Where the absolute and relative significance o f the benefits and costs is

equal then it is less likely that the decision to elect to waive exemption 

will be made.

In developing the conceptual thinking which underpins the second aim o f this research 

the problem for exempt and part exempt tenants was considered. These tenants will 

bear some or all o f the extra tax burden when their landlord opts to tax.

Economic price theory was considered as a possible explanation o f the effects of 

waiver of exemption on rents. The following hypotheses were put forward, that the 

effect o f the introduction o f waiver o f exemption on the commercial property market 

will be:

(1) a reduction in the disequilibrium rent, paid by exempt/part exempt 

tenants, to the equilibrium rent, post tax; and,

(2) a reduction in the total quantity o f commercial property offered to let.

Finally an examination o f the various data collection methods was undertaken in the 

context o f this research.

The ultimate test o f any hypothesis is the usefulness of its predictions. In chapters 

five and six the hypotheses developed in this chapter will be tested by developing and 

implementing a survey methodology and providing a detailed analysis o f the results.
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CHAPTER FIVE

THE EFFECTIVENESS OF WATVER OF EXEMPTION IN MITIGATING

THE EFFECTS OF THE EC JUDGEMENT (CASE 416/85) ON THE 

ENGLISH COMMERCIAL PROPERTY MARKET

5.1.0 INTRO DUCTIO N

This chapter begins by setting out the purpose of this part of the research which is 

to test the hypotheses developed in section 4.2.4. The method chosen and sampling 

frame for the pilot survey will then be discussed. This is followed by an 

explanation of the development of the pilot questionnaires, an analysis and 

evaluation of the response rate, a review of the methodology, method and an 

assessment of the amendments required to the main questionnaire.

The method chosen for the main circulation and sampling frame will then be 

explained. The response rate and aggregate data from the main questionnaire 

circulation are then analysed and evaluated with appropriate reference to variations 

in response by group and area.

The results and methodology will then be critically examined. The chapter ends 

with a summary of the conclusions drawn from an analysis and evaluation of the 

data to the aims and purpose of this part of the research.
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5.2.0 PURPOSE

The purpose of this part of the research will be to test the hypotheses developed in 

section 4.2.4. From the hypotheses two principal issues arise:

(1) To determine the take up rate of the option to tax; and,

(2) To determine the absolute and relative importance of the factors

which determine whether an option to tax is made or not.

If the take-up rate of the option to tax can be established, then an indication of the 

effectiveness of waiver of exemption as a means of mitigating* the EC judgement 

(case 416/85) may be obtained.

If the relative and absolute importance of the factors which determine whether or 

not the option to tax is made can be established it may be possible to predict, given 

a certain set of circumstances, whether or not the option to tax will be made.

5.3.0 THE PILOT QUESTIONNAIRES

5.3.1 CHOSEN METHOD

Data collection methods set out in section 4.4.0 were reviewed in the context of this 

part of the research.



The researcher was conscious that the information required was likely to be of a 

sensitive nature. The mail questionnaire was identified as the only available 

method which would allow the recipient to remain anonymous.

It was recognised that there were likely to be potential difficulties with this 

technique. The environment in which the mail questionnaire would be completed 

could not be controlled to the same extent as personal or telephone interviews.

It was also acknowledged that a mail questionnaire might be subject to a low 

response rate with the resultant criticism of unrepresentativeness. However it 

would be possible with a carefully worded questionnaire and the use of incentives 

such as offering a results summary and stamped self-addressed reply envelope to 

reduce the level of non-response.

The survey method would need to be able to cope with a wide geographic sample to 

ensure that it was representative. The mail questionnaire was considered to be 

more effective than personal interview in sampling respondents from as wide a 

geographic area as possible.

A particular advantage associated with the mail questionnaire is its reduction of 

personal bias a particular problem for personal and telephone interview techniques.
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A mail questionnaire would also allow time for the recipient to collect data and give 

a considered response, an important factor because of the likely technical nature of 

the questions to be asked.

It was concluded that the most appropriate data collection method would be by mail 

questionnaire survey. This method would preserve anonymity, would allow time 

for a reasoned response, would allow a representative sample and would minimise 

personal bias. With careful design and the use of incentives which included a self 

addressed return envelope and a promise of a summary of the results it was hoped 

that the particular problem with mail questionnaire surveys of a low response rate 

could be overcome. The following section goes on to consider the sampling frame 

for the pilot questionnaire.

5.3.2 SAMPLING FRAME AND DATA SOURCES

In most instances it is impractical to test the hypotheses by interviewing all possible 

respondents. Well selected subsets or samples may accurately reflect the 

characteristics of the whole.

To be successful the research will need to identify all possible respondents, referred 

to as the population, determine a sample size and select a representative sample.
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The enabling legislation (Finance Act 1989) set out in section 3.3.0 defines all 

possible respondents by setting out which buildings may be subject to the option to 

tax and who may elect to waive exemption.

This research will concentrate on those who are able to make the decision whether 

or not to elect to waive exemption who are now referred to as property owners. 

Each property owner will be a sampling unit.

The option to tax is a relatively recent phenomena, and the literature review failed 

to reveal any official statistics or published research which might assist this 

research apart from the article produced by Moore and Lawrence (1) referred to in 

section 4.2.2. This article may be criticised as unrepresentative because it only 

seeks the opinions of investors.

It was therefore necessary to question property owners directly to establish data on 

which to test the hypotheses. The collaborating body, HMCE, might be able to 

provide data on the actual amount of increased tax revenue which the government 

had received as a result of the legislative amendments relating to the EC judgement 

(case 416/85), but this would not assist in testing the hypotheses.

Other potential data sources were considered and in particular it was felt that in- 

house surveyors and valuers employed by larger property owners represented a 

potentially important source of data.



Similarly, property owners often seek advice from property professionals when 

making decisions about their property portfolios. These professionals might also 

have access to important data. Several categories of professional were identified 

including chartered surveyors, incorporated valuers, solicitors and accountants.

From a sampling frame which included all property owners, their in-house 

surveyors, and professional advisers (chartered surveyors, incorporated valuers, 

solicitors and accountants) a sample was chosen based on the researchers local 

knowledge of property owners and their professional advisors in Lincolnshire. 

This ensured that those questioned conformed to the definition of property owners 

and their professional advisors discussed above.

Two areas were chosen based on the market town of Grantham and the city of 

Lincoln, to minimise any bias which the size of population centre may have on the 

results and because their location ensured that the researcher was able to use local 

knowledge.

5.3.3 D EV ELO PING TH E QUESTIONNAIRES

This section considers the development of the pilot questionnaires beginning with 

the recipients of the questionnaires, the contents of the questions, the questionnaire 

format, sequence and the instructions given to recipients, concluding with the 

development of covering letters. A pilot questionnaire to be sent to property



owners is developed initially and this basic questionnaire format is used to develop 

questionnaires for in-house surveyors and professional advisors.

5.3.3.1 Pilot Property Owners Questionnaire

The principal issues highlighted in section 5.2.0 form the basis of the questionnaire 

development. It was acknowledged that questions would need to be simple and 

easily understood if the questionnaire was to be successful.

The first question sought to establish whether the recipient knew o f the option to 

charge VAT on rents. If it could be shown that some property owners were 

unaware of the option to tax then its effectiveness as a method of mitigation could 

be questioned. To ensure that the question was easily understood the phrase 

‘charge VAT on rents’ was used in preference to ‘option to tax rents’.

Similarly the phrase ‘non-domestic property’ represents a simplification of the exact 

definition of those properties which may be subject to an election to waive 

exemption.

Question two was developed to establish the take-up rate of the option to tax. To 

determine the proportion of properties on which the recipient charged VAT on 

rents, a graduated scale rising in increments of 20% was provided.
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Two questions were then developed to confirm whether or not property owners had 

sought advice before making the decision to charge VAT on rents and from whom. 

The second question is not entirely closed allowing the recipient to add further 

categories of advisor if appropriate.

It was acknowledged that some landlords would attempt to restrict the ability to 

charge VAT on rents by including appropriate lease clauses:

“ ... a landlord and tenant are perfectly able to enter into an agreement that 
no election to waive exemption should be m ade.... ” (2)

Such restrictions would take time to evolve as few current leases provided for them 

and a question was developed to determine the extent of this potential problem.

Finally, a substantial question was developed to establish the factors which 

determine whether the decision to elect to waive exemption is made or not, and 

their absolute and relative significance. A matrix question format was used around 

a series of well-rounded statements based on the advantages and disadvantages 

associated with an election to waive exemption as discussed in section 4.2.3.

Respondents were asked to rank these statements in order o f importance in making 

their decision. It was recognised that attention might be focused on the first 

statement at the expense of the others, introducing bias into the results.
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A scored ranking was developed based on the statement being crucial, very 

significant, significant, slightly significant or of no significance in making that 

decision.

This question was open-ended to allow recipients the option to specify and rank 

additional factors which may have influenced their decision, thus avoiding the 

problems associated with a closed question which may not have included all factors.

The final pilot questionnaire developed for property owners is shown in Appendix 

5.1.

The sequence of questions began with easier questions and progressed in a 

graduated sequence to those requiring more thought. It was hoped that this would 

gain the attention and interest of the recipient which would help to ensure a 

response.

Recipients were asked to tick appropriate boxes as their form of response. 

Instructions were given to return the questionnaire if a no response was received to 

question one as the following questions would be meaningless in that case. Finally 

at the base of the questionnaire respondents were encouraged to make additional 

comments if appropriate.
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The covering letter shown in appendix 5.2 was sent with the questionnaire. It was 

designed to explain the purpose of the questionnaire, to give directions about how 

to complete it and to encourage a response.

A prepaid envelope was provided. Two further questionnaires were then developed 

to be sent to in-house surveyors and professional advisors. The development of 

these questionnaires is considered in the following sections.

5.3.3.2 Pilot In-house Surveyors Questionnaire

The questionnaire developed for property owners formed the basis for the 

questionnaire to be sent to in-house surveyors, because the issues to be 

tested were the same. Some minor amendments in phraseology were 

necessary to ensure that the questionnaire was relevant and understood by 

this sample.

Questions one, three and four were dropped from the property owners 

questionnaire as being irrelevant to in-house-surveyors.

In-house surveyors were asked two additional questions to test the results 

of the research undertaken by Moore and Lawrence (3) which concluded 

that the decision to opt to tax was being taken on a property by property 

basis and only where there was a clear financial advantage.



Questions five and six from the property owners questionnaire, were 

retained with minor amendments due to the employee status of recipients.

The statements themselves remained the same as those of the property 

owners questionnaire.

The same covering letter, a similar set o f instructions and the same 

sequence of questions were retained. The following section considers the 

development of a questionnaire to be sent to professional advisors. The 

final pilot questionnaire developed for in-house surveyors is shown in 

appendix 5.3.

5.3.3.3 Professional Advisors Pilot Questionnaire

This questionnaire retained the three questions common to the previous 

questionnaires which were adapted on the basis that they were to be 

completed by professional advisors.

The other questions developed for property owners and in-house 

surveyors were omitted either on the basis that they were irrelevant or 

that professional advisers would have been unable to answer them due to 

non-availability of data.

The same instructions, covering letter and sequence as for the previous two 

questionnaires were retained.
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The final pilot questionnaire developed for professional advisers is shown in 

appendix 5.4.

Having developed the pilot questionnaires these were then circulated to the recipients 

whose responses are considered in the following section.

5.3.4 ANALYSIS OF RESPONSES TO PILOT QUESTIONNAIRES

The responses to the pilot questionnaires circulated on 3 October 1991 are set out in 

appendix 5.5. This section considers the response rate to the pilot questionnaires, 

and the methodology and method are reviewed with the benefit o f the results.

5.3.4.1 Response Rate

47 (58.7%) of those sampled responded to the pilot questionnaires of which 43 

(53.7%) were useable replies. In summary:

Respondents Number Number Number
Sent Responded Responded (useable)

Property owners 13 8(61 .5% ) 6(46 .1% )
In-house surveyors 5 5(100% ) 5(100% )

Professional advisors 62 34(54.8% ) 32(51.6% )

Total sample 80 47 (58.7%) 43 (53.7%)
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The best response rate was from the smallest group sampled, in-house surveyors. 

A lower response rate, of (61.5%) was achieved from property owners and the 

lowest response rate from professional advisors. Section 5.3.5.1 considers how this 

response rate might be maintained or improved for the main circulation.

It was recognised that because the researcher knew the recipients of the pilot 

questionnaire this could not be used as a test of response rate. The pilot 

questionnaire, which could not be considered a representative sample, was a test of 

methodology and method. These are considered in sections 5 .3 .4 .2  and 5.3.4.3.

5.3.4.2 Methodology

The methodology for this part of the research was reviewed with the benefit of the 

results from the pilot questionnaires. The responses obtained to the two principal 

issues, the take-up rate of the option to tax and the absolute/relative importance of 

the factors which determine whether or not the option to tax will be made set out in 

appendices 5.5.2 and 5.5.8 were considered.

The results showed a variable take-up of the option to tax with most respondents 

opting on only a small percentage of their portfolio (1-20%). These results 

established the take-up rate of the option to tax and that it was possible to isolate 

the factors which determine whether or not the decision to opt to tax is made, their 

relative and absolute importance.
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The pilot data appeared to provide satisfactory results to the principal issues of this 

part of the research.

5.3.4.3 Method

The method of data collection was reviewed following the pilot questionnaires. 

Whilst the response rate achieved 47 (58.7%) was less than that which might have 

been achieved from personal interview it was nevertheless considered acceptable.

Many respondents had not chosen to remain anonymous, often returning a covering 

letter with their response. In view of the level of response it was considered 

unnecessary to remove anonymity to allow a follow-up. It might also be important 

to retain anonymity for the main survey to ensure the response rate was maintained. 

With the benefit of hindsight further consideration should have been given to the 

non-response at this point in the survey.

The questionnaires had proved easily understood by respondents with the few 

identifiable difficulties being addressed as part of the redesign considered in the 

following sections.

The format, sequence, instructions and covering letter had all worked well with 

respondents.
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In summary, the survey method appeared successful having produced an acceptable 

response rate and was without significant design problems.

5.3.5 ALTERATIONS AND AMENDMENTS TO THE PILOT

QUESTIONNAIRES

This section considers the pilot questionnaire response rate, sample and provides a 

critical assessment of the alterations and amendments required to each 

questionnaire.

5.3.5.1 Response Rate

The best response rate had been from in-house surveyors. However the possibility 

of concentrating the main sample on this group alone was rejected because this 

could lead to an unrepresentative sample, by ignoring groups whom the pilot 

indicated had valuable data.

It was recognised that the non-responses from both property owners and 

professional advisors may introduce bias into the results. One possible reason for 

the reduced number of responses from professional advisors in particular may be 

the requirement to generalise in order to be able to respond. For professional 

advisors with a large client base this might be difficult.
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The response rate might have been improved by follow-ups. These could not be 

carried out if anonymity was to be maintained because it was impossible to identify 

individual respondents. It would have been useful to know who the non­

respondents were and if there were any general characteristics, but anonymity 

prevented the discovery of this information.

The pilot data showed no evidence of problems with data sources which might 

affect response rate, such as out of date information or an inability to direct the 

questionnaire to the correct recipient.

5.3.5.2 Sample

The results of the pilot questionnaire clearly justified the inclusion of professional 

advisors and in-house surveyors in the sample.

Consideration was given to the addition of HMCE as a fourth group to the property 

owners question on who advised them. It was concluded that this was unnecessary 

because the main purpose of this question was to confirm the basis of the sample 

and access to HMCE data would be available as this was the collaborating body.

One unusable response received from the professional advisors’ sample was from a 

chartered surveyor involved only in agricultural work. It was decided that the main 

sample should be selected only from those surveyors involved with commercial 

property.
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Although it was recognised that the responses from professional advisors required 

generalisation as they were being asked to comment on what might be a diverse 

client base, it was decided that the group should not be excluded because they 

represent an important source of data.

Comments received from property owners included ‘we do not have any properties’ 

despite the researchers knowledge to the contrary which suggested a reluctance to 

respond. The statement ‘passed to accountant’ further justified inclusion of this 

group in the sample.

The pilot sample had included a local authority and it was decided to exclude such 

bodies from the main questionnaire circulation on the basis of their special VAT 

treatment which might add bias to the results.

5.3.5.3 Questionnaires

This section considers alterations and amendments to questionnaires in terms of 

individual questions, instructions, format, sequence and the covering letter, A 

general overview suggested that little amendment would be necessary.

5.3.5.3.1 Property Owners Questionnaire

This questionnaire was reviewed and amendments to the following questions were 

considered on the basis of the pilot response.
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In answering Question 4, one respondent had added ‘consultant’, whether a tax 

consultant or some other adviser. It was concluded that the question should not be 

amended on the basis of this ambiguous comment.

When asked to specify and rank other criteria at the end of Question 6, one 

respondent had added ‘as property developers we must recoup all VAT on our 

costs’. This showed an inability to fully understand statement (a) but amending the 

wording of this statement was not considered necessary.

Another respondent had added after statement (d):

“ -Why-Future owner (if not ‘connected person’) has new 
option choice” .

This again suggested an inability to understand the statement. It was concluded that 

to clarify further by specifying the limitations placed on a future owner would lead 

to an unjustified extension of the statement having regard to the other successful 

responses.

Nevertheless it was decided to amend the wording of the initial instructions to 

improve the general context of the questions:

“Question 7. How significant are the following factors in making your 
decision to charge/not charge VAT on rents? ”



It was apparent from responses to the question regarding the ranking of statements 

in the decision to opt/not opt to tax that the nature of property owners’ property 

holdings may have a significant impact on their answers. It was decided that a 

question should be developed to establish the nature of the property holdings in an 

attempt to assess the impact of this possible bias in the results:

“Question 5. What percentage o f your commercial property holdings 
are for;

Investment Development Other (specify)”

After reviewing the question sequence the additional question was included after the 

existing question four to maintain continuity in question development.

The instructions, format, and covering letter were reviewed on the basis of 

responses and there appeared to be no need for amendments.

The questionnaire to be used for the main circulation of property owners is shown 

in appendix 5.6.

5.3.5.3.2 In-house Surveyors Questionnaire

This questionnaire was reviewed and it was concluded that, based on a 100% 

response rate and no additional comments or apparent difficulties in answering any 

questions by respondents, that the only amendment required was rephrasing of the 

final question as that for property owners.
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The question developed for property owners to determine the percentage of 

commercial property holdings held for investment, development or other purposes 

was added to this questionnaire.

The sequence of questions was reviewed in the light of this addition which was

made after the previous question four.

The instructions, format and covering letter were also reviewed but because of no 

apparent difficulties no amendments were made.

The questionnaire to be used in the main circulation of in-house surveyors is shown 

in appendix 5.7.

5.3.5.3.3 Professional Advisors Questionnaire

Two respondents had indicated an inability to complete Question 1. because they 

felt unable to comply with the need to generalise about a range of clients. This had 

been recognised (section 5.3.5.1) as a possible reason for a non-response, but it 

was not felt appropriate to amend the question.

No apparent problems were experienced in answering question two.

When asked at the end of Question 3. to specify and rank any other criteria one

respondent commented:
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“Foreign investor prefers to avoid complications of VAT”

On reflection it was felt that any reluctance on the part of foreign investors to invest 

in the UK could have serious implications for the commercial property market. As 

a result it was decided to include a question to investigate the extent of the problem.

Comments on ‘other criteria’ added at the end of Question 3. were considered and 

all appeared representative of an inability to comprehend the range of issues 

involved. The statements in this question were reviewed and the wording was 

amended to ensure consistency.

In addition the question to determine the percentage of commercial property held 

for investment, development or other purposes was introduced.

The instructions for this questionnaire were reviewed as one respondent had failed 

to tick the boxes in question three. It was decided that the instructions at the top of 

the questionnaire were sufficiently clear and had not been misunderstood by any 

other respondents.

The sequence of the questionnaire was reconsidered having regard to the new 

questions and these were included after question two in an attempt to maintain 

continuity.
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The questionnaire format and covering letter were also reconsidered and, as no 

apparent problems had arisen, no amendments were considered necessary.

The questionnaire to be used in the main circulation of professional advisors is 

shown in appendix 5.8.

5.4.0 METHOD

5.4.1 CHOSEN METHOD

This section considers the method of data collection chosen for the main 

questionnaire circulation. The chosen method of data collection for the pilot survey 

was reviewed. It was concluded that the questionnaire survey had achieved the 

requirements set out in section 5.3.1.

Whilst the previous section demonstrates that some minor amendment and 

refinement in questions was required, the responses indicated that most recipients 

had found the questionnaire easy to understand and were sufficiently interested in 

the subject to respond.

Alternative methods of data collection were reviewed in the light of the pilot results 

and whilst it was appreciated that these might offer benefits, such as the ability to 

probe around issues, there would also be inherent disadvantages such as the 

introduction of bias by personal influence.
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It was concluded that the questionnaire survey technique had proved largely 

satisfactory for the pilot study and should be retained with those minor amendments 

to questions discussed in the previous section, for the main data collection.

5.4.2 SAMPLE

This section considers the choice of sampling frame and sample for the main 

questionnaire circulation.

The sampling frame for the pilot questionnaire set out in section 5.3.2 was 

reviewed in the context of the results and it was determined that there was no 

evidence to suggest the need for amendment. Evidence from the pilot survey 

supported the inclusion of in-house surveyors and professional advisers in the 

sample as important data sources.

It would not be possible for the researcher to exercise the same degree of control 

over the choice of recipient for the main circulation as for the pilot. Several 

possibilities were considered in attempting to find a listing for property owners in 

England. The rating list was considered but dismissed on the grounds that it is 

based on occupiers and not owners. No single comprehensive listing of property 

owners in England could be found and it was determined to use the Yellow Pages 

listings for property owners, property developers and property investors as a 

representative sample of the definition of property owners.
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This sampling frame is by no means ideal as it may be incomplete. It is possible 

that not every property owner is listed in the Yellow Pages.

The sampling frame should not produce difficulties with clusters as each property 

owner will be listed individually but there may be problems with blanks as 

residential property owners may also be listed and these are not required.

In-house surveyors were identified by reference to listings in the Incorporated 

Society of Valuers and Auctioneers and the RICS current lists of members.

The sample of professional advisors would again include chartered surveyors and 

incorporated valuers, solicitors and accountants. Solicitors and accountants were 

also selected from their professional directories. Arbitrarily those companies with 

five or more partners were chosen.

Two regions were chosen for sample, Nottingham and Leeds, both major 

commercial centres and it was hoped to prove by a similarity in the results from 

each that these were representative of England.

Consideration was also given to the areas of study and it was decided that these 

should include not only city centres but also conurbations, to ensure inclusion of a 

diversity of commercial property types. The sample was split into two areas. The 

first termed, central location, was selected by reference to Standard Trunk 

Dialling(STD) codes (Nottingham/Leeds) directory listings for the groups under



consideration. The second termed, area location, was selected by reference to the 

Yellow Pages area maps for the remainder of organisations in Nottingham and 

Leeds directory listings.

Having chosen the method of data collection and identified a representative sample 

the main questionnaires were dispatched for return by 31 January 1992. The 

following section provides details of the results of that survey.

184 (39.4%) recipients responded to the main circulation of questionnaires of which 

136 (29.12%) were useable replies. In summary:

5.5.0 RESULTS OF MAIN CIRCULATION

5.5.1 RESPONSE RATE

Respondent Number Number
Sent Responded

Number 
Responded (useable)

Property Owners 
In-house surveyors 
Professional advisors -

170 63 (37.06%) 47 (27.65%)
37 14 (37.84%) 12(32.43% )

chartered surveyors/ 
incorporated valuers 
solicitors 
accountants

131 55 (41.98%) 32(24.42% )
88 33 (37.5%) 26(29.54% )
41 19 (46.34%) 19 (46.34%)

Total sample 467 184 (39.40%) 136 (29.12%)
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This was a particularly disappointing response rate contrasting sharply with that of 

the pilot questionnaire. It had been anticipated that professional advisors as a group 

might have some difficulty in responding because of the need to generalise when 

making their response. However this difficulty was not reflected in the responses 

received, which were equally low from all groups.

There was some evidence of the reasons for a non-response which are often 

associated with this survey technique. Twenty seven unusable questionnaires 

indicated that the recipients were not involved with commercial property and were 

unable to respond. Ten unusable questionnaires, all but two from property owners 

were returned ‘no longer known at this address’ indicating that the data sources 

were out of date. To some extent this situation had been compounded by the 

recession, during which an increased number of mergers and liquidation of property 

companies and their advisors had occurred.

There was also some evidence of a failure to direct the questionnaire to the correct 

recipient in large organisations, some of which had replied indicating that the 

questionnaire had been passed to another individual or office for a response. Other 

possible reasons for a non-response include lack of time in which to complete the 

questionnaire, the need to preserve confidentiality despite the assurances given and 

a perceived lack of direct benefit or interest.

It was not possible to use methods such as follow-ups in an attempt to reduce the 

level of non-response as the questionnaire required anonymity to be maintained.
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Had the low level of response rate been anticipated before the main questionnaire 

circulation it is possible that this requirement may have been removed. The loss in 

responses due to a lack of confidentiality may have been outweighed by the increase 

in response rate achieved by follow-up. Many respondents had not wished to 

remain anonymous, enclosing complimentary slips or letters with their response.

The level of 29.12% is not untypical of response rates from mail questionnaires 

surveys.

5.5.2 ANALYSIS OF RESPONSES TO QUESTIONNAIRES

Descriptive statistics for each question have been produced from aggregate data 

based on a total count of respondents and the percentage of responses. These are 

reproduced in appendix 5.9. The methodology involves a simple visual analysis of 

each distribution with comments on regional/group variations.

5.5.2.1 Property Owners Questionnaire Question 1

The results of the main circulation as with those of the pilot identified a small 

number of respondents, 4 (8.9%) who were unaware that they could charge VAT 

on the rents of non-domestic property. These respondents are evenly spread 

throughout the sample.
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It is possible that some property owners might have answered ‘no’ simply to avoid 

answering the questionnaire but this is unlikely as it would have been easier for 

them not to respond at all.

Based on these results it may be concluded that the effectiveness of waiver of 

exemption, has been reduced, due to a lack of knowledge. However, this reduction 

in effectiveness is restricted to less than ten percent of property owners.

5.5.2.2 Property Owners Questionnaire Question 2, In-house Surveyors

and Professional Advisors Questionnaire Question 1

“Most of those who are or will be electing are obviously thinking
carefully ” (4)

A key issue in determining the effectiveness of waiver of exemption in mitigating 

the effects of the EC judgement (case 416/85) on the English commercial property 

market is the take-up rate of the option to tax. It was anticipated that the results 

from these questions would assist in establishing the pattern of the take-up rate.

An analysis of the aggregate data shows that property owners are opting to tax a 

variable percentage of their portfolios. The results show that 20 (16.1%)

respondents or their clients have not exercised the option to tax. Most respondents 

37 (29.8%) or their clients have opted to tax only 1-20% of their portfolio. 17 

(13.7%) have opted to tax 21-40%, 14 (11.3%) have opted to tax 41-60%,



13 (10.5%) have opted to tax 61-80% and 11 (8.9%) have opted to tax 81-99%. 

Twelve, (9.7%) have opted to tax all their portfolio.

The results are skewed towards a lower take-up rate of the option to tax. But a 

lower take-up rate per se will not be indicative of ineffective mitigation. For 

example property owners might still maximise their recovery o f input tax by opting 

to tax in only those instances where there is the greatest liability to VAT, for 

example new development. This would result in fewer elections but still maximise 

VAT recovery.

One respondent to the survey undertaken commented:

“It is my general experience that clients do not wish to limit their options 
and consequently do not elect to waive exemption unless they are faced with 
potentially significant VAT losses e.g. upon construction, extensive repairs 
or refurbishment. However when faced with such a loss clients will usually 
make the election in order to recover V A T.”

An inherent problem is that the questions do not identify the amount of tax being 

recovered. If it were possible to identify this then the effectiveness of the option to 

tax could be assessed by comparing the amount of tax actually recovered against 

that which would otherwise have been irrecoverable. There is a need to establish 

not only whether an election to waive exemption has been made but also the amount 

of tax which is being recovered as a consequence.
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An analysis of the results by reference to regional variation shows an increased 

level of high percentage elections in city centre locations. This may be due to a 

combination of higher property prices in city centre locations and a concentration of 

major redevelopments where property owners may need to ensure recovery of input 

tax.

An analysis by category of respondent also produces some variations from the 

results of the aggregate data. Most of the companies with in-house surveyors have 

opted to tax only a small percentage of their properties. Nine (75%) have opted to 

tax less than 40% of their portfolios and no respondent had opted to tax 100% of 

their companies’ properties.

Similarly, professional advisors indicate a low take-up of the option to tax by their 

clients with 51 (66%) indicating that their clients have opted to tax 40% or less of 

their portfolios. An analysis of the responses from property owners shows that 

most, 12, (26%) have opted to tax all their portfolio but that the same percentage 

have opted to tax none of their portfolio. The remaining responses are spread fairly 

evenly throughout the remaining percentage groups.

This diverse response may be attributed to the range of scenarios available to 

property owners. For example property owners are more likely to opt to tax if they 

incur a high liability to VAT and vice versa.
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Moore and Lawrence comment:

“The result is that by the end of October (1989) a majority o f investors are 
likely to have elected on at least part of their portfolio. ” (5)

The results of these questions support this opinion. A majority of low percentage 

elections may reduce the effectiveness of the option to tax in mitigating the effects 

of the EC judgement because there may be fewer opportunities to reduce the tax 

burden. However, further research will be required to establish the level of tax 

recovered.

5.S.2.3 Property Owners Questionnaire Question 3

This question was introduced to establish whether or not property owners had 

sought advice before making the decision to opt to tax. If property owners had 

sought advice there was the possibility that other important data sources might 

exist.

An analysis of the data shows that 31 (75.6%) property owners questioned had 

taken such advice. This confirms that there are other potential data sources for this 

research in addition to property owners. This response was maintained across all 

the groups questioned.
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5.5.2.4 Property Owners Questionnaire Question 4

The results of the pilot questionnaire had highlighted three distinct advisory groups, 

managing agents, solicitors and accountants. This question was designed to 

authenticate the inclusion of these groups in the sample.

An analysis of the data indicates that 24 (61.5%) respondents had sought advice 

from accountants, 7 (18%) from managing agents, 6 (15.4%) from solicitors and 2 

(5.1%) from others who include HMCE, the collaborating body, and a legal 

seminar. There was no evidence to suggest that these results had been influenced 

by regional variations because a similar response was maintained across the whole 

sample.

This further establishes the authenticity of extending the sample to include 

professional advisors. Individual responses show that some property owners sought 

advice from more than one professional advisor.

It might be argued that the use of accountants by the majority suggests that added 

weight should be given to the results from this data source as the most 

representative group after property owners.
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5.5.2.5 Property Owners and In-house Surveyors Questionnaire

Question 5, Professional Advisors Questionnaire Question 3

It became apparent from the results of the pilot that the reason for holding property 

might have an important influence on the decision to opt to tax. For example 

where the decision to opt to tax might have an important impact on tenants, owners 

holding property for investment might be less willing to opt to tax. Tenants who 

cannot recover VAT might seek to pay less rent. Property owners holding property 

for development (ie the capital return) and onward sale to an owner occupier might 

be less concerned about the impact of the option to tax on tenants.

This question was introduced to establish the percentage of commercial property 

holdings held by those questioned or their clients for investment, development or 

other purposes.

An analysis of the results indicates that 55.1% of the property portfolios under 

consideration were held for investment, 25.7% for development and 14.5% for 

other purposes.

Respondents indicated property held for other purposes included refurbishment, 

subletting, dealing, income purposes, residential, land and surplus with most 

specifying owner occupation as property held for other purposes. Whilst 

representing a relatively small percentage of the results (14.5%) these answers 

might indicate problems with the definition of property held for investment or
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development. For example property held for refurbishment might be considered an 

investment property. The questionnaire should have included a specific definition 

of each category. The categories might also have been extended to include surplus 

properties and properties held for owner occupation, omitting the need for an 

‘other’ category.

It can be argued that a sample with a higher percentage of property held for 

investment might also include fewer elections to waive exemption. In contrast a 

sample with more property developers may produce a higher percentage of elections.

The results of the aggregate data from these questionnaires do show a skew towards 

a lower percentage of elections where the sample has been shown to comprise a 

higher percentage of properties held for investment as opposed to development.

These conclusions are supported by an analysis of the results from some 

geographical sub-groups, for example property owners in the Leeds area:

Proportion of properties where VAT charged on rents -

P ercen tag e  g roups___________ 0%  1-20%  21-40%  41-60%  ,6 1 -8 0 %  81-99%  100%

N u m b er o f  responses: 2 3 1 0  0  0  0

C o m p o sitio n  o f  p o rtfo lio s-

In v estm en t__________D ev e lo p m en t______________O th er_______

P ercen tag e  response : 50%  3 5 .6%  6 .8%
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In this sample there are only low percentage elections where 50% of properties are 

held for investment. In contrast the sample from property owners in the Leeds STD 

group where 26.8% of properties are held for development show a high percentage 

of elections:

Proportion of properties where VAT charged on rents -

P ercen tag e  g roups___________ 0%  1-20%  21-40%  4 1-60%  61-80%  81-99%  100%

N u m b er o f  responses: 2  1 2  1 3  1 6

C om p o sitio n  o f  po rtfo lio s-

Investm en t___________D ev e lo p m en t____________________O ther

P erce n tag e  response : 6 3 .1 %  2 6 .8 %  10%

It may be concluded from these results that there may be a broad correlation between 

the number of options to tax and the reasons for holding property. Further detailed 

research will be required to establish this link.

5.5.2.6 Property Owners Questionnaire Question 6, In-house Surveyors

Questionnaire Question 4, Professional Advisors Questionnaire 

Question 2

“In order to maximise not only the initial rent obtainable from the tenant, but 
also the rent at review, the landlord might try to have the lease drafted on the 
basis of certain assumptions relating to V A T.” (6)



Most respondents 115 (87.1%) or their clients indicated that they do not have or are 

unaware of covenants in leases which prevent the charging of VAT on rents. But 

17 (12.9%) have or are aware of such lease covenants.

KFR (7) suggest that landlords may contract not to charge VAT on rents in an 

attempt to secure a premium rent. Lease covenants which prevent charging VAT 

on rents may have an impact on the effectiveness of waiver of exemption in 

mitigating the effects of the EC judgement (case 416/85). By deliberately 

contracting out of charging VAT on rents the opportunity to recover input tax is 

lost and will frustrate the mitigating mechanism.

Those who have experienced a lease which contains a covenant preventing VAT 

being charged on rents are spread throughout the sample. There is however a 

concentration of respondents noting such a covenant in city centre locations 

possibly as rents are higher and the VAT element may be more significant, or 

because of the concentration of national multiples in these areas with access to good 

professional advice.

Solicitors were the group to report the largest number of such covenants, possibly 

due to their direct involvement in the drafting of leases. These covenants may not 

yet have come to the attention of other property professionals.
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S.5.2.7 In-house Surveyors Questionnaire Question 2:

“(1) O f those who have or will be electing, 90% are doing so building by 
building, and by no means across the board .” (8)

This question was introduced to test the accuracy of the above statement. The 

results tend to support those of Moore and Lawrence with 9 (75%) respondents 

from this sample indicating that their decision to charge VAT on rents had been 

made on an individual property by property basis, whilst 3 (25%) respondents have 

not made the decision on that basis.

This suggests that most respondents are thinking carefully before making the 

decision, possibly considering the advantages/disadvantages associated with opting 

to tax on each property.

It should be borne in mind when analysing this data that the sample is very limited 

with only twelve useable responses from this group of which four where owner 

occupiers. The results from this data may not apply to the remainder of the sample 

or the total population.

Whilst this is a very small sample it does show some regional variation with those 

reporting a ‘no’ response being confined entirely to city centre locations.
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5.5.2.8 In-house Surveyors Questionnaire Question 3.

“ ...and are only doing so (opting to tax)where there is a clear financial 
advantage” (9)

These results show that a significant number of respondents, 10 (83.3%) have 

exercised the option to tax only where there has been a clear financial advantage.

This highlights the importance of financial advantage in making the decision to opt 

to tax, which has been a determining factor for most of those questioned. To some 

extent these results are confirmed by those in section 5.5.2.10 below, where 

statements which may have the highest financial impact are ranked with the highest 

significance in making the decision to opt to tax by most of those questioned.

The results show some regional variation with those responding ‘no’, as with the 

previous question being entirely confined to city centre locations.

It appears from the aggregate data that most respondents are maximising the 

effectiveness of waiver of exemption by opting to tax at the point of maximum 

financial advantage or exposure to taxation. This suggests that the actual number of 

elections is less significant in determining the effectiveness of waiver o f exemption 

in mitigating the effects of the EC judgement than the ability to maximise the 

recovery of tax.
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5.5.2.9 Professional Advisors Questionnaire Question 4

This question was introduced to establish whether there was any evidence that 

overseas investors were unwilling to invest in UK property as a result of its VAT 

treatment. A loss of overseas investors may have serious implications for value in 

certain sectors of the UK commercial property market.

Most respondents, 75 (97.4%) were unaware of any overseas investors who had 

been unwilling to invest in the UK as a result of the VAT treatment of its property. 

However, a small percentage, 2 (2.6%) had experienced some unwillingness to 

invest on the part of overseas investors for this reason. Further research will be 

required to establish the precise extent of this problem, in particular to determine 

how many of those sampled actually have overseas clients.

5.5.2.10 Property Owners Questionnaire Question 7, In-house Surveyors 

Questionnaire Question 6, Professional Advisors Questionnaire 

Question 5

Considering the relative importance of each statement, the results of the main 

circulation show that the ability to recover VAT, which charging VAT on rents 

ensures, is a crucial factor for most respondents or their clients in making the 

decision to charge/not charge VAT on rents.



Statement (c) is less significant to the majority of respondents or their clients than 

statement (a) but more significant than the other statements.

Statement (e) whilst significant to the majority of respondents or their clients is less 

significant in making the decision to charge/not charge VAT on rents than 

statements (a) and (c) but more significant than the remainder.

Statement (d) is less significant in making the decision to charge/not charge VAT 

on rents than statements (a),(c)and(e) but more significant than statement (b).

Statement (b) is of least significance in making the decision to charge/not charge 

VAT on rents for most respondents or their clients.

These results are supported by the conclusion of In-house Surveyors Question 

Three which showed that the option to tax was only being exercised where there 

was a clear financial advantage to do so.

Based on these results and the earlier hypotheses, the decision to opt to tax is most 

likely to be made in circumstances where there is a clear financial advantage to be 

gained from the recovery of input tax.

In circumstances where there is less financial advantage to be gained from the 

decision to opt to tax or that decision may have a significant impact on another 

party then it is less likely that the decision to opt to tax will be made.
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If the level of financial advantage were known in each case where the option to tax 

had been made this might substantiate the hypotheses.

Having considered the relative importance of each statement in making the decision 

to charge/not charge VAT on rents, the following paragraphs go on to consider the 

absolute importance of each statement based on the results of the aggregate data. 

To assist with the analysis this data has also been subjected to the following 

comparative analysis:

(a) tests to identify symmetrical and non-symmetrical distributions; and,

(b) tests to identify the presence of significant differences and strong 

areas of agreement between categories of respondent.

Each statement has been analysed by a description of the distribution and a 

comment, where appropriate, making reference to significant variations in the 

responses from regions/groups. The methodology again involves a simple visual 

analysis of each distribution.

“a. Charging VAT on rents enables the recovery of VAT on landlords’ 
repairs, construction costs, service charges, managing agents’ fees, etc.”

Distribution: Not Symmetrical

“ ....the purpose of a landlord making an election is to enable him to recover 
input tax .” (10)



The results indicate that most respondents or their clients 52 (38.8%) consider 

statement (a) to be crucial in making the decision to charge/not charge VAT on 

rents. 40 (29.8%) consider statement (a) to be very significant and 21 (15.6%) 

significant. Only 13 (9.7%) consider statement (a) to be slightly significant and 8 

(6%) of no significance.

The ability to recover input tax is shown to be crucial to most respondents or their 

clients in making the decision to charge VAT on rents. There is also a clear skew 

towards the significance of statement (a) in making the decision to charge VAT on 

rents.

A possible explanation of the variance in response may be that the decision to opt to 

tax is influenced by the nature of property holdings, ie for investment or 

development. Developers may incur significantly more VAT than investors as a 

result of VAT charged on construction costs. If developers wish to maximise their 

profits and VAT recovery positions they will opt to tax to enable the recovery of 

input tax. The recovery of VAT may be particularly significant to those 

undertaking development. The higher the percentage of developers in the sample 

the greater the significance of this statement.

The results in section 5.5.2.5 show the sample to comprise holdings of 25.7% for 

development compared to 52 respondents (38.8%) who have ranked this statement 

as crucial. This suggests that the recovery of input tax may also be important to
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some investor as well. Investors may also be involved in redevelopment, a problem 

with the non-specific terms used in this question.

The general trend of the results from the aggregate data is also maintained 

throughout regional and group samples.

“b. Charging VAT on rents will increase management costs, ie customs 
control visits, issuing tax invoices etc.”

Distribution: Not symmetrical

Most respondents or their clients, 58 (43.3%) indicated that the increase in 

management costs which result from charging VAT on rents was a slightly 

significant factor in their decision to charge/not charge VAT on rents. 30 (22.4%) 

indicated that statement (b) was of no significance to their own or their clients 

decision. 26 (19.4%) indicated that this was a significant factor in their decision. 

12 (8.9%) indicated that it was very significant and 8 (6%) that it was crucial.

There is a clear skew towards the insignificance of this factor in making the 

decision to charge VAT on rents. These results which are maintained throughout 

regional and group samples, are entirely consistent with the actual increase in 

management costs which is likely to be relatively insignificant as a result of 

charging VAT on rents.



“c. VAT will have to be paid on the sale price when the property is 
sold if VAT is charged on rents.”

Distribution: Not symmetrical

“The landlord must be quite sure that the irrevocable option to tax an 
existing lease does not give him a short term advantage, but store up 
problems in the long term when he comes to sell his main interest in the 
property when he will still be bound to charge V A T .” (11)

These results clearly demonstrate the significance o f statement (c) to most 

respondents or their clients in making the decision to charge/not charge VAT on 

rents. 37 (27.8%) of respondents indicated that statement (c) was crucial to their 

decision, 30 (22.6%) that it was very significant and 37 (27.8%) that it was 

significant. Only 18 (13.5%) indicated that it was slightly significant and 11 

(8.3%) that it was of no significance.

Charging VAT on the sale of a commercial property will result in the addition of 

17.5% to the purchase price. Most purchasers will be able to recover that VAT if 

they opt to tax but those who are exempt or part exempt cannot or can only recover 

part.

The variance in response with 11 (8.3%) respondents or their clients indicating that 

this statement was of no significance in their decision to charge/not charge VAT on 

rents may be explained by an intention on the part of these respondents or their 

clients not to dispose of their interest.



Trends in regional/group samples are less distinct, but responses received from 

solicitors show a marked increase in the significance of statement (c) above other 

groups. This may be as a result of a heightened awareness in the legal profession 

of the need to ensure that the vendor is indemnified against any VAT liability on 

disposal.

“d. Charging VAT on rents will limit the options of a future 
owner of the property.”

Distribution: Not symmetrical

Most respondents indicated that they or their clients considered statement (d) to be 

significant or slightly significant in making the decision to charge/not charge VAT 

on rents. 21 (15.6%) indicated that that statement (d) was of no significance in 

their own or their clients decision. 22 (16.4%) indicated that statement (d) was 

very significant and 19 (14.2%) that it was crucial.

There is a more even spread of responses to this statement with a skew towards the 

insignificance of the limitations placed on future owner's options.

The spread of responses may be explained by the number of scenarios available to 

property owners. For example investors who might be less likely to sell in the 

short/medium terms might consider statement (d) insignificant. Developers 

constructing an office block, for an exempt occupier who could not recover VAT 

which might be charged on the purchase price, might consider this statement



crucial. The results may be less distinct if exempt/part exempt respondents make 

up a smaller percentage of the sample.

The general trend of the aggregate data is maintained in regional/group samples.

“e. The effect on the tenants of charging VAT on rents, ie if the 
tenant cannot recover VAT he may want to pay a lower rent on review.”

Distribution: Not symmetrical

Most respondents, 46 (34.3%) indicated that the effect on tenants was a significant 

factor in their own or their clients decision to charge/not charge VAT on rents. 22 

(16.4%) indicated that statement (e) was very significant and 20 (14.9%) crucial. 

In contrast 36 (26.9%) indicated that statement (e) was only slightly significant in 

their own or their clients decision and 10 (7.5%) that it was of no significance.

The significance of the effects of charging VAT on the rents of tenants in making 

the decision to charge/not charge VAT on rents is apparent from these results. The 

variance in response may once again be explained by the reason for holding 

property. A mixed portfolio of fully taxable and exempt tenants may produce a 

response around the mid-point of the range.

The results from the aggregate data are broadly maintained in regional and group 

samples, but chartered surveyors and incorporated valuers rank this statement of
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higher significance than the other groups. These individuals, because of their 

involvement in the management of commercial property may be particularly 

sensitive to the impact of any legislative changes on tenants.

The returned questionnaires also highlighted some ‘other’ significant factors in 

making the decision to charge/not charge VAT on rents. These included, the 

avoidance of a self supply charge, cashflow, transfers as going concerns, to ensure 

consistency, the extension to linked buildings and location. Whilst not of 

significance to the majority, as anticipated when considering the nature of the 

statements included in the questionnaires, there are other factors which might 

influence the decision to charge/not charge VAT on rents.

The following section includes a critical examination of the methodology, response 

rate, data and quality of response.

5.6.0 CRITIQ U E

5.6.1 M ETHO DOLOGY

The aim of the first part of this research was to determine the effectiveness of 

waiver of exemption in mitigating the effects of the EC judgement (case 416/85) in 

respect of the English commercial property market.
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Chapter four considers methodology, in particular the Governments attempt to 

mitigate the effects of an unwelcome EC judgement (case 416/85) on the UK 

business community by the introduction of waiver of exemption to reduce the tax 

burden which would otherwise have been experienced.

In allowing the option to tax the government provided an opportunity to reduce the 

effectiveness of this mechanism, because where no election to waive exemption is 

made there will be no opportunity to reduce the tax burden.

It was suggested in chapter four that the decision to opt to tax might be determined 

by the absolute and relative significance of the advantages and disadvantages which 

flow from that decision. By determining whether the decision to opt to tax had 

been or would be made, it might be possible to predict the effectiveness of waiver 

of exemption.

Questionnaires were developed which sought to establish the take-up rate of the 

option to tax and the relative/absolute significance of the factors which determined 

whether or not the option to tax was made.

Whilst the questionnaires establish in broad percentage terms the take-up rate of the 

option to tax, this by itself is insufficient to determine the effectiveness of waiver of 

exemption. This may be established by the extent to which the tax burden which 

would otherwise have been incurred is reduced.
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The questionnaires also establish the absolute and relative significance of the factors 

which determine whether the decision to opt to tax will be made or not. But the 

hypotheses relies on a link between these factors and the take-up rate of the option 

to tax.

In order to test the hypotheses it will be necessary to link statements (a-e) with the 

take-up rate of individual respondents. If it can be shown that a high percentage 

take-up of the option to tax occurs in circumstances where the statement has a high 

absolute and relative significance (and vice versa) then the hypotheses will be 

substantiated.

The hypotheses also rely on the majority response to each statement being taken as 

correct. It may be incorrect to apply the aggregate view to the whole population.

Whilst the questionnaires have satisfied the requirements of the issues identified in 

section 5.2.0 these are insufficient to satisfy the aims of the research.

5.6.2 RESPONSE RA TE

The response rate for the main circulation is considered in section 5.5.1. It is 

apparent that the level of non-response has introduced significant bias into the 

research. It has not been possible to improve the level of response due to the 

requirement to preserve anonymity.



An analysis of the response rates for pilot and main samples suggests the problem 

to be due to data sources. It was possible with the pilot circulation to direct the 

questionnaires more accurately, based on the researcher's personal knowledge of 

the area. This was not possible for the main sample. It is apparent that the data 

sources used were out of date resulting in several returned questionnaires from the 

main sample ‘not known at this address’. This type of response was not 

experienced with the pilot.

The low response rate particularly from individual categories of respondent may 

lead to the criticism of overworking data. For example it is difficult to justify 

applying the response to In-house Surveyors Questionnaire, Questions Two and 

Three, to the whole population, based on a response from only twelve respondents. 

It would have been possible to include In-house Surveyors Questions Two and 

Three in the property owners questionnaire, at the expense of lengthening it, thus 

increasing the response to these questions.

5.6.3 DATA

It was recognised at an early stage that the response from professional advisors 

would require generalisation based on a number of different clients whose 

properties and aims might be very different. Property Owners, Question Two and 

In House-Surveyors/Professional Advisors, Question One, also requires some 

generalisation about diverse portfolios.
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This leads to a further criticism, that it may be incorrect to aggregate the data from 

the three main sample groups, property owners, in-house surveyors and 

professional advisors, because each group is dissimilar.

Some property owners may be clients of professional advisors also included in the 

sample. The effect of this will be that the data may include an element of double 

counting.

Section 5.5.2.5 suggested that Property Owners/In-House Surveyors, Question Five 

and Professional Advisors, Question Three contain some inherent weaknesses. 

This question was added to each questionnaire following the pilot survey and sought 

to establish the composition of the various respondents’ portfolios. The terms 

‘investment’ and ‘development’ may be open to different interpretation and some 

doubt must be cast on the data from these questions as a result. It would have been 

more appropriate either to find terms incapable of different interpretation or to have 

included precise definitions of the terms.

Professional Advisors, Question Three asked:

“What percentage of your commercial.... ” 

this should have read:

“What percentage of your clients’ com m ercial....”



It would have been possible to shorten the length of all questionnaires forming the 

main sample by excluding those questions designed to confirm the accuracy of 

extending the sample to include professional advisors. It would have been 

sufficient for the pilot to confirm this.

The response to Professional Advisors, Question Four, in respect of overseas 

investors is largely meaningless in its present format, because it fails to identify 

how many respondents have overseas clients.

As highlighted with the pilot, the responses to the request for details of ‘other’ 

factors which may have been significant in making the decision to charge/not 

charge VAT on rents also demonstrate the difficulty experienced by some 

respondents in fully appreciating each of statements (a)-(e). Such comments 

included,

“amount of VAT paid on construction costs”

“it will limit certain tenants” .

Having considered the results of the main questionnaire circulation the next section 

goes on to critically examine these results, the methodology and method of the first 

aim of this research. Each sampled unit may not be the same and arbitrary changes 

in the sampled units may introduce bias into the results.
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5.6.4 QUALITY OF RESPONSE

A primary criticism of this survey method is the lack of control which the 

researcher has over who fills out the questionnaire or the environment in which it is 

completed. Both will influence the quality of response.

The letters and comments received with responses to the main circulation suggested 

that the data may be biased as a result of this problem. For example one 

respondent comments:

“I have quickly researched the subject and completed your questionnaire 
accordingly...”

Another indicated that he had passed the questionnaire to his accounts clerk for 

completion. Clearly an individual other than the intended respondent completed 

that questionnaire.

The letters received also contained evidence of a failure to direct the questionnaires 

to the correct recipient. For example one respondent replied:

“I have passed your enquiry to our commercial property law yer...” 

and another,

“I think the information you are seeking is more likely to be available at our 
headquarters in Birmingham... ”

These problems were not experienced with the pilot data.



Errors may also arise because of a respondent’s lack of knowledge, poor memory, 

misunderstanding the question or because consciously or unconsciously there is a 

wish to give an incorrect answer.

5.7.0 CONCLUSIONS

This chapter began by identifying two key issues necessary to establish the 

effectiveness of waiver of exemption in mitigating the effects of the EC judgement 

(case 416/85) on the English commercial property market. These were:

1. to determine the take-up rate of the option to tax; and,

2. to determine the absolute and relative importance of the factors 

which determine whether the option to tax is made or not.

Questionnaires were developed and distributed based on these key issues.

The results from these questionnaires have established that property owners are 

opting to tax a variable percentage of their property portfolios, with most having 

opted to tax on only a small percentage (1-20%).

It was concluded in chapter four that the effectiveness of waiver of exemption might 

be determined by measuring the take-up rate of waiver of exemption. Considering 

the take-up rate in isolation has proved to be incorrect.



It is possible that property owners may elect to waive exemption on only a small 

number of their properties. But the evidence from these results shows that they will 

opt to tax where there is a clear financial advantage to be gained. This will 

maximise their recovery of input tax and maximise the reduction in the tax burden 

which resulted from the EC judgement (case 416/85). In this case waiver of 

exemption would prove to be an effective mechanism for mitigation despite a 

relatively small number of elections. The take-up rate of the option to tax therefore 

needs to be linked to the resultant recovery of input tax.

Some evidence was obtained to suggest a lack of knowledge about the option to tax 

which may reduce the effectiveness of waiver of exemption as a result. Evidence 

was also found to suggest an increase in the number of covenants that prevented 

charging VAT on rents. This may frustrate effective mitigation by contracting out 

of the enabling legislation. The results also showed that this may be a developing 

problem.

These results may have established the relative and absolute importance of five key 

statements in making the decision whether or not to charge VAT on rents. The 

recovery of input tax was found to be the most significant factor in making this 

decision.

Most respondents appear to be assessing the benefits and costs of opting to tax on 

the basis of financial advantage. In circumstances where a significant financial



advantage can be gained from the recovery of input tax then it is more likely that 

the decision to opt to tax will be made.

In order to prove conclusively the hypotheses set out in section 4.2.4 it will be 

necessary to link the absolute and relative importance of the factors which 

determine whether or not VAT is charged on rents with the take-up rate of the 

option to tax in each case and the recovery of input tax. This has not so far been 

achieved with the questionnaires designed.

It must be borne in mind when considering the results of this research that a 

significant bias has been introduced because of the level of non-response. Some 

doubt must also be cast on the quality of response as a result of the comments 

received. In retrospect it may have been more appropriate to have taken a smaller 

more selective sample ensuring less generalisation and removed anonymity to allow 

follow-ups and a better response rate.

In conclusion, further research will be required to establish conclusively the 

effectiveness of waiver of exemption in mitigating the effects of the EC judgement 

on the English commercial property market. In particular this will need to 

concentrate on the extent to which waiver of exemption has succeeded in reducing 

the tax burden which would have resulted had the option to tax not been introduced. 

It must also be borne in mind that the results in their present form represent a 

contribution to knowledge.
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CHAPTER SIX

THE PERCEIVED EFFECTS OF WAIVER OF EXEMPTION 

ON RENTS TN THE ENGUTSH COMMERCIAL PROPERTY

MARKET

6.1.0 INTRODUCTION

This chapter begins by setting out the purpose of this part o f the research which is 

to test the hypotheses developed in section 4.3.4. A survey method and pilot 

questionnaires are developed to test methodology and method. The response rate 

and responses to pilot questionnaires are then considered in the context of 

amendments required to methodology, questionnaires, method and sampling frame.

The response rate and aggregate data from the main sample are analysed and 

evaluated with appropriate reference to variations in response by group of 

respondent and area.

The results of the main sample and methodology are then critically discussed. The 

chapter ends with a summary of the conclusions drawn from an analysis and 

evaluation of the data obtained.



6.2.0 PURPOSE

Section 4.3.1 highlighted a problem for exempt and part exempt tenants, that a 

decision by their landlord to charge VAT on rent places an additional occupational 

cost on these tenants in the form of irrecoverable VAT.

Economic price theory was considered as a possible explanation of the effect of 

waiver of exemption on rent. This theory, when applied to the commercial property 

market, predicts a reduction in the disequilibrium rent paid by exempt/part exempt 

tenants, to the equilibrium rent, post tax and that the quantity of rented 

accommodation supplied will also fall over time.

It was resolved initially to test whether there had been any market reactions to the 

VAT changes introduced in the Finance Act 1989, particularly any which supported 

the hypotheses set out in section 4.3.4. This was achieved by asking respondents to 

confirm or deny the market reactions suggested by commentators in articles around 

the time of the introduction of the Finance Act 1989.

It was apparent that the impact of these legislative changes would be dependent on a 

number of key issues, which were:-

(1) tax status - because the impact was likely to be greatest on part 

exempt and exempt tenants who could recover only part or no VAT 

charged on rent;
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(2) how occupiers were dealing with any increase in occupational costs 

resulting from being charged VAT on rents - because there would be 

several potential options open to part exempt and exempt occupiers to 

deal with any additional tax burden; and,

(3) changes in the amount of accommodation offered to let - linked to the

wider tax costs associated with the Finance Act 1989, such as the self

supply charge. This might manifest itself as a reduction in the 

willingness o f part exempt/exempt occupiers, investors and 

developers to become involved in new development.

The following section develops these key issues into a series of questionnaires to 

test the hypotheses of this part of the research.

6.3.0 THE PILOT QUESTIONNAIRES

6.3.1 CHOSEN METHOD

The principal data collection methods set out in sections 4.4 .0  were reviewed in the 

context of this part of the research.

The researcher was particularly conscious of the sensitive nature o f the information 

which would be required to satisfy the aims of this part of the research. It was 

recognised that issues such as tax status and rents paid might be commercially
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sensitive and there would be an overwhelming need to preserve anonymity in order 

to ensure a satisfactory response rate.

A mail questionnaire, whilst impersonal would allow the recipient to remain 

anonymous, which would not be possible if personal and telephone interview 

techniques were used.

It was recognised that the environment in which the mail questionnaire would be 

completed could not be controlled to the same extent as personal or telephone 

interviews. But it would provide time for the recipient to give a considered 

response, necessary because of the questionnaires’ technical content.

It was acknowledged that a mail questionnaire might be subject to a low response 

rate with the resultant criticism of unrepresentativeness. However it would be 

possible to reduce the level of non-response by incentives such as a self-addressed 

reply envelope or by offering a summary of the results. Careful choice of the 

sampling frame and construction of the questionnaires would also assist in 

overcoming this problem.

In order to ensure a representative sample the chosen survey method must be able to 

deal with a wide geographical coverage. Whilst it would be possible for both 

personal and telephone interview techniques to cover the area under consideration 

their suitability to access potential recipients may be lower than for the use of a mail 

questionnaire.

208



Finally, the mail questionnaire ameliorates the possibility o f personal bias, a 

particular problem for personal and telephone interview techniques.

It was concluded that the most appropriate data collection method would be by mail 

questionnaire survey. This method would preserve the recipient's anonymity, allow 

wide geographical coverage and minimise personal bias. With careful design and 

sampling it was hoped that the potential problem of non-response could be avoided. 

The following section goes on to consider the sampling frame recognised as an 

important issue to ensure an acceptable level of response.

Hedley suggested that:-

“ Downward pressure on rents will be felt only in markets dominated by 
exempt tenants who cannot reclaim VAT. ” (1)

and offered the following table of those at most risk based on typical VAT recovery 

rates:

6.3.2 SAMPLING FRAME

organisation % VAT Recovery

Building societies 
Clearing banks 
Life insurance companies 
General insurance companies 
Merchant banks 
Securities houses

0 %
10% - 30% 
0% -5 %  
0% -50%  
35% -40%
1 0 % - 6 0 % ” (2)



Hedley’s table begins to identify exempt and part exempt tenants on which this 

research must concentrate if the aims are to be satisfied. Waiver o f exemption has 

no effect on fully taxable tenants who can recover the VAT charged in full.

KFR suggested that the effects of the legislative changes introduced in the Finance 

Act 1989 would:

“ ...only develop if exempt tenants make up a significant proportion of office 
users in the market concerned... ” (3)

The following table shows as a percentage of total organisations in selected 

locations some of the VAT averse organisations (cannot recover VAT) identified by 

KFR (4):

“location postcode percentage of VAT averse organisations
in location

Central London
City EC1 13%

EC2 42%
EC3 54%

Regional Centres
EC4 31%

Bristol BS1 17%
Leeds LSI-3 14%
Sheffield SI 9% ”

These locations may represent the most appropriate areas of research because they 

are the areas where those occupiers at the greatest risk are concentrated.

. From this total population a sampling frame was chosen for the pilot questionnaires 

based on occupiers (whether owner-occupier or tenant), surveyors, investors and
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developers. All were likely to have experienced the impact o f the changes in VAT 

introduced in the Finance Act 1989.

A conscious decision was made not to restrict the sample to exempt/part exempt 

categories.

A random selection of recipients was made from a survey of occupiers in the Orton 

Southgate district of Peterborough; investors and developers were based on a survey 

of developments being undertaken in Peterborough at that time and surveyors from 

Peterborough based on listings for commercial surveyors/valuers in the RICS (5) 

and Incorporated Society of Valuers & Auctioneers (6) directories.

Peterborough was chosen in preference to an area highlighted by Knight Frank 

Rutley as containing the highest percentage of VAT averse organisations because 

this would enable the researcher to travel by car to identify potential recipients.

6.3.3 DEVELOPING THE QUESTIONNAIRES

This section considers the development of the pilot questionnaires beginning with 

recipients and questionnaire content, the format and sequence of questions, the 

nature of instructions to be given to recipients and development of a covering letter.

Section 6.2.0 identifies the principal issues which must be addressed and these form 

the basis of the questionnaires to be designed.
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The recipients of questionnaires have been identified in section 6.3.2. Development 

began with the questionnaire to be circulated to occupiers.

6.3.3.1 Occupiers Pilot Questionnaire

In order that it should be simple and easily understood the pilot questionnaire for 

occupiers was split into three sections; the first establishes information about their 

tax status and nature of the recipient’s occupation; the second, for tenants, provides 

information about how the cost of irrecoverable VAT charged on rents has been 

dealt with by them and the final section, for owner occupiers, assesses the impact of 

the VAT changes introduced in the Finance Act 1989 on owner-occupiers who 

intend to develop their own premises.

Commentators suggested that the impact of the extension of VAT in the Finance Act 

1989 would be felt most by exempt and part exempt tenants.

“The main difficulties are for exempt suppliers.” (7)

The first question sought to establish the tax status of the recipient and to remove 

those from the sample who were fully taxable by instructing them to return the 

questionnaire.

It was recognised that the impact of the VAT changes introduced in the Finance Act 

1989 would be different for tenants and owner-occupiers. The impact on tenants
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would be in the form of VAT charged on rents. The impact for owner-occupiers 

would be as a result of VAT charges from activities such as acquisition, 

refurbishment or development. The second question sought to establish the nature 

of occupation either as owner-occupier or tenant.

Each category of occupier was then directed to the relevant section of the 

questionnaire.

The purpose of section A was to establish how exempt/part exempt tenants had dealt 

or would deal with the additional tax burden which would result from their landlord 

opting to charge VAT on rent. Three scenarios were immediately apparent, tenants 

would be paying VAT on rent, would have paid VAT on rent or might pay VAT on 

rent. Each would require different treatment.

The first question sought to establish whether tenants were paying VAT on rent and 

the second whether the tenant had ever paid VAT on rent.

Those who had or were paying VAT on rent were directed to Question A3, which 

sought to establish from a series of options how they had dealt with the additional 

tax burden. In particular this question sought to establish that some tenants might 

endeavour to pay a lower rent on review.
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This question presents the recipient with a series of strategies for avoiding the extra 

burden of the tax. Hedley suggested that a number of options were open to 

exempt/part exempt tenants:

“In so far as higher rental costs have to be paid, some exempt occupiers will 
take less space or move to a slightly cheaper area, or both; others may 
choose to pay the extra.” (8)

“In markets which are dominated by exempt tenants, it is conceivable that 
there would be a 13% (VAT @  15%) drop in rental and capital value” . (9)

These options formed the basis of the choices offered to recipients of the 

questionnaire. The use of a matrix approach allowed the recipient to rank the 

statements in terms of relative and absolute significance. The question was left 

open allowing respondents to add other strategies which may have been devised.

Because some recipients of the pilot questionnaire might not have experienced VAT 

being charged on their rent by their landlord, a further question was included to 

cover this scenario. It is identical in form to Question A3, but takes into account 

the fact that their landlord may not yet have elected to waive exemption.

It was recognised that this question would involve an element of subjective 

judgement on the part of tenants whose landlords had not charged VAT on rents 

which might bias the results. Part exempt/exempt tenants were then directed to 

Question A5.



Some commentators had suggested that occupiers might be prepared to pay to 

secure an unelected building:

“They (exempt users) would in fact be prepared to pay a premium of up to 
15% (VAT @ 1 5 % )  over the market rent in order to secure occupancy of a 
non-elected building. ” (10)

Question A5. sought to establish whether, and by how much, those tenants who 

indicated that they had or would be most likely to move as a consequence of VAT 

being charged on rents had or would be prepared to pay a premium (as a percentage 

o f rent paid) or more rent to secure a building where no VAT is charged on rent.

Section B was designed specifically to assess the impact o f the VAT changes 

introduced by the Finance Act 1989 on exempt owner-occupiers who intend to 

develop their own premises.

KFR suggested that:

“Stemming from the new legislation there are considerable implications for 
exempt owner-occupiers who develop their own premises ” (11)

Part or fully exempt owner-occupiers are now subject to the self supply charge 

introduced by the Finance Act 1989 where they develop their own premises. 

Section 3.2.2 provides details of the self supply charge as set out in the Finance Act 

1989 and section 3.6.0 the subsequent amendments.

KFR concluded that:



“The VAT charge on land may discourage the development of new sites by 
exempt companies. They may be more attracted to refurbish their existing 
properties.” (12)

The effect of these tax changes may be a distortion in the market because fewer part 

exempt and exempt owner-occupiers are willing to become involved in development 

which may produce a consequential fall in the quantity of accommodation available 

for occupation/to let.

The impact of the self supply charge would be felt most by part exempt and exempt 

owner-occupiers because they could recover none or only a proportion of VAT and 

had developed new premises since 1 August 1989. Questions Bl-3. of this section 

sought to establish whether respondents were likely to have been subject to the VAT 

changes introduced in the Finance Act 1989 such as a self supply charge when the 

new property was substantially ready for occupation.

Question B4. was developed to establish whether there had been a change in 

respondents’ attitudes towards the development of new premises since the Finance 

Act 1989. A format was used which allowed respondents the opportunity to score 

their answer in order of significance.

It was recognised that the impact of the new legislation might take time to filter 

through to the market and respondents were next asked directly whether they had 

incurred a self supply charge. For the avoidance of doubt it was considered



appropriate to provide recipients with a definition of self supply as part of this 

question.

As respondents might have carried out more than one development project where a 

self supply charge had been incurred they were asked to comment on the percentage 

of cases where they had incurred such a charge.

KFR (13) also alluded to an anomaly which had been created by the VAT changes 

introduced in the Finance Act 1989. It was unclear from the legislation whether a 

company purchasing a large site with the intention of developing part only in the 

short term, retaining the balance for future expansion would be able to recover or 

required to pay VAT on the entire site or only on that part which had been 

developed.

Question B7. was developed to test what was happening in practice.

To cover the possibility that respondents might have more than one site where this 

had occurred they were asked in Question B8. to provide details of the number of 

instances where this had occurred.

The pilot questionnaire developed for occupiers is shown in appendix 6.1.

The sequence of questions was determined by the need to exclude certain categories 

of respondent from certain sections of the questionnaire.
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It was recognised that this would increase the complexity of the questionnaire and 

might lead to a reduced response. Having established the initial division of the 

questionnaire, each section began with simple questions to establish certain facts 

about the respondent before asking them to answer the key questions which were 

necessary to satisfy the aims of this part of the research.

The instructions to recipients have largely been covered in the preceding paragraphs 

on question design. The initial section of the questionnaire required directions to 

exclude fully taxable owner-occupiers/tenants from the questionnaire and to direct 

owner-occupiers/tenants to relevant sections.

Section A also required a series of instructions directing recipients to appropriate 

questions as a result of the multivarious scenarios applicable to VAT payments on 

rent.

The covering letter shown in appendix 6.2 was developed to be sent with the 

questionnaire. It was designed to explain the purpose of the questionnaire, to give 

directions about how to complete it and to encourage a response.

A prepaid envelope was provided to encourage a response. Three further 

questionnaires were developed to be sent to investors, developers and surveyors. 

The development of these questionnaires will be considered in the following 

sections.



6.3.3.2 Investors Pilot Questionnaire

It was considered that the tax status of investors might affect their response. The 

first question, which was the same as that used for occupiers, sought to establish 

whether they were exempt, part exempt or fully taxable for VAT.

To reinforce the results of the first aim of this research investors were asked two 

questions taken from section 5.3.3 (as amended) which were equally relevant to this 

research. The first sought to establish the take-up rate of the option to tax and the 

second to establish the composition of the recipients property portfolio.

Commentators had drawn a series of conclusions about the likely effect of the VAT 

changes introduced in the Finance Act 1989 on the commercial property market. 

These included:

“As new development land is bought the effect of VAT on property and 
construction will be to reduce land values where there is a high 
representation of exempt tenants.” (14)

“In order to retain flexibility in the tax treatment of their buildings both 
exempt companies and investors may favour the purchase of pre-1989 
properties” (15)

“ ....investors may decide to hold back from the funding or purchase of new 
freeholds and rather wait until the property is more than three years old, 
when a purchase would no longer attract a mandatory VAT charge. ” 16)

“The imposition of VAT will certainly affect the willingness of some 
financial service companies and others to bid for development sites for their 
own occupation. ” (17)
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“The introduction of VAT on new construction will inevitably increase the 
relative attractiveness of refurbishment schemes which now suffer 15% VAT 
with no ability to reclaim .” (18)

It was resolved to take each suggested effect and to test whether these were being 

experienced in reality. Each comment was adapted into a context appropriate for 

this research. Question Four was designed on a matrix approach which asked 

recipients to assess the truth of each statement based on their own experience. The 

aim was to test whether commentators’ opinions were borne out in practice.

Commentators had suggested that the extension of VAT in the Finance Act 1989 

might result in the viability of some schemes coming into question:

“VAT could have the effect o f delaying or aborting developments in areas 
where there is a high proportion of VAT-averse tenants. ” (19)

To test this comment recipients were asked, based on their own experience, to 

indicate the extent to which the VAT position will affect whether a scheme will 

proceed. Recipients were offered a graduated response based on their opinion of 

significance.

The same covering letter as that used for occupiers was retained for this 

questionnaire. It was concluded that no specific instructions need be included as 

part of the questionnaire, the completion of which was self explanatory. A similar 

approach to sequencing of questions was used as that for previous questionnaires. 

The pilot questionnaire developed for investors is shown in appendix 6.3.



6.3.3.3 Developers Pilot Questionnaire

It was concluded that the first three questions of the questionnaire to be sent to 

investors could be retained for the questionnaire to be sent to developers based on a 

similar reasoning for their inclusion.

The third question from the investors questionnaire was also retained for 

developers, on the basis that developers retained by investors to develop 

commercial property would be able to express an opinion based on investors’ 

reaction to the VAT changes introduced in the Finance Act 1989.

However, statement (a) was considered too subjective for developers to answer in 

its existing form and was revised to provide a statement based on developers’ 

reaction to the recovery of input tax.

Question Four from the investors questionnaire was retained for this questionnaire 

on the basis that it was equally applicable for developers to express an opinion on 

the impact of VAT on the viability of schemes.

Questions B5-8. from the occupiers questionnaire were retained for this 

questionnaire on the basis that developers were likely to have experienced the self 

supply charge.
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The same covering letter to be used for the other questionnaires in this sequence 

was used for developers. It was concluded that no specific instructions to recipients 

were necessary as the questionnaire was self explanatory. A similar approach to the 

sequence of questions was used as for the previous questionnaires. The pilot 

questionnaire developed for developers is shown in appendix 6.4.

6.3.3.4 Surveyors Pilot Questionnaire

It was concluded that the surveyors pilot questionnaire would comprise an amalgam 

of the questionnaires developed for occupiers, investors and developers. Surveyors, 

because of their involvement with occupiers, investors and developers would be in 

the unique position of being able to express an opinion on their clients' reaction to 

the VAT changes introduced in the Finance Act 1989.

The first three questions of this questionnaire were retained from the surveyors 

questionnaire developed for the first aim of this research, section 5.3.3.2 (as 

amended in section 5.3.5.3.2).

Question Four of this questionnaire represents a synthesis of the statements 

provided to occupiers, investors and developers based on commentators suggestions 

as to the impact of the VAT changes introduced by the Finance Act 1989 on the UK 

commercial property market.
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The same covering letter was used as that developed for the other questionnaires in 

this sequence. No specific instructions to recipients as to how to complete the 

questionnaire were considered necessary. The final pilot questionnaire developed 

for surveyors is shown in appendix 6.5. Having developed the pilot questionnaires 

these were then circulated to the recipients for return by 23 March 1992. The 

responses are considered in the following section.

The responses to the pilot questionnaires are shown in appendix 6.6. Descriptive 

statistics for each questionnaire have been produced from aggregate data based on a 

total count of respondents and the percentage of responses. Section 6.3.2 sets out 

the sampling frame for the pilot questionnaires. 26 (45.6%) o f those sampled 

responded to the pilot questionnaire of which 16 (28%) were useable. In summary:

Respondents Number Number Number

6.3.4 ANALYSIS OF RESPONSES TO PILOT QUESTIONNAIRES

6.3.4.1 Response Rate

Sent Responded Responded (useable)

Occupiers - fully taxable 21 
exempt/part exempt 11

10(47.6% ) 7(33 .3% )
5 (45.4%) 1 (9%)

Investors
Developers
Surveyors

6
14
5

3(50% ) 2 (33 .3% )
5(35 .7% ) 4(28 .6% )
3 (60%) 2 (40%)

Total sample 57 26 (45.6%) 16 (28%)
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There is a marked difference in response rate between the different groups. The 

best useable response 2, (40%) was received from surveyors and the lowest 4 

(28.6%) was received from developers.

Sections 6.3.5.1 and 6.3.5.2 consider the implications of these results for the main 

sample and how the useable response rate might be improved,

6.3.4.2 Methodology

The methodology for this part of the research was reviewed with the benefit of the 

results from the pilot questionnaires.

The purpose of the pilot was to establish whether it would be possible to test market 

reaction to the VAT changes introduced in the Finance Act 1989 by means of a mail 

questionnaire developed from commentators suggested market reactions.

Despite being based on a limited sample the results o f the pilot questionnaires 

provide evidence that there has been a market reaction to the legislative changes. 

Based on this evidence it was concluded that the initial approach had been valid and 

that it was appropriate to proceed with the next stage of the research which was a 

more representative study of the perceived effects of the impact of waiver of 

exemption on capital values and rents.



6.3.4.3 Method

The method of data collection was reviewed with the benefit o f the pilot data. It 

was recognised in section 6.3.1 that a particular issue for this survey method was 

the response rate.

Commentators have indicated that response rates as low as 10% and as high as 90% 

have been recorded for this survey method. This presents particular difficulties in 

assessing what constitutes an acceptable level of response. Moser and Kalton 

suggest that:

“A poor response rate must constitute a dangerous failing and if it does not 
rise above say 20 or 30 percent the failing is so critical as to make the 
survey results of little if any value.” (20)

There had been a particularly low response rate from developers and exempt/part 

exempt occupiers to the pilot questionnaires. It was apparent from the pilot results 

that there were faults in the design of this questionnaire and it was considered that 

the redesign of certain questions would be sufficient to improve the response rate. 

It was considered that the low response rate from these categories were not 

primarily the result of sampling errors, although, it was recognised that the choice 

of sample for the main circulation would be crucial in achieving a satisfactory 

response rate.
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The format, sequence, instructions and covering letter had mostly worked well. 

This survey method had allowed respondents to remain anonymous and to give a 

considered response possibly after consulting their records. The use of mail 

questionnaires had effectively ameliorated any criticism on the grounds of personal 

bias and had allowed a representative geographical coverage.

It was concluded that the mail questionnaire survey method had proved satisfactory 

and that this should be retained for the main sample.

6.3.5 ALTERATIONS AND AMENDMENTS TO THE PILOT

QUESTIONNAIRES

This section considers the pilot questionnaire response rate, sample and provides a 

critical assessment of the alterations and amendments required to each 

questionnaire.

6.3.5.1 Response Rate

The overall response rate of 26 (45.6%) was considered acceptable but a significant 

reduction (17.6%) had occurred between this and the number of useable 

questionnaires 16 (28%). The reason for the reduction in the number of 

returned/useable responses needed to be identified and addressed before the main 

circulation.



One respondent had indicated that he/she was unable to respond due to pressure of 

work and it was recognised that this was a valid and unavoidable reason for a non­

response.

The level of response was reconsidered by category of respondent. A particularly 

low number of useable responses had been received from exempt/part exempt 

occupiers and developers. It was recognised that there were problems with the 

construction of these questionnaires and it was anticipated that the amendments 

discussed in section 6 .3.5.3. would be sufficient to resolve the problem.

6 3 .5.2 Sample

The results of the pilot circulation highlighted some problems with the pilot sample 

which needed to be avoided when selecting the main sample. One surveyor 

indicated that:

“  we have little or no evidence to assist with the answ ers...”

Two respondents returned the questionnaire indicating that it was not applicable to 

their companies. Another indicated that they were not involved with property 

matters at a local level and suggested that their head office should be contacted. It 

was concluded that more care would be required with the data sources and selected 

respondents for the main sample to overcome these problems.



It was recognised that the response from surveyors, as with the aim one 

questionnaires (5.3.5.1) would require generalisation as they were being asked to 

comment on what might be a diverse client base. It would be impractical to ask this 

group to comment on each client in isolation and a non-response would almost 

certainly result. This group should not be excluded from the main sample as it had 

already been shown to be a valuable data source.

6.3.5.3 Questionnaires

This section considers the alterations and amendments required to individual 

questionnaires in terms of individual questions, instructions, format, sequence and 

covering letter. A general overview would suggest that the care spent in designing 

each questionnaire had been justified.

6.3.5.3.1 Occupiers’ Pilot Questionnaire

This pilot questionnaire produced a single response. However, this questionnaire 

was reviewed and amendments to the following questions were made.

It was recognised that the amount of VAT which could be recovered might 

influence recipients’ response. A new Question Two was added to determine how 

much VAT respondents could recover:



“Q2. What percentage of VAT are you able to recover?

0% 1-20% 21-40% 41-60% 61-80% 81-99% 100%”

This question was inserted after Question One to concentrate respondents' minds on 

tax status in this part of the questionnaire.

Pilot Question Two was amended to provide for those occupiers who might be both 

owner and tenant, a situation which had been highlighted by the single respondent 

to this pilot questionnaire. The directions were amended, instructing recipients to 

answer both sections A and B if they were owner occupier and tenant.

Section A, Pilot Questions Al. and A2. were not amended. However, significant 

alterations were made to Pilot Questions A3, and A4. It was concluded that the 

matrix format of these questions used for the pilot was not producing the response 

in the desired form. The problem with this format was that it allowed more than 

one statement to be ranked as most likely, least likely, etc. What was really 

required was the order in which respondents would choose to adopt each statement 

as a means of avoiding the extra VAT cost.

Recipients were asked to order a number of options based on a scale from 1 - most 

likely, to, 6 - least likely.

It was considered appropriate to provide clarification to Question A5. b.(ii) by 

specifying that the premium should be expressed as a percentage o f current rent,
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because the pilot question was ambiguous as to how the amount of premium was to 

be expressed.

No amendments appeared necessary to Section B and this was retained unaltered for 

the main questionnaire circulation.

A review of the sequence of questions was carried out based on the requirement to 

add a further question and amendments were made as discussed above.

Instructions to recipients were reviewed on the basis that the single respondent had 

gone on to answer Question A5. despite not ranking Questions A3a/A4a. as ‘most 

likely’ and had gone on to answer Sections A and B despite being fully taxable. 

The recipient had effectively ignored apparently clear directions and no amendments 

were considered necessary.

The format and covering letter were reviewed on the basis of responses to the pilot 

and no amendments were considered necessary because there had been no apparent 

difficulties.

The questionnaire to be used for the main circulation of occupiers is shown in 

appendix 6.7.



6.3.5.3.2 Investors’ Pilot Questionnaire

This questionnaire was reviewed with the benefit of the pilot and minor amendments 

were made. A question was introduced to determine the percentage of VAT that 

recipients were able to recover. The sequence of questions was reviewed based on 

the need for this addition which was made after question one to concentrate 

respondents attention on tax status in this part of the questionnaire.

A minor amendment was made to Pilot Question Three asking respondents to 

specify the ‘other’ reason for holding commercial property. One respondent to the 

pilot had indicated holdings of 1% investment, 2% development and 97% other. It 

was considered important to know what the ‘other’ holdings were as this might 

influence the response. Percentage signs were also added to the boxes in this 

question to reinforce the statement that a response should be given in percentage 

terms.

The design of the instructions, format and covering letter were also reviewed 

following the pilot circulation and as no apparent difficulties had been experienced 

with these issues no amendments were considered necessary.

The questionnaire to be used in the main circulation of investors is shown in 

appendix 6.8.



6.3.5.3.3 Developers’ Pilot Questionnaire

This questionnaire was reviewed with the benefit of the pilot results and the 

following alterations were considered necessary.

As with the occupiers and investors questionnaires, a question was added to 

determine the percentage of VAT that recipients were able to recover and again this 

was inserted after the first question.

Minor amendments were made to Pilot Question Three asking respondents, as with 

the investors questionnaire, to specify when indicating some other form of property 

holding. Percentage signs were also added to the boxes to ensure a response in 

these terms.

It was noted that some respondents had answered ‘not applicable’ to some 

statements in the Pilot Question Four. This question was reviewed and it was felt 

that this response was because of the reference to ‘investors’ in statements b, d-f. 

These statements were reworded where possible to a developers standpoint or were 

omitted.
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The design of the instructions, format and covering letter were reviewed with the 

benefit o f the pilot results and no amendments were considered necessary on the 

basis that there were no apparent problems.

The questionnaire to be used in the main circulation of developers is shown in 

appendix 6.9.

6.3.5.3.4 Surveyors’ Pilot Questionnaire

This questionnaire was reviewed with the benefit of the pilot survey results and the 

following amendments were made. One respondent had answered ‘not applicable’ 

to Pilot Questions One and Two. The reason for this response was not apparent and 

it was considered that this reaction did not justify amendment of these questions.

Minor amendments were made to Pilot Question Two with the addition, as for 

developers and investors of percentage symbols in the boxes to reinforce the nature 

of response required. Respondents were also asked to specify when indicating 

property to be held for ‘other’ reasons.

The inclusion of Pilot Question Three was reviewed on the basis of a comment from 

one respondent “we don’t deal with overseas clients” . It was decided that this 

question should remain.



It was recognised that some amendment would be necessary to Pilot Question Four. 

A new statement b. was introduced covering the development o f new sites. One 

respondent indicated against pilot statements g. and k. “depends on tax status” . 

Pilot statements f, i, j and k. were amended to specify the tax status. Pilot 

statement f. was also amended being considered to be too short and ambiguous.

The design of the instructions, sequence, format and covering letter were also 

reconsidered with the benefit of the pilot results and as there were no apparent 

problems with these issues no amendments were considered necessary.

The questionnaire to be used in the main circulation o f surveyors is shown in 

appendix 6.10.

6.4.0 METHOD

This section considers the method, sampling frame and sample for the main 

questionnaire circulation.

6.4.1 CHOSEN METHOD

A review of the pilot survey method was undertaken in section 6.3.4.3 with the 

benefit of the pilot results.



Despite the sensitive nature of some information requested, a response had been 

received to potentially sensitive issues such as tax status and rent liability. The 

approach adopted appeared to have achieved its aim to preserve recipients' 

anonymity whilst ensuring an acceptable level of response.

On the basis that the problems with questionnaire design could be overcome, the 

pilot method had not suffered from an inadequate response rate often associated 

with this survey technique. It was concluded that the pilot method had produced an 

acceptable response rate.

In general the questionnaires had proved easily understood by most respondents 

with any identifiable difficulties being addressed as part of the amendments. The 

format, sequence and covering letters had generally worked well. Respondents had 

shown sufficient interest in the subject area to ensure an acceptable response.

The possibility of using other survey methods based on observation, personal and 

telephone interview was again reviewed. However to preserve anonymity it was 

decided to proceed on the basis of mail survey questionnaires for the main sample.

It was recognised that the choice of sampling frame and sample would be crucial if 

a satisfactory response rate was to be achieved. A significant amount of time was 

spent in establishing the sampling frame, sample and data sources. These will be 

considered in the following section.



6.4.2 SAMPLE

The sampling frame for the pilot questionnaires set out in section 6.3.2 was 

reviewed with the benefit of the pilot results. It was concluded that the principal 

categories of recipient - occupiers, investors, developers and surveyors, had been 

correctly identified based on the level and content of responses. These categories 

were retained for the main circulation.

The areas chosen for the main questionnaire circulation were based on KFR’s table 

(21) which provides details of VAT averse organisations as a percentage of total 

organisations in selected locations.

It was concluded that the most successful response would be achieved in areas 

where there was a high concentration of those at greatest risk. Some areas of the 

City of London contain particularly high concentrations o f VAT averse 

organisations. Two postcode areas EC2 and EC3 with the highest concentrations of 

VAT averse organisations, 42% and 54% respectively, were chosen for the main 

circulation.

In an attempt to ensure that the results were as representative as possible a second 

area based on the regional centres highlighted in KFR’s table (22) was chosen to 

compare and contrast the results from EC2/3. The UK regional centre with the 

highest percentage of VAT averse organisation was Bristol (postcode BS1) with 

17 % and this was chosen.



Research was undertaken to identify potential data sources for the main 

questionnaire circulation. Hedley’s table (23), reproduced in section 6.3.2. 

provides details of the typical recovery rates for certain organisations. This 

identifies certain groups including building societies, clearing banks, life insurance, 

general insurance, merchant banks and securities houses as having particularly low 

VAT recovery rates.

It was concluded that the sample should also concentrate on these categories because 

these would be at greatest risk from the legislative changes introduced in the 

Finance Act 1989.

No single satisfactory data source could be identified. A combination of data 

sources was used for each principal category of recipient and these are shown in 

appendix 6.11.

6.5.0 RESULTS OF MAIN CIRCULATION

The main questionnaires were circulated for return by 29 June 1992. This section 

considers the results of the main circulation, beginning with details of the response 

rate then providing a detailed analysis of the responses to questionnaires.
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6.5.1 RESPONSE RATE

166 (37.1%) recipients responded to the main circulation of questionnaires and of 

these, 101 (22.6%) were useable replies. In summary;

Respondents Number Sent Number Responded Number Responded ('Useable')

Occupiers 187 61 (32.6%) 45 (24%)
Investors 77 28 (36.4%) 10(13%)
Developers 133 55 (41.3%) 30 (22.6%)
Surveyors 50 22 (44%) 16 (32%)

Total sample 447 166 (37.1%) 101 (22.6%)

The level of useable responses was particularly disappointing. It was immediately 

apparent that there was a significant difference (13.5%) between the number of 

returned questionnaires and returned questionnaires which were useable. This will 

be considered further in section 6.6.2.

There was also a significant variance in the level of response between categories of 

recipient, with 22 (44%) surveyors responding, the highest response and 61 

(32.6%) occupiers responding, the lowest. This difference in response between 

categories is even more marked for useable responses with 16 (32%) useable 

surveyors responses, the highest useable response, and only 10 (13%) of useable 

developers responses, the lowest useable response. This will also be examined in 

section 6.6.2. below.
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There now follows an analysis of the responses received to the main questionnaire 

circulation.

6.5.2 ANALYSIS OF RESPONSES TO QUESTIONNAIRES

Descriptive statistics for each questionnaire are reproduced in appendix 6.12 from 

aggregate data based on a total count of respondents and the percentage of 

responses. The methodology involves a visual interpretation o f the histogram of the 

frequency of responses. Aggregate data has been used were possible to provide a 

more representative response.

A limited response from the Bristol area presented difficulties in comparing and 

contrasting results by area. For example there were only three occupiers who 

responded from Bristol.

The analysis begins with the results from the occupiers questionnaire and then 

continues with an analysis of the data from investors, developers and surveyors 

questionnaires. Comments on variations with pilot, category and area data are 

made where appropriate.

6.5.2.1 Occupiers, Investors & Developers Questionnaires, Question 1

One of the two key issues of this part of the research, identified in section 6.2.0, 

was tax status. It was argued in that section that the impact of the VAT changes
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introduced in the Finance Act 1989 were likely to be greatest on exempt and part 

exempt individuals or companies who could recover no VAT or only part. It was 

concluded that the response from different tax groups might be different and tax 

status might be a n . important influence on the results. The first question to 

occupiers sought to establish occupiers’ tax status.

The results show that the sample from occupiers, investors and developers 

comprised 8 (11.7%) exempt respondents, 44 (64.7%) part exempt respondents and 

16 (23.6%) fully taxable respondents.

Fully taxable occupiers were asked to return the questionnaire. The results from 

occupiers concentrate on exempt/part exempt respondents. It might be argued that 

the results are biased towards responses from those who can recover some VAT, 

being the majority, 44 (64.7%).

The sample of occupiers contained 7 (15.5%) exempt, 34 (75.5%) part exempt and 

4 (8.8%) fully taxable respondents. The sample of investors contained 2 (20%) 

exempt, 5 (50%) part exempt and 3 (30%) fully taxable respondents. The sample 

from developers contained 1 (3.3%) exempt, 17 (56.6%) part exempt and 12 (40%) 

fully taxable respondents. Thus the sample of investors and developers contained a 

proportionally higher number of part exempt and fully taxable respondents than 

occupiers. This may be significant and will be considered when analysing the 

results from other questions.



Knowledge of the tax group on its own is insufficient. The extent to which 

respondents can recover VAT might also be an important influence.

6.5.2.2 Occupiers, Investors & Developers Questionnaires, Question 2

Question 2. represents a further refinement on the tax status issue by identifying the 

percentage of VAT which respondents could recover. The part exempt category of 

respondents may recover between l% -99%  VAT and their relative ability to recover 

VAT might affect their response. For example VAT might be less significant to 

occupiers who can recover 99% VAT, whilst to those who can recover only 1%, 

but are still part exempt, it might be a significant cost.

The results show that 11 (14%) respondents could not recover any VAT and were 

exempt. This contrasts with 9 (11.7%) indicating that they were exempt in 

Question One. 14 (18%) indicated that they could recover all VAT and were fully 

taxable. This contrasts with the 16 (23.6%) in Question One who indicated that 

they were fully taxable. This difference will be examined in section 6.6.4. below.

The remaining 53 (68%) recovered varying amounts of VAT and were thus part 

exempt. The frequency distribution for part exempt respondents is not normal. 

There is a concentration of respondents, 22 (28%) in the 1-20% recovery band. 

The level of respondents in the mid ranges 21-80% reduces significantly to 3 (4%), 

9 (11.5%) and 8 (10.5%) respectively. There is a slight increase in the number of 

part exempt respondents, 11 (14%) in the final band 81-99%.
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An analysis of the results by category from occupiers, investors and developers is 

shown in appendix 6.12.2.2

An analysis of the responses to each question by exempt and part exempt groups has 

not been carried out because the numbers were considered unrepresentative and the 

results from part exempt respondents may vary even by band. The ability o f this 

sample to recover VAT should be borne in mind when considering the results from 

other questions because this may have influenced the response.

6.5.2.3 Occupiers Questionnaire, Question 3

It was recognised when developing this questionnaire that there were three principal 

types of occupation, owner-occupier, tenant or those that were both owner-occupier 

and tenant. A decision was made to question owner occupiers and tenants 

separately and the first question directed respondents to appropriate parts of the 

questionnaire.

The results show that the sample contained 5 (12%) occupiers, 17 (40%) tenants 

and 20 (48%) who were both occupier and tenant. Tenants were directed to section 

A and occupiers to section B with those who were both owner occupiers and tenants 

answering both sections. The results are considered below.



6.5.2A Occupiers Questionnaire, Section A, Question A1

It was recognised when developing this questionnaire that recipients may be paying 

VAT on rent when questioned, might have paid VAT on rent in the past but are not 

presently doing so or might never have paid VAT on rent. This would affect the 

responses to subsequent questions. Questions Al. and A2. were introduced to 

categorise recipients in readiness for the principal Questions A3/A4.

The results show a relatively low number 12 (30%) actually paying VAT on rent at 

the time they were questioned. This may be compared with the results from aim 

one (5.5.2.2) which also show a variable take-up of the option to tax with most 

respondents making elections on 1-20% of their portfolio.

6.5.2.5 Occupiers Questionnaire, Section A, Question A2

Question A2. was introduced to categorise respondents in readiness for subsequent 

questions. A high number of respondents 21 (87.5%) have paid VAT on rent but 

did not appear to be doing so at the time of question ing . This might suggest a 

movement away from buildings where the landlords have opted to tax and should be 

considered in conjunction with the results to Statement A3/4a. below.
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6.5.2.6 Occupiers Questionnaire, Section A, Questions A3/4

These questions were developed to assess the second issue o f this part o f the 

research, discussed in section 6.2.0. This was to establish how exempt/part exempt 

tenants were dealing in practice with the additional cost which their landlord 

charging VAT on rent placed upon them. In particular it was hypothesised that the 

results would show a reduction in rent. Hedley had commented that:

“In so far as higher rental costs have to be paid, some exempt occupiers will 
take less space or move to a slightly cheaper area, or both; others may 
choose to pay extra.” (24)

Statement - “(a) Move to a building where no VAT is charged on rent.”

A majority of respondents indicated that they were more likely to move to a 

building where no VAT was charged on rent. The significance o f VAT apparently 

outweighed the significance of the costs associated with relocation. The results are 

quite evenly spread about the mid-point but the distribution is not symmetrical. 

This response appears to support the comments made on the results to Question A2. 

above which suggests that fewer respondents are now paying VAT than once were 

and may have moved to avoid this additional cost. There are other practical issues 

to moving which are not always apparent to tenants, such as the ability to dispose of 

their existing lease. This may account for the distribution o f the results because 

some occupiers may be aware of the difficulties and others unaware.
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Statement - “(b) Secure a lower rent on review”

Respondents gave a very clear response that they were most likely to endeavour to 

secure a lower rent on review where their landlord had opted to tax. One 

respondent comments “although unlikely” . This is an important fact, because 

respondents may want to reduce rent as a result of their landlord opting to tax, but 

this may not be possible in practice because rent is generally determined by the 

market and not factors such as increases in taxes. A rent review may also be some 

time away if the review pattern is five years or longer. However, commentators 

have suggested that, over time, the market may take this cost increase into account:

“In places like parts of the City, where the market is dominated by financial 
service companies, it would be surprising if general rental levels did not turn 
down to reflect any VAT added to rent. ” (25)

Statement - “(c) Occupy less floor space”

Respondents indicated that occupying less floor space was a less likely option to 

avoid the extra VAT cost. In practice this is possibly the least viable of all the 

options presented to respondents. It may not be practical because of technicalities 

or lease terms to reduce the size of their occupation and this may account for the 

variable response.
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Statement - “(d) Pass on as higher product prices.”

Respondents indicated that to pass on the increased cost in the form of higher 

product prices was also a less likely option. To some extent this may be dependent 

on economic circumstances and those persisting at the time of the questionnaire 

were of a recessionary nature (see Appendix 1). Increasing prices may be a more 

viable option for some rather than others and this may account for the distribution 

of results.

Statement - “(e) Accept reduced profits and pay the VAT.”

Most respondents indicated that they were more likely to accept reduced profits as a 

mechanism for dealing with the additional occupation cost of VAT being charged on 

rent. In reality it may be the most practical solution for occupiers to absorb the 

VAT thus avoiding economic and legal problems associated with other alternatives 

for avoiding this extra cost. Whether or not occupiers were able to follow this 

option may account for the variance in responses.

Respondents were also given the option to provide details o f other methods they had 

adopted to avoid the cost of VAT charged on rent. These included negotiating with 

their landlord either not to opt to tax or for compensation in some other form, 

opting to tax themselves and passing the VAT on to their sub-tenant, or purchasing 

the freehold.



This question was developed to provide an ordered response based on tenants' 

strategies to avoid the cost of VAT charged on rents. Aggregating the data shows 

that securing a lower rent on review was the most likely option, followed by 

moving to a building where no VAT is charged on rents. It is apparent that both 

reduced rents and moving are reactions to a new tax, predicted by economic price 

theory. These are closely followed in sequence by passing on the cost as higher 

product prices. Accepting reduced profits or occupying less floor space are scored 

as the least likely options to avoid this extra cost.

The responses received have produced some reactions to the strategies offered to 

avoid the costs of VAT on rent. The most likely reaction was to secure a lower 

rent on review but the practical implications of achieving this may be less apparent. 

What is clear is that occupiers’ responses are closely linked to their personal 

circumstances and tax status. For example it may be more practical for occupiers 

who can recover 99% VAT to absorb this additional cost than those who can only 

recover 1%.

These results should be considered in conjunction with those in 6.5.2.17 below 

where these statements are assessed by surveyors.

6.5.2.7 Occupiers Questionnaire, Section A, Question A5

It is possible that occupiers who had indicated that they were most likely to move as 

a result of their landlord opting to tax were most likely to be prepared to pay more
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rent or a premium to secure an unelected building. These occupiers were prepared 

or able to take on the costs associated with relocation and for them VAT was clearly 

an important issue. This question was therefore directed at these occupiers.

Four respondents (8.9%) indicated that they would be prepared to pay a premium or 

more rent to secure a building where no VAT is charged on rent. None where 

prepared to pay as much as 15%, the amount of VAT charged. One respondent 

was prepared to pay 1-5% more rent as a percentage of rent paid, three, 6-10% 

more rent as a percentage of rent paid and one 6-10% of current rent as a premium.

Although this is a very small sample and the results may be based on a subjective 

judgement, nevertheless they establish that some occupiers would be prepared to 

pay more rent or a premium to secure an unelected building. This response is also 

supported by the pilot data. In reality the choice between paying more rent or a 

premium may be subject to a number of other factors, such as taxation which may 

also account for the variance in response.

These results which demonstrate the possibility of different rent levels for elected 

and unelected buildings should be considered in conjunction with those in section

6.5.2.17 below where surveyors are asked to express an opinion on the 

development of two tier markets. The results from Statement A3/4b. above also 

support the opinion that exempt/part exempt occupiers are considering rent closely 

in relation to the opted status of buildings.
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6.5.2.8 Occupiers Questionnaire, Section B, Question B1

The first three questions in Section B were developed to establish whether 

respondents were likely to have been subject to the impact of VAT on development 

and to assess the impact that this might have on the results. These questions also 

began to concentrate respondent’s minds on development before the more important 

questions in this section.

The responses to Question Bl. show that 12 (50%) respondents held land for 

development. Whether land is held for development or not may influence 

respondents’ answers to the subsequent questions. For example where no land is 

held for development it is unlikely that the respondent will incur a self supply 

charge or consider the impact of VAT on development significant. Thus the results 

from Questions B4-8. should be read in conjunction with the results to Question Bl- 

3.

6.5.2.9 Occupiers Questionnaire, Section B, Question B2

Question B2. demonstrates that 16 (69.5%) respondents have developed new 

premises since 1 August 1989. These respondents may have a positive contribution 

to make to later questions on the self supply charge and the development of new 

premises.
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6.5.2.10 Occupiers Questionnaire, Section B, Question B3

Finally in this sequence o f questions (Bl-3) respondents were asked to indicate 

whether they intended to develop new premises and 14 (61%) indicated that they 

did. Those respondents who answered positively may have had to take into account 

the potential VAT implications when considering the development of new premises 

and may have an actual rather than a subjective contribution to make to the 

subsequent questions.

6.5.2.11 Occupiers Questionnnaire, Section B, Question B4

“The VAT charge on land may discourage the development of new sites by 
exempt companies.” (26)

An important issue for this part of the questionnaire to be answered by owner- 

occupiers, was to establish whether the extension of VAT in the Finance Act 1989 

might discourage the development of new premises.

The results show that most, 11 (37.9%) consider the introduction of VAT on 

development to have been a significant influence on their attitude towards the 

development of new premises. However, the distribution of results is not normal 

and is skewed towards a lower significance with 6 (20.7%) indicating that VAT had 

no significance and 7 (24.2%) that it was of little significance. In contrast for 3 

(10.3%) respondents VAT had been a crucial influence and for 2 (6.9%) it was very 

significant.
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It may be concluded that VAT is of varying significance to those exempt/part 

exempt owner-occupiers involved in the development of new premises. The level 

of significance may be dependant on a number of factors, including tax status. This 

sample contains 44 (64.7%) part exempt respondents, 6 (14%) of which can recover 

81-99% VAT, which may mean that VAT is less significant to those sampled.

Other factors such as need, competition and the amount o f tax to be paid may all 

have an influence on the responses. For example if it is imperative that a 

development goes ahead regardless of costs, VAT may become less significant. 

Alternatively the nature of the scheme may be such that VAT liability is negligible.

What is clear is that this data cannot be considered in isolation. The sample is 

limited and reference to historic data would be necessary to establish an actual 

decline in development over time. The results of the next question on the incidence 

of the self supply charge may help to explain the apparently limited impact of VAT 

on development.

6.5.2.12 Occupiers Questionnaire, Section B, Questions B5-B6 

and Developers Questionnaire, Questions 7-8

“By far the best thing about self supply is that it hardly ever happens...”
(27)

Section 3.2.2 considers in detail the self supply charge and its potential impact on 

the commercial property market. This question was introduced to establish the
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incidence of self supply charges. Where there is less exposure to high levels of 

VAT such as might be incurred with self supply charges, then the impact of VAT 

on commercial property might be less significant.

The results show that only four respondents (7.5%) had incurred a self supply 

charge. This is a low response particularly since 16 (69.5%) respondents had 

developed new premises since the introduction of the charge. This may be because 

the nature of respondents developments had not triggered a charge to the tax. For 

example respondents may have a long standing interest in the land which will 

diminish the impact.

The percentage of cases also demonstrates the incidence of the tax in relation to 

total number of developments undertaken by respondents. Three respondents had 

incurred the tax on all their developments. One respondent had incurred the tax on 

only 1 % of developments undertaken.

These results suggest that the incidence of the self supply charge has been limited. 

This may be a factor explaining the lower significance of VAT in respondents’ 

attitude towards the development of new premises. The reactions of some 

commentators may have been to overstate the potential impact of the self supply 

charge. But there may in fact have been insufficient time for the charge to have 

been incurred in practice.
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6.5.2.13 Occupiers Questionnaire, Section B, Questions B7-8,

Developers Questionnaire, Questions 9-10

“Consider the situation where a developer purchases a twenty acre site on 
which to develop a business park and initially only builds one unit on one 
acre of the site.

If this unit is used to provide an exempt supply will the developer face a 
VAT charge based on the entire 20 acres?” (28)

These questions were developed to establish what was happening in practice in 

answer to KFR’s question. Three respondents (6%) indicated that they had to pay 

VAT on total site value where only a part of the site had been developed. O f these 

one incurred the charge on all sites, one on 50% of sites and one on 1% of sites 

which had been partially developed.

It must be borne in mind that this is a relatively small percentage of the total 

sample. But this apparent anomaly in the Finance Act 1989 may have had an 

impact on the willingness of owners to develop larger sites. Further research will 

be required to establish the extent to which individuals have been discouraged from 

such development as a result of this issue.

6.5.2.14 Investors & Developers Questionnaires, Question 3, Surveyors 

Questionnaire, Question 1

This question was introduced to reinforce the results of the aim one questionnaires 

(5.5.2.2). It also provided an indication of the level of subjective judgement on
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issues associated with the option to tax which respondents may have had to use in 

order to complete the questionnaires.

The results as with those of the aim one questionnaires show a variable take-up of 

the option to tax. The distribution is not normal and there is a clear skew towards a 

lower percentage take-up. 8 (14.5%) respondents or their clients had not opted to 

tax any of their properties. 6 (11 %) respondents or their clients had opted to tax all 

their portfolio. Most respondents, 22 (40.5%) or their clients had opted to tax 1- 

20% of their portfolio. The second largest number of respondents or their clients, 9 

(16.5%) had opted to tax 81-99% of their properties. A smaller number of 

respondents or their clients had opted to tax properties in the mid ranges 21-40%, 

41-60% and 61-80% with 5 (9%), 2 (3.5%) and 3 (5.5%) respectively.

This response is broadly repeated throughout the individual categories of 

respondent, with the exception that investors show a proportionally lower level of 

options and developers a proportionally higher level of options, much in line with 

their VAT recovery position.

These results have implications for this research. For example if surveyors had no 

experience of the option to tax some of the answers to question 6.5.2.17 might be 

subjective and less reliable. The results from this question will be considered when 

assessing the other results from investors, developers and surveyors questionnaires.
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6.5.2.15 Investors & Developers Questionnaires, Question 4, Surveyors

Questionnaire, Question 2

This question was introduced because it was felt that the reason for holding property 

might have an impact on the results. It shows the proportion of those questioned 

involved in investment or development and provides an indication of the level of 

subjective judgement which may have been necessary to answer the questionnaire.

The results show that this sample was made up of respondents or their clients who 

held 67% of their property for investment, 28% for development. Without 

exception the 5% of property held for other purposes was held for trading 

occupancy.

The results show that the sample contained individuals who held property both for 

investment and development which indicates that a lower level of subjectivity was 

required to answer the following questions than might otherwise have been the case.

Most property was held for investment and the results on investment issues must be 

the most reliable as respondents had most experience of this property type. Once 

again the results from this question should be considered with those from the 

following question where recipients were asked to express an opinion based on their 

own experience.
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6.5.2.16 Surveyors Questionnaire, Question 3

This question was included to reinforce the result of the aim one questionnaires 

(5.5.2.9). It was developed to establish whether there was any evidence that 

overseas investors had been unwilling to invest in UK property because of its VAT 

treatment.

In support of the aim one results, most respondents, 14 (93.3%) were unaware of 

overseas investors who had been unwilling to invest in UK property because of its 

VAT treatment. However, one respondent had experienced some unwillingness on 

the part of overseas investors to invest in UK property because of its VAT 

treatment. There is therefore superficial evidence to suggest that the VAT treatment 

of UK property has influenced overseas investors decisions. No further evidence 

has been found to coroborate this statement.

6.5.2.17 Investors and Developers Questionnaires, Question 5, Surveyors 

Questionnaire, Question 4

This question was developed to cover a primary issue for this part of the research. 

How in reality had the commercial property market reacted to the VAT changes 

introduced in the Finance Act 1989? The question was based on commentators' 

suggested reactions of the commercial property market at the time of these 

legislative changes. Respondents were asked to assess each statement on the basis 

of experience. The results were not entirely what had been expected and in some



cases conflicted with the results of earlier questions. Chapter three sets out in some 

detail the legislative changes introduced in the Finance Act 1989 which should be 

read in conjunction with these results. The results for each statement are examined 

in turn below.

Statement - “Investors will continue to opt to tax rents after purchasing a let 

commercial building where VAT is already being charged on rents.”

Since developers would almost certainly opt to tax to recover VAT on construction 

costs, exempt investors when purchasing a new let commercial building would be 

faced with the choice of either opting to tax rents or paying VAT on the purchase 

price. Commentators had suggested that continuing with the option to tax in such 

circumstances would be virtually inevitable. KFR comment:

“Investors are unlikely to revoke this (the option to tax) as it would mean 
they would have to absorb the VAT element.” (29)

Most respondents, 13 (52%) agreed with this statement indicating that it was always 

true. The distribution of responses is not symmetrical and there is an obvious skew 

towards the accuracy of the statement with 9 (36%) recording it as mostly true and 

3 (12%) indicating that it was sometimes true.

In reality there may be instances where investors might choose not to opt to tax 

when acquiring a building but these will almost certainly be the exception, 

particularly if there is a heavy VAT penalty in not continuing with the option to tax.



It appears that the decision may be dependent on the amount o f VAT to be paid and 

this may explain the variance in response. The reaction of respondents might 

suggest that the decision to opt to tax is financially motivated in this case.

Some variance was recorded by group response to this statement with relatively 

more surveyors, 8 (61.5%) recording this statement as mostly true. This may be 

due to the need for surveyors to express a composite response from what might be a 

varied client base.

Statement - “Site bids will be reduced when VAT cannot be recovered.”

This statement was based on Hedley’s comment that:

“ ..in the long term developers will alter their site bids to achieve a 
satisfactory rate of return. ” (30)

Hedley argued that some account would have to be taken of irrecoverable VAT if 

profit margins were to be sustained and a reduction in site bids represented one 

possible option to deal with this extra cost.

Most respondents, 17 (33%) felt this statement to be mostly true. The distribution 

of results is not symmetrical and there is a clear skew towards the accuracy of the 

statement, with 14 (27%) indicating that in their experience the statement was 

always true and 12 (23%) indicating that it was sometimes true. However, 6



(11.5%) felt that the statement had little truth and 3 (5.5%) indicated that it was 

never true in their experience.

Responses by category are essentially similar indicating a variable degree of 

perceived truth in this statement, but with most commenting that it was mostly true.

In reality reducing site bids is only one of the options available to deal with the 

additional burden of irrecoverable VAT and this may account for the spread of 

responses. For example profit margins might not be sustained at previous levels. 

The importance of demand and competition may also be significant, requiring profit 

margins to be trimmed rather than site bids, particularly if it is imperative that the 

site is secured.

Statement - “Investors who cannot recover VAT favour unelected buildings to 

retain flexibility in tax treatment.”

This statement was based on the following comment by KFR:

“In order to retain flexibility in the tax treatment of their buildings both 
exempt companies and investors may favour the purchase of pre-1989 
properties.” (31)

KFR suggest that exempt investors and companies might prefer unelected buildings 

to retain tax choice. This would avoid the need for an automatic election to waive
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exemption that is required on acquisition of an elected building to avoid VAT being 

incurred on the purchase.

Most respondents, 9 (37.5%) indicated that in their experience this statement was 

mostly true. The distribution is not symmetrical and there is a clear skew towards 

the statements accuracy with 7 (29%) indicating that it was always true and 6 (25%) 

indicating that it was sometimes true. Only a relatively small number of 

respondents, 2 (8.5%) indicated that the statement had little truth.

An analysis of responses by category shows a similar spread of responses to the 

aggregate data but more investors than surveyors indicated that the statement was 

always true.

In reality, whilst the statement makes excellent sense, problems may occur. For 

example, unelected buildings may not always be available. KFR also stress the 

importance of a concentration of exempt occupiers sufficient to influence the 

market. These factors may account for the distribution of responses.

Statement - “Investors who cannot recover VAT are unwilling to fund new 

freehold commercial schemes.”

This statement was based on KFR’s commented that:

“ ..investors may hold back from funding or purchase of new freeholds.”
(32)
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because all freehold sales of ‘new’ buildings within a three year period of being 

ready for occupation are standard rated. Hedley also commented that:

“The imposition of VAT will certainly affect the willingness of some 
financial service companies and others to bid for development sites for their 
own occupation. ” (33)

Most respondents, 9 (39%) felt that this statement was sometimes true. The 

distribution of responses is not symmetrical. There is a clear skew towards the 

accuracy of this statement with 7 (30.5%) indicating that in their experience the 

statement was mostly true and only 1 (4.5%) indicating that it was always true. 6 

(26%) felt that the statement had little truth. These results are broadly maintained 

by reference to category o f respondent.

These results contrast with those of Section B of the Occupiers Questionnaire which 

show that the development of new schemes has continued despite the change in their 

VAT treatment. Commentators opinions, such as Hedley’s, on the reaction of part 

exempt/exempt investors to development seem to have been confirmed on the basis 

of these results.

S tatem ent - “ Investors who cannot recover VAT prefer to take a  long lease of a 

new com m ercial building w ith an  option to purchase the freehold afte r th ree 

y ears .”

This statement as with the proceeding statement was developed from KFR’s concern 

that investors may hold back from funding or purchasing new freeholds until after
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the three year period during which they would attract mandatory VAT. KFR 

commented that there are two options for developments completed prior to 1 August 

89, but not three years old and unoccupied, which fall within the transitional 

arrangements:

“ - wait three years and sell an ‘old’ building, or,

- sell an untaxed leasehold to an investor with an option to purchase the 
freehold after the three year period has expired. ” (34)

This statement was introduced to establish whether there was any evidence to 

suggest that investors had followed the latter option.

The results to this statement are evenly spread with 5 (29.4%) respondents 

indicating in each case that it had little truth, was sometimes true and was mostly 

true. 11.8% of respondents indicated that the statement was always true.

An analysis of the results by category of respondent shows 3 (42.9%) investors in 

EC2/3 indicating that in their opinion it had little truth. Other categories of 

respondent are broadly similar.

The aggregate data shows a varying reaction to this statement. There was a high 

level of non-response to this individual statement which duplicates the coverage of 

the previous statement and deals with a temporary phenomena. However it is clear 

that some respondents have an opinion on this option. 64.7% of the sample are
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involved in investment although not all are exempt. Thus some responses are 

subjective and this may account for the variance in response.

Statement - “Investors who cannot recover VAT favour refurbishment as there 

is no VAT on site costs to pay.”

This statement appears to make excellent business sense because those involved in 

new construction would pay VAT on site costs in addition to building costs.

In support of the results from Section B of the Occupiers Questionnaire, most 

respondents, 9 (41%) indicated that they considered this statement had little truth. 

The distribution of responses is not symmetrical and an overall higher number, 13 

(59%) considered the statement to contain more truth rather than less with 7 (32%) 

indicating that the statement was sometimes true, 4 (18%) indicating that it was 

mostly true and 2 (9%) indicating that it was always true. Responses from 

individual categories reflect the aggregate data.

It appears that some exempt investors will favour refurbishment because of the extra 

VAT liability associated with site costs on new development. But whether they 

favour refurbishment or not will depend to a large extent both on their VAT 

recovery position and the VAT liability associated with a particular scheme. For 

example it is conceivable that a large refurbishment scheme may incur as much 

VAT as a smaller new build. There are also practical issues such as insufficient 

buildings to refurbish or that refurbishments may not be in demand.
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Statement - “Tenants who cannot recover VAT paid on rent want to pay a 

lower rent.”

Evidence of potential variations in rent is an important issue for this part of the 

research. This statement was developed as one of the possible options for exempt 

tenants who had to pay VAT on rent which could not be recovered. Hedley offered 

the following comment on the impact of charging VAT on rents:

“In markets which are dominated by exempt tenants, it is conceivable that 
there would be a 13% (VAT @ 15% ) drop in rental and capital value if the 
option is exercised.” (35)

The results from the Occupiers’ Questionnaire, Questions A3/4. show that securing 

a lower rent on review was a strong option for tenants having to deal with an 

additional VAT burden. Most respondents to this question considered this 

statement to be always or mostly true with 16 (31.5%) and 18 (35.5.%) 

respectively. 10 (19.5%) indicated that the statement was sometimes true, 6 

(11.5%) felt it had little truth and 1 (2%) indicated that it had no truth. An analysis 

of the data by category of respondents shows a broadly similar pattern of responses.

It appears that exempt tenants want to pay a lower rent to offset irrecoverable VAT 

charged on rent. But this may not be possible in practice because of the way in 

which rent is assessed at review.

Statement - “Developers will opt to tax every new freehold commercial building 

to ensure the recovery of VAT on construction costs and site purchase.”
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The ability to recover VAT on construction costs and site purchase was seen by 

some commentators as a major benefit of the legislative changes introduced in the 

Finance Act 1989, producing an overwhelmingly powerful incentive to opt to tax.

The results from this question show that most respondents, 25 (55%) found this 

statement to be mostly true. The distribution of responses is not normal and there is 

a clear majority who found this statement to be more rather than less accurate. 11 

(24.2%) indicated that the statement was always true and 5 (11%) found the 

statement to be sometimes true. Only 1 (2.2%) indicated that the statement had 

little truth and 3 (6.6%) felt that it had no truth. The data assessed by category of 

respondent produce a broadly similar response to the aggregate data.

These results appear to show that in reality most developers will opt to tax new 

freehold commercial buildings to recover VAT but there will be a small percentage 

of instances where they will not. In these cases the developer might be selling to an 

exempt investor or occupier who could not recover VAT.

Statement - “Developers who cannot recover VAT favour refurbishment as 

there is no VAT on site costs to pay.”

As with the similar statement presented to investors, it seems to make good 

practical sense for exempt developers to favour refurbishment as this would avoid 

any liability to pay VAT on site costs.
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Most respondents, 11 (46%) felt that this statement was sometimes true. 

Significantly larger percentages of respondents than for previous statements 

indicated that this statement had little or no truth, 4 (16.5% ) and 5 (21%) 

respectively. Only 1 (4%) felt that the statement was always true and 3 (12.5%) 

indicated that it was mostly true.

In reality, as with investors, the actual amount of VAT to be paid for each scheme 

under consideration will probably be a more important determinant in the 

developers’ choice rather than a straight forward discrimination in favour of 

refurbishment. Two respondents commented “don’t know any” (exempt 

developers) or “will create a tax vehicle to recover VAT” . This may account for 

the variance in response which in some cases may be a subjective judgement, 

although the sample does contain responses from some exempt developers.

Statement - “Developers who cannot recover VAT will be discouraged from the 

development of new sites.”

This statement was based on KFR’s comment that:

“ ..the VAT charge on land may discourage the development of new sites by 
exempt companies.” (36)

The results support this statement with 21 (48%) respondents indicating that the 

statement was mostly true and 2 (4.5%) indicating that it was always true. The 

distribution of responses is not normal with 12 (27%) indicating that the statement
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was sometimes true, 7 (16%) indicating that it had little truth and 2 (4.5%) 

indicating that they considered it was never true.

An analysis of the data by category of respondent shows surveyors generally 

indicating that in their opinion the statement had less truth than other categories of 

respondent. Six (46.2%) surveyors in EC2/3 indicated that the statement was only 

sometimes true.

To some extent these results contradict those from Section B of the Occupiers 

Questionnaire which show that new development continues. A distinction may be 

drawn on the basis that this statement refers to exempt developers whilst the 

Occupiers Questionnaire was answered by some part exempt taxpayers who could 

recover significant percentages of VAT. There is some evidence that exempt 

developers have been discouraged from the development of new sites. The 

responses have limited validity because the results show only one respondent who 

was an exempt developer.

Statement - “Tenants who cannot recover VAT will take less floor space to 

offset irrecoverable VAT.”

Hedley commented that:

“In so far as higher rental costs have to be paid, some exempt occupiers will 
take less space or move to a slightly cheaper area, or both; others may chose 
to pay the extra.” (37)
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Most respondents, 10 (66.6%)  indicated that there was little truth in the statement. 

A further 3 (20%) indicated that there was no truth in the statement. The 

distribution of the results is not normal with only 2 (13.3%) felt that the statement 

was sometimes true.

These results also concur with those from occupiers who were asked a similar 

question (A3/4c). This is possibly the least likely option because o f difficulties with 

taking less space under an existing lease or methods o f production or service 

provision which may require the space already occupied.

Statement “Tenants who cannot recover VAT will pay a premium or more rent 

to secure an unelected building.”

This statement is based on KFR’s comments that:

“They (exempt occupiers) would in fact be prepared to pay a premium of up 
to 15% (VAT @ 1 5 % )  over the market rent in order to secure occupancy of 
a non-elected building.” (38)

Most respondents, 6 (40%) felt that this statement was sometimes true and 3 (20%) 

indicated that it was mostly true. No respondent felt that it was always true. The 

distribution of results is not normal with 5 (33%) indicating that the statement had 

little truth and 1 (7%) indicating that it had no truth.
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These results agree with those of occupiers who were asked a similar question (A5.) 

in their questionnaire. It can be concluded that there is evidence that some tenants 

are prepared to pay a premium or more rent to secure an unelected building. These 

results should also be considered in conjunction with the statement below.

Statement - “Tenants who cannot recover VAT will move to avoid having to 

pay VAT on rent.”

The results clearly refute Hedley’s comments (39). A high number of respondents, 

10 (71.5%) were of the opinion that the statement had little truth. However the 

distribution of the results is not symmetrical with 7 % considering that the statement 

was always true, a further 3 (21.5%) felt that the statement had some truth.

These results should be considered in conjunction with those from occupiers who 

were asked a similar question (A3/4a.). The response was far less distinct, with a 

majority indicating that a move was a more likely option.

The difference may be the result of the difference between the two categories 

questioned. Surveyors are more likely to be aware of the practical difficulties such 

as lease disposal associated with tenants who wish to relocate. Hence a majority of 

surveyors responded that this statement had little truth. Tenants, however, might 

consider relocation as a viable option to deal with increased occupation costs, but 

may not be fully aware of the practical implications such as relocation costs.
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Statement - “A two tier market has developed in certain commercial areas.”

This statement was derived from KFR’s suggestion that:

“The first of the major implications for the office market will be the creation 
o f a two tier rental market in certain office centres.” (40)

The results show a more even response with 40% respondents indicating in both 

cases that the statement had little truth or was sometimes true. The distribution of 

results is not symmetrical with a further (20%) indicating that the statement was 

mostly true.

It may be concluded that there is some evidence to support the opinion that a two 

tier rental market has developed in some commercial centres. This opinion is 

reinforced by the results of Occupiers Questionnaire, Question A5. which confirms 

that some tenants are prepared to pay a premium or more rent to secure an 

unelected building. KFR go on to suggest in their article (41) that certain criteria 

such as a strong market and a concentration of exempt occupiers will be required 

for such a market to develop. This may explain the variance in response.

6.5.2.18 Investors & Developers Questionnaire, Question 6

“The imposition of VAT will certainly affect the willingness of some 
financial service companies and others to bid for development sites for their 
own occupation. ” (42)

270



This question was developed to establish the effect of VAT on development 

following the legislative changes introduced in the Finance Act 1989.

The results show that most respondents, 15 (41.7%) considered that VAT will have 

a significant effect on whether a scheme will proceed. The distribution of results is 

not normal but comes close to it. Respondents are almost evenly balanced on either 

side of the majority response with 9 (25%) indicating that VAT was very significant 

and 3 (5.5%) indicating that it was crucial. 8 (22.3%) indicated that VAT was 

slightly significant and 2 (5.5%) indicating that it had no significance.

In reality there are a number of issues such as tax status of respondents, amount of 

VAT which a scheme incurs and level of profit required, the relative importance of 

which may influence whether a development will proceed. This may explain the 

variance in responses.

In each case the respondents personal circumstances may influence their response. 

For example fully taxable individuals may only be exposed to situations where the 

VAT can be fully recovered. For them it may have limited significance. The 

percentage of fully taxable respondents in the sample may have an impact on the 

results. This is illustrated by the response from developers in Bristol. This group 

with a high percentage tax recovery rate have ranked VAT as o f low significance in 

responding to this question.



In concluding this section, which provides an analysis of the results of the main 

questionnaire circulation, it is apparent that the commercial property market has 

reacted to the changes in VAT introduced in the Finance Act 1989. There is 

evidence that exempt/part exempt tenants are trying to reduce rents on review as a 

result of VAT being charged on rent. Part exempt/exempt tenants are also 

considering moving premises as a potential option for dealing with the extra costs of 

VAT on rent.

A fall in the quantity of accommodation offered to let is less obvious but there is 

evidence from the questionnaires that VAT is now a significant issue in the 

development process and that some exempt investors and developers have been 

discouraged from the development of new premises which may result in an overall 

reduction in the level of available stock.

Having considered the results of the main questionnaire circulation these are 

critically examined in the following section.

6.6.0 CRITIQUE

This section contains a critical examination of the methodology, response rate, data 

and quality of response for the second aim of this research.
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6.6.1 METHODOLOGY

The second aim of this research was to assess the perceived effects of waiver of 

exemption on rents in the English commercial property market.

Questionnaires were developed to assess the perceived effects of waiver of 

exemption on the English commercial property market by comparing respondents’ 

actual experience with predictions made by commentators on market reactions at the 

time that these VAT changes were introduced in the Finance Act 1989.

With the benefit of hindsight the need to preserve annonymity proved false and the 

usefulness of follow ups largely ignored. The removal of annonymity to allow 

follow ups might have added significantly to the research improving response rate 

and allowing deeper probing on important issues.

Economic price theory predicts that the increase in rents due to the imposition of 

VAT will produce a decline in the quantity of rented accommodation demanded. 

Some tenants will be encouraged to move out or take less space.

The results from this research demonstrate that exempt/part exempt tenants are 

likely to move to avoid the extra cost of VAT charged on rents, but less likely to 

occupy less space.



Economic price theory predicts that an increase in the level of vacant space 

produces a situation o f oversupply. Landlords will find it difficult to replace 

tenants who move out. Oversupply will induce some prospective tenants to offer 

lower rents. These will be accepted by landlords rather than have properties vacant 

for long periods. Other landlords will be forced to follow this trend of reducing 

rents.

The results of this research have shown that exempt tenants want to pay a lower 

rent and that part exempt/exempt tenants are most likely to try to secure a lower 

rent on review to deal with this extra cost. But this may be a temporary 

phenomena;

“Such rental adjustments will be once-and-for-all and there should be no 
subsequent influence on the rate of rental grow th.” (43)

Economic price theory predicts that as rents fall there will be a gradual fall in the 

quantity of rented accommodation supplied because some new developments will 

become less viable. The results from this research produce less evidence of a 

decline in new developments.

The methodology has proved successful because the questionnaires have produced 

evidence which satisfies the issues set out in section 6.2.0. The results have also 

produced evidence which goes some way to satisfying the hypotheses set out in 

section 4.3.4.



6.6.2 RESPONSE RATE

Section 6.5.1. sets out the response rate to the questionnaires. It is immediately 

apparent that the low aggregate response has introduced a significant problem of 

unrepresentativeness into this research. What were the opinions of the 63% who 

did not respond?

Individual recipients who did not respond could not be identified and it has not been 

possible to use follow-up techniques to reduce the level of non-response. As with 

the aim one responses a number of respondents returned their questionnaires with 

letters identifying themselves, which suggests that the initial requirement to 

preserve anonymity was probably overstated.

The level of responses tabulated in section 6.5.1. shows a significant difference 

between the number of returned and useable questionnaires. There is some 

evidence to suggest that the reasons for this might be because of problems with data 

sources used to derive the sample. It is apparent that in some instances these were 

out of date particularly in EC2/3 where 12 developers and 8 investors 

questionnaires were returned ‘not known at this address’ or ‘gone away’. The 

situation was further complicated by the economic recession persisting at the time of 

circulation (Appendix 1.). In some cases mergers of building societies had taken



There is also evidence to suggest further problems associated with sampling. A 

number of respondents indicated that they were only involved in residential not 

commercial property. A small number also indicated that they were only involved 

in property investment in the United States. Some respondents, identified as 

investors, indicated that they were not investors and some identified as developers 

commented that they were not developers.

There was also evidence of a failure to direct the questionnaires to the correct 

recipient. Some respondents also indicated that the questionnaire had been passed 

to a department at their headquarters.

Inevitably there were a small number of questionnaires returned because the 

recipients were too busy or did not wish to be involved.

Each of these problems contributed to the low level of useable responses and the 

associated unrepresentativeness which has been introduced into the results. This 

might have been overcome by concentrating on data sources, selecting a smaller 

sample, removing anonymity and using follow-up techniques to ensure an 

acceptable level of response.

6.6.3 DATA

The low useable response rate produced particular problems associated with the 

analysis of data. The small number of respondents, particularly from Bristol and by



category of respondent, meant that it was difficult to compare and contrast the 

results by area or by category. For example a response from three occupiers from 

Bristol could not be considered representative. This small response rate presents 

particular difficulties in interpreting data from matrix questions where a trend or 

pattern is impossible to detect.

It might also be argued that it was incorrect to aggregate data from different 

dissimilar groups. It may also be incorrect to aggregate data from the Occupiers 

Questionnaire, Questions A3, and A4. because Question A3, has been answered by 

respondents who have experienced VAT being charged on rents, whilst Question 

A4. requires subjective judgement.

Another problem encountered with the responses to Questions A3/4. was that a 

small number of respondents failed to give an ordered response, ordering some 

statements equally. This presented some problems in assessing the relative 

importance of each option.

Questions Al/2. from the Occupiers Questionnaire failed to deal adequately with all 

the potential options for charging VAT on rents. It is clear from the responses that 

some tenants occupied several properties, on some of which their landlord had 

opted to tax rents and on some of which they had not. This meant that some 

respondents answered both questions A3, and A4. whilst it had been envisaged that 

these questions would be mutually exclusive. The response was not always the 

same to both questions.
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Some difficulties were also encountered with individual questions, particularly those 

o f a matrix format where respondents failed on occasion to comment on every 

statement they were asked to. The response was therefore incomplete.

Investors Questionnaire, Questions 8/10. and Occupiers Questionnaire, Section B, 

Questions B6/8. were designed to provide details of the number of times a 

respondent had incurred a self supply charge or VAT on total development value 

where part only of a site was developed. One respondent indicated 1% of cases 

which seems a very small amount. The word ‘cases’ may also have appeared 

ambiguous and unrelated. The question might have asked respondents to express 

‘how many?’ by percentage thus continuing the flow of these questions.

One respondent answering the Investors Questionnaire, Question 2. commented that 

the percentage VAT recovery varied from month to month. This suggests that a 

view of recovery rate over time was necessary to answer this question.

6.6.4 QUALITY OF RESPO NSE

This survey method may be criticised on the grounds of lack of control over who 

fills out the questionnaire or the environment in which it is completed. Both issues 

will influence the quality of response.

There is evidence throughout the analysis of the results that some degree of 

subjective judgement may have been required on the part of respondents to answer
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certain questions. This is clearly illustrated in the Occupiers Questionnaire, 

Question A5. where respondents are asked to indicate the level o f additional rent or 

premium they would pay to secure an unelected building. Similarly, responses to 

statements based on the reactions of exempt developers/investors must contain a 

high element of subjectivity, because there were only two fully exempt respondents.

Investors and Developers Question 4. was introduced to provide some assessment of 

the extent to which the sample was made up of investors and developers so as to 

determine the extent to which subjective judgements were necessary. It might be 

argued that subjective responses defeat the object of these questionnaires which was 

to provide factual evidence. The responses from surveyors are highly subjective 

and may involve an element of double counting if their clients are also respondents, 

but it may be argued that these subjective judgements have come from experienced 

respondents.

A number of problems encountered with the aim one questionnaires were repeated 

with the aim two questionnaires because the development of these was running 

consecutively. For example the difficulties experienced with questions such as 

Surveyors, Investors and Developers Question 3. discussed in section 5.6.3 were 

not discovered in time for the questions to be amended and they were repeated in 

the aim two questionnaires. This research would have benefited from being taken 

one aim at a time the first being completed before the next was commenced.
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It is apparent from their response that either tenants found Section A of the 

Occupiers' Questionnaire too complex or they were unprepared to commit 

themselves to a subjective judgement. A number ticked boxes in answer to 

Questions Al/2. but failed to go on to answer Questions A3/4. Others failed to read 

the directions correctly, a small number who had indicated that they were tenants 

answering both Sections A and B. This also has repercussions for the quality of 

response. Perhaps these respondents were unable to follow directions or simply 

failed to pay insufficient attention to detail. Other respondents failed to appreciate 

that whilst ticking boxes was required as answers to Questions Al/2, an ordered 

response was required to Questions A3/4. The change to the requirement for an 

ordered response without specific directions appeared too subtle for some 

respondents.

A further indication of difficulties with the quality of response is provided in the 

results from Questions 1. and 2. of the Occupiers, Investors and Developers 

Questionnaire. Here the percentage of exempt and fully taxable respondents given 

in answer to Question 1. does not concur with the responses given to 0% and 100% 

recovery positions in Question 2. For example a small number of respondents 

entering themselves as fully taxable in Question 1. then indicated their VAT 

recovery as 0% in Question 2. This problem had not been experienced with the 

pilot data because no equivalent of Question 2. was asked.

Errors may also arise because of the respondents' lack o f knowledge or poor

memory.



6.7.0 CONCLUSION

The second aim o f this research was to assess the perceived effects of waiver of 

exemption on rents in the English commercial property market.

Chapter four, sections 4.3.0 - 4 .3 .4  developed the conceptual thinking for this 

second aim. The introduction of the election to waive exemption in the Finance Act 

1989 presented a particular problem for part exempt and exempt tenants. The effect 

o f their landlord electing to waive exemption was to increase occupation costs by 

the amount of irrecoverable VAT charged on rent.

Section 4.3.2. considered in some detail economic price theory and its application to 

the commercial property market as a possible explanation of the effect of waiver of 

exemption on rent.

Based on economic price theory it was hypothesised that the effect of waiver of 

exemption on the commercial property market will be:

(1) a reduction in the disequilibrium rent, paid by exempt/part exempt 

tenants, to the equilibrium rent, post tax; and,

(2) a reduction in the total quantity of commercial property offered to 

let.
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It was decided initially to test whether there was any evidence of a market reaction 

to waiver of exemption.

Section 6.2.0, in developing this conceptual thinking, further identifies three 

important issues which this part of the research would need to consider to satisfy its 

aim.

Questionnaires were developed in section 6.3.0 based on these issues and were 

amended (section 6.3.5) following the results of the pilot circulation, section 6.3.4.

The results of the main circulation, set out in section 6.5.0 produced results which 

represent a contribution to knowledge. The results provide evidence in support of 

economic price theory, that some part exempt/exempt tenants have sought to pay a 

lower rent on review where VAT is charged on rents.

The results demonstrate that some part exempt/exempt tenants are willing to pay a 

premium or more rent to secure an unelected building. This suggests that two tier 

markets have developed in certain commercial centres.

Evidence was also found that some tenants would move to avoid VAT being 

charged on rent. This might suggest an oversupply of opted buildings, a reaction 

also predicted by economic price theory, although occupying less space which might 

also result in surplus space proved to be a less likely option to avoid the extra cost 

of VAT charged on rent.
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Some tenants had adopted other approaches to deal with VAT charged on rent. 

This suggests that economic price theory may only provide a partial explanation of 

how some tenants are dealing with the extra cost. Some were able to pass this cost 

on as higher product prices, others accepted reduced profits and paid the VAT. 

Others adopted a negotiating stance with their landlord, passed on the VAT or 

purchased the freehold.

The second hypothesis based on economic price theory as an explanation of the 

effect of waiver of exemption on rent, was that there would be a reduction in the 

total quantity of commercial property offered to let. It was concluded that this 

might first manifest itself as a reduction in the development o f new premises.

The results show that some exempt investors and developers have been discouraged 

from the development of new schemes. There is also evidence that some exempt 

investors and developers have moved away from new development towards 

refurbishment, thus avoiding VAT on site costs, but this may not result in a 

reduction in the total quantity of commercial property offered to let.

It is also evident that VAT is now a significant, and in some instances crucial, 

factor in the development of new premises. But, the results show development 

continuing since the changes in VAT introduced in the Finance Act 1989. A 

possible explanation might be that the impact of VAT has not been as great as 

initially predicted by commentators. It is apparent from the results that occasions of 

charge, where significant VAT liability might be incurred, such as self supply



charges, or VAT charged on total site value where only part of a site was 

developed, are limited. Alternatively the market could take time to react to the 

changes and research over time will be required.

There is evidence that other methods are being used to continue development and 

avoid the impact of VAT, such as reducing site bids where VAT cannot be 

recovered.

There is evidence throughout the results that tax status and the personal 

circumstances of individual respondents are important issues in determining the 

effect of waiver of exemption. The result suggests that the exempt sector of the 

market might be reacting as predicted by economic price theory.

The results also support aim one of the research, confirming a variable take-up of 

the option to tax with a skew towards a lower level of take-up from this sample. 

Very limited evidence was found to suggest that overseas investors have been 

unwilling to invest in the UK as a result o f the VAT treatment of UK property.

These results must be qualified on the basis of the critique set out in section 6.6.0. 

In particular the significant level of unrepresentativeness introduced into these 

results because of the level of non-response and the reservations expressed about the 

quality of response must be considered.
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In conclusion it is apparent, based on these results, that economic price theory may 

provide a partial explanation of the effect o f waiver of exemption on rents for 

exempt and to a lesser degree part exempt tenants. However reductions in rent and 

quantity of accommodation offered to let may not be the only market reactions to 

this additional tax burden.

Based on these results, further quantitative research into the demand and supply 

functions for the commercial property market to determine the actual fall in rent 

levels and quantity of commercial property offered to let are justified.

Appendix seven begins this research by developing a conceptual framework for a 

model of the commercial property market.
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CHAPTER SEVEN

CONCLUSIONS

7.1.0 SUMMARY OF AIMS

The central aim of the research project was to investigate the impact of waiver of 

exemption on the commercial property market in the UK.

The literature search established that there had been one previous empirical study of 

property investors’ reactions to the option to tax which suggested a limited take-up 

of this option. This was an important discovery because the Government relied on 

this mechanism to mitigate the impact of EC judgement (case 416/85) which 

required the removal of zero-rating provisions from non-domestic construction in 

the UK.

Commentators around the time of this judgement predicted that it would have a 

significant impact on the commercial property market in the UK with adverse 

implications for rents and capital values.

As a result a research project to determine what was actually happening to the 

commercial property market in the UK following the introduction of waiver of 

exemption was begun with two parallel and inter-related areas of study, which 

were:
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(1) To examine the effectiveness of waiver of exemption in mitigating 

the effects o f the EC judgement (case 416/85) in respect of the 

English commercial property market.

(2) To assess the perceived effects of waiver of exemption on rents in the

English commercial property market.

7.2.0 SUMMARY OF DISCOVERIES

7.2.1 THE DECISION TO ELECT TO WAIVE EXEMPTION

It was postulated that by establishing the take-up rate of waiver of exemption and 

the absolute and relative importance o f the factors which determined whether or not 

to elect to waive exemption, it would be possible to fulfil the requirements of the 

first aim.

The results show a variable take-up of waiver of exemption with most respondents 

opting to tax 1-20% of their commercial property holdings.

The results also establish the absolute and relative importance of the ability to 

recover input tax as the key factor in making the decision whether or not to elect to 

waive exemption.
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Whilst the initial objectives were satisfied, the link between the key factors 

determining whether or not to elect, the take-up rate and the amount of input tax 

recovered has still to be determined if the effectiveness of waiver of exemption in 

mitigating the effects of the EC judgement (case 416/85) on the commercial 

property market in the UK is to be established.

However, some evidence was found to suggest that the effectiveness of this 

mechanism may have been reduced because o f legal drafting to prevent an election 

and a lack of knowledge about the option to tax amongst decision makers.

7.2.2 THE IMPACT ON RENTS AND THE QUANTITY OF

COMMERCIAL PROPERTY OFFERED TO LET

Based on economic price theory it was postulated that the impact of waiver of 

exemption on the UK commercial property market would be a reduction in the 

disequilibrium rent, paid by part exempt/exempt tenants, to the equilibrium rent, 

post tax and a reduction in the total quantity of commercial property offered to let.

The results show that some exempt/part exempt tenants have sought to pay lower 

rents as a result of their landlord opting to tax. Some exempt/part exempt tenants 

indicated their willingness to pay a premium to secure an unelected building. 

However, the results show exempt/part exempt tenants adopting a variety of other 

approaches to deal with this extra tax burden. These include accepting reduced
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profits or increasing product prices to compensate. Thus economic price theory 

may provide only a partial explanation of the impact of waiver o f exemption.

It was postulated that the fall in the quantity of commercial property offered to let 

would be seen as a reduction in new property developments. The results confirm 

that some part exempt/exempt investors and developers have been discouraged from 

new development as a result of the VAT changes and establishes the importance of 

VAT in the decision-making process. However, development was found to be 

continuing with other options such as reducing site bids being used to offset the 

additional cost. One possible explanation might be that the market has yet to 

experience the full impact of the VAT changes introduced in the Finance Act 1989.

The results of this research must be considered in the context o f the criticisms 

made, which have indicated problems with questionnaire design and the quality of 

response, unrepresentativeness, sampling errors and a misplaced emphasis on 

preserving anonymity. With the benefit of hindsight these criticisms serve to 

emphasise the importance of careful choice of sample, data sources and collection 

methods. In particular the choice of personal interview as an alternative data 

collection method may have overcome a significant number of the problems 

encountered.



7.3.0 FURTHER RESEARCH

In undertaking this research a number of areas have been identified which require 

further research. In some instances further research over time is necessary to 

investigate the issues more fully. These are considered in detail in this section.

This research has shown a variable take-up of waiver o f exemption with most 

respondents opting to tax 1-20% of their commercial property holdings. The results 

have also established the importance of input tax recovery as the key factor in 

making the decision whether or not to elect to waive exemption.

But considering these two issues separately has proved inconclusive in determining 

the effectiveness of waiver of exemption as a method of mitigation. Further 

research is required to establish the link between these factors and the amount of 

input tax actually being recovered. It will then be possible to assess the 

effectiveness of waiver of exemption in mitigating the effects of EC judgement (case 

416/85) by comparing the amount of tax which has actually been recovered with 

that which would have otherwise been incurred.

The second part of this research has demonstrated in qualitative terms the perceived 

effects of waiver of exemption on rents in the UK commercial property market. 

These results justify further quantitative research to model the demand and supply 

curves for the English commercial property market and thus assess the actual effects 

on rent of the introduction of waiver of exemption. Appendix seven considers how
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this might be approached. It demonstrates the need for a micro, rather than a macro 

approach to understand how individual processes interact to form the composite 

market.

The potential impact of the transitional provisions set out in section 3.5.0 has not 

been investigated as part of this research. Their effect is likely to be limited and 

temporary. The reference to historic data which would be required ensures that this 

is likely to be a particularly difficult area to research.

Section 6.5.2.13 highlights the problem that a developer owning a business park on 

which only one unit is to be developed initially, could incur VAT on the whole. 

This research establishes that some developers have had to pay VAT on the whole 

business park in such circumstances. Further research is required to establish the 

extent of this apparently inequitable situation and the need if appropriate to make 

reference to Government.

The extent to which overseas investors have been discouraged from investment in 

UK property as a result o f its VAT treatment represents another area where further 

research is required. It has been acknowledged that the sample may have included a 

number of respondents who did not have overseas clients and the results are 

unrepresentative of the overall problem. But the results show the unwillingness of 

one overseas investors to invest in UK property as a result of its tax treatment. 

Concentrating on those surveyors with overseas clients would enable further 

research to be carried out to determine the extent of this potential problem.
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Section 5.2.6 highlights the existence of leases which prevent VAT being charged 

on rent. This may be particularly significant because contracting out of charging 

VAT on rents removes the opportunity to recover input tax thus frustrating waiver 

of exemption as a method of mitigating the impact of EC judgement (case 416/85) 

on the English commercial property market. Further research over time is required 

to establish whether the number of these leases is increasing and whether this is a 

potential problem which the Government should be made aware of.

The results of this research suggest that the impact o f self supply charges may be 

limited. But, section 6.7.0 suggests that it may take some time for this tax to 

impact fully on the English commercial property market. This charge may have a 

significant impact on the development of new premises. Further research is 

required to establish whether the incidence of self supply charges is increasing and 

affecting the development of new premises.

This section has considered those further research issues which have been identified 

as part of this research. It has highlighted a number of areas of particular concern 

and suggested that in some instances reference to Government may be required post 

research to remedy inequitable legislation.
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APPENDIX 1 

AN ECONOMIC OVERVIEW OF THE UK COMMERCIAL PROPERTY
MARKET 1987-1992

This research must be considered in the context of the general economic background 
persisting at the time and its impact on the commercial property market. This 
appendix provides a resume of the major economic and political changes that 
occurred during the research period and their impact on the commercial property 
market.

THE BOOM YEARS 1987-1989

Rupert Nabarro writing in the Estates Times Supplement on the office market in 
September 1990 (1) commented that;

“The period 1987-1989 witnessed the most concentrated and inflated boom 
that property has ever seen since the w ar.” and concluded,

“So the party is over and the young and glamorous are lying on the floor
after their orgy of selfgratification. A rather more sober market may take 
some time to emerge. ”

With the benefit of hindsight this has proved to be an accurate summary of the 
commercial property market in the late 1980’s and early 1990’s.

The first changes resulting from the EC judgement (case 416/85) came into effect 
on 1 April 1989 at the end of a decade of euphoria in the commercial property
market associated with a period of unparalled rental growth experienced in all
sectors of the market.

The office, sector peaked in the year to November 1987 at 33.1% per annum rental 
growth. During the 1980’s there had been unprecedented growth in banking, 
insurance and finance with employment in these sectors growing by more than 50%, 
increasing the demand for office space. This was accompanied by the increased 
availability of credit from banks. Land was more readily available following the 
release of large areas of redundant land by the Government (London Docklands) 
and planning permission became relatively easy to obtain.

Between 1983 and 1988 consumer spending adjusted for inflation rose by an 
average of 5% per annum - in part fuelled by the house price explosion, 
deregulation and tax cuts, that led to consumers being encouraged to turn part of 
their equity in houses into spending. Companies assumed these rates were normal 
and were prepared to borrow substantial sums as interest rates declined.

Rental growth for industrial space rose in 1988 and 1989 with the biggest jump in 
the Midlands and North. Interest from developers had been revived. They could 
now make schemes financially viable. A ripple effect in industrial development



took place outwards from the South-East due to improved roads and cheaper land 
prices. Investors were attracted to industrials as the prospects for short-term growth 
improved in this sector of the market.

Industrial and rental growth was fuelled by service and distribution companies. 
Strong competition from developers to develop out-of-town industrial sites caused a 
shortage of standard sheds.

Shop rents across the UK rose on average by 19% during 1987/88. However, 
indicators showed that retail rental growth was slowing by December 1989 
reflecting increasing uncertainty regarding the retail market. Falling gross domestic 
product, growth and rising inflation combined with high interest rates lie behind the 
transformation of the retail market during 1989. The rise in disposable income had 
slowed resulting in falls in consumer expenditure.

The harsher trading environment coupled with spiralling costs (occupancy rates and 
wages) curtailed expansion plans and the demand for space. During the boom 
increased turnover and retail profitability were largely achieved by ambitious 
expansion programmes aimed at country-wide representation. Increased demand for 
retail space was coupled with a shortage of supply. The retail market during 1989 
underwent a rapid transformation from a persistent period of boom to a situation 
characterised by moderate rises in expenditure and retail sales as well as profitability 
- factors which traditionally underpin the prospects for rental growth.

In 1989 funds moved out of retail given a record amount of available space as the 
prospects for short term rental growth receded. Concerns were expressed as to the 
possibility of survival for niche retailers who expanded rapidly during the boom 
such as Tie Rack and Sock Shop. Investment in food retailing was more stable.

Changing demographic trends into the next decade were also being assessed. There 
had been a fall in the 15-19 year old population in England and Wales from 3.7 
million in 1988 to 3.2 million in 1996 and the composition of spending was set to 
change dramatically.

By the end of the decade the government had been forced to raise interest rates to 
penal levels and maintain them in an attempt to curb inflation. John Major replaced 
Nigel Lawson as Chancellor of the Exchequer and the Treasury forecast for 1990 
was pessimistic.

THE DOWNTURN - 1990

In January 1990 the Investors Chronicle (2) reported shop yields were continuing to 
rise, office yields starting to rise and industrials were generally unchanged. By 
September 1990 the rate of rental growth had slowed dramatically to 6.4% 
(annualised) for the six months April-September 1990. The impact on returns and 
values was dramatic.



The first falls in office rents in the City of London since 1976 were experienced. 
The continuing office construction boom, predicted to continue to 1992, the fall in 
demand for space following the stock market crash of 1987 and the ensuing rise in 
floorspace availability were all factors contributing to the downward pressure on 
rental growth.

Tenants and investors alike were holding off taking space in the hope of agreeing 
more favourable terms. Many sectors of the UK economy were beginning to reflect 
a downturn in business. Companies also began to appraise the likely impact of 
joining the Exchange Rate Mechanism (ERM) and the moves towards monetary 
union. With the general election due shortly the Government’s economic policy 
would be based on its wish to win. Premiums had begun to drop rapidly and rent- 
free periods were being offered as rental incentives.

As 1990 progressed the scene on high streets and retail parks became increasingly 
pessimistic as a result of constrained consumer spending. The Uniform Business 
Rate came into effect on 1 April 1990, increasing retailer’s costs, reducing profits 
by an estimated 5-6%. All of this led to a “rapid slow down in the retail property 
market” as reported by W. Gilmour (3).

Healey and Baker’s comments in the Estates Times Supplement for February 1991
(4) indicated prime yields for mixed business space were 8.5% reflecting location 
and strength of covenant rather than perceived rental growth. Healey and Baker’s 
March 1991 Quarterly Investment Report (5) put these yields at only 7.75% . Jane 
Roberts writing in the Estates Times Supplement of April 1990 (6) indicated that 
funds were still buying industrials but were being extremely selective wanting good 
modern buildings in the best locations.

Agents reported a fall in the number of sales and lettings in the last third of 1990 
with terms struck being considerably less favourable to the seller. Viewings were 
falling away and conversions of sales were almost impossible. Interest rates at the 
beginning of 1990 were high and sites bought and built out for a yield of 7.5% were 
attractive when borrowing was around 10% but the situation became unsustainable 
when borrowing was at 16% or 17%.

However, the provinces continued to register strong rental growth peaking in the 
Midland and Northern regions in the year to November 1989 as the effects of the 
boom rippling out from London and the South-East continued. Deregulation of the 
financial sector, privatisation of the nationalised industries and a steady proliferation 
of mergers and takeovers were factors identified as maintaining a healthy demand 
for office space throughout the country. A number of major companies were still 
rationalising their operations and devolving their business away from London, e.g. 
Lloyds move to Bristol and Barclays take-up of a large amount of space in 
Coventry. Localised areas of shortage continued to see rental growth.

Some areas of the market were still active in 1990, such as the business park 
market. Major multi-nationals who were only partly affected by the recession were 
able to take a longer-term view than smaller local companies. Disposals of second­



hand warehouses and industrial buildings were also taking place where these could 
be acquired at prices considerably below those of new buildings. Some 
commentators even predicted a mini-boom in 1991 due to a slow down in 
construction, pre-completion of speculative build and the take-up of existing stock. 
But with the benefit o f hindsight the reality was that capital values slipped sharply 
during 1990, corporate failures shocked the market and institutions had effectively 
withdrawn as buyers.

THE BOTTOM OF THE TROUGH - 1991

J Organ commenting in the Estates Times Industrial Supplement of February 1991 
(7) indicated that;

“We are at the bottom of the economic trough and market sentiment is
weak but commercial property is like an oil tanker. It can take two miles
to stop so that oversupply is bound to occur” .

On 28 November, Margaret Thatcher resigned as Prime Minister and was replaced 
by John Major. The Budget was a neutral affair. Inflation was running at around 
10% at the time of the Governments autumn statement when it declared its 
continued aim to conquer it. The decision was taken for sterling to join the ERM 
accompanied by a 1 % cut in base rates to 14%.

January and February 1991 remained inordinately depressed with interest rates at 
very high levels despite increased evidence of recession. Iraq invaded Kuwait at the 
beginning of August. The Gulf war produced headlines predicting economic 
catastrophe. Activity in property investment was minimal.

The atmosphere changed in mid-March as gloom laden predictions were unfounded 
and interest rates began to fall. Deals were progressed and institutions began to 
show renewed interest. During the summer interest rates continued to fall and 
competition for good stock developed. Provincial property yields began to harden.

However by the autumn firm evidence of economic recovery had failed to emerge, 
the Stock Market had slipped and the Chancellor of the Exchequer had little scope 
for further interest rate reductions due to the ERM. Political uncertainty also had 
its effect with the possibility of a Labour victory in the forthcoming general 
election.

The situation had worsened perceptibly by September 1991, Jane Roberts in a 
review of confidence in property in the Estates Times (8) indicated that “business 
confidence is declining sharply” . This review also indicated that employment was 
expected to fall dramatically with the loss of 43,000 jobs. Many more firms 
expected to vacate space due to a contraction of business. The report also suggested 
that a commitment to investing in new space would lag any general rise in business 
confidence. The boom conditions in the late 1980’s resulted in many inappropriate 
industrial facilities being built to justify land values. The small freehold business



space market was hardest hit by interest rate rises and low general economic 
confidence.

The Jones Lang Wootton Index for Spring 1992 (9) showed annual rental growth for 
offices in the period March 1991 - March 1992 of minus 19.7% making offices the 
least favourable of all sectors. Office yields continued to rise standing at a record 
high of 9.3%. The impact on returns and values was again severe. Office capital 
values decreased by 24% and the total return was minus 17.5% in the year to May 
1991 - the worst figure recorded since data collection began. Office floorspace 
availability levels had been rising rapidly in central London standing at 13.3% of 
total stock compared to 3.3% in 1987. However, the northern regions were still 
recording positive rental growth in the office sector.

The retail sector continued to be affected by the UBR, the Government’s spending 
squeeze in the form of higher interest rates, the Poll Tax and increased VAT. 
Agents were bullish but hopes of an early recovery seemed slim. With the volume 
of sales down retailers were desperate to keep costs under control. Rents, wage 
costs and rates were all rising at the point in the cycle when they should have been 
falling. The expansion programmes of the 1980’s were beginning to cause 
problems. Richard Ellis (10) were reporting virtually no growth in rental values 
and Hillier Parker (11) gave strong evidence that a number of shopping centre 
schemes were being mothballed. Any real improvement would depend on a boost 
in demand and more favourable costs structures.

Demand remained generally low with the exception of one or two niche schemes. 
The supply of stock increased dramatically as a result of company failures, 
reorganisations and a reluctance to conclude deals. In 1991 there were hard and 
substantial falls in industrial freehold and leasehold values. In most areas rent free 
periods and incentives were increasingly offered by desperate landlords and 
developers. Most major schemes were for food retailers such as Tesco. 
Infrastructure projects such as the A l/M l link and the Channel Tunnel caused some 
localised market activity as account of these improvements was taken.

Since the early 1980’s the insured funds have decreased their assets in direct 
property from 20% to 10-15% and pension funds from 15% to 5-10%, triggered by 
the outstanding performance of the UK and overseas equity markets and the focus 
on short-term performance. Economic recession, high interest rates, the Gulf war 
and an oversupply of offices contributed to this fall. Total institutional investment 
in property in 1991 was running at an estimated £1 billion per annum about half the 
sum invested in the early 1980’s.

Funds were showing a more positive stance to property as reported in the Estates 
Times Review of September 1991 (12) as a result of falling interest rates, the 
prospects for reduced inflation and the potential for real growth in property. 
However, their interest was more selective in an attempt to spread risk, located in 
provincial centres such as Bristol, Manchester and Leeds in good quality buildings.



THE ECONOMIC RECESSION -1992

In 1992 the commercial property market was characterised by oversupply 
particularly in the south-east coupled with economic recession with reduced letting 
activity and itself added to the level of vacant space. The impact on rental growth 
led to significant changes in letting terms such as shorter leases and break clauses.

The retail sector was expected to be the first to benefit from any upturn with the 
return of consumer confidence being translated into sales. Mark Morgan in an 
article in the Chartered Surveyor Weekly (13), suggested that the Conservative 
election victory had reduced uncertainty and investor interest was returning, to 
shopping centres at least. Evidence was limited but prime shopping centre yields 
stood at 8-8.5% comparing favourably with average equity yields.

Olympia and York’s flagship development, Canary Wharf, was put into liquidation 
in May 1992 and the Mountleigh Group went into receivership. Banks continued 
their withdrawal from funding commercial property in an attempt to reduce their 
exposure to this market.

The industrial market continued to mark time as a result of the Government’s 
economic policy. Property values continued to fall and there remained a stubbornly 
high level of vacant space. Nevertheless this gloomy overview disguised significant 
variations in performance both geographically and by building type. A closer 
examination of the fall in industrial rental values during 1992 shows a higher rate of 
decline in London and the South-East with the South, Midlands and Northern 
regions remaining fairly stable. Similarly the amount of new stock continued to 
decline whilst there was a rise in the amount of previously used floorspace.

European changes in the form of the Single Market and the Channel Tunnel had 
some localised impact. The regional centres could be significantly enhanced by the 
improved accessibility of the UK which the Tunnel would bring. However, 
comment was premature as uncertainties regarding the completion of the project 
continued.

The Chancellor of the Exchequer introduced a budget ‘for jobs’, raising industrial 
plant and machinery allowances. In September the UK dropped out of the ERM 
and by November base rates were down to 7 %.

This period is then essentially one of a commercial property market post boom, 
characterised by oversupply, rising yields, falling rents and values. The downturn 
began in the retail sector at the end of the last decade and spread rapidly to offices 
with industrials affected to a lesser extent. Not all types of property or indeed all 
parts of the country were affected to the same extent and generalisations are 
difficult.

The period ends with commentators still sceptical that economic recovery was 
imminent, a precondition to any improvement in market conditions. On the basis



that the economy would start to grow in 1993 commentators indicated that letting 
activity would also start to lift as a result of parallel growth in business confidence.
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'  "Refund of tax to  ^ ;2 1 : r - - ( l )  ‘Subject to  subsection  (2) below , w here ta x  is 
persons : chargeab le  o n  th e  supply  o f goods to , o r  th e .im p o rta tio n  o f
constructing ^  g oods by, a person  construc ting  a  bu ild ing  lawfully and
ce_rtaiE!^uild“ ? - :-o therw ise  t h a n in  the course o r  fu rth e ran ce  o f  any. business,

5  ^ ^ ^ ' a n d - -  :^LC r.ir.7 : i fT '• - v b r
- r  >: . y ^ (a )y itfa^g o o d s 'a re  incorporated . m  A e b u U t^ g  o r  its’site; -

- ^ ^ ) \ & e O T ^ l y * o f t h e g < k ^ ^ ^ d l » v e  been  zero -ra ted  by  ~  
'  *\ i " 7  -7 f  v irtue  o f  item  3 o f G ro u p  8  of.Schedule 5 to  th is A ct if

1 0  ' ; ’ they, h a d  been  supp lied  b y  a  su p p lie r  m aking  to  the
•• - >o ^ 5^  sam ef person  supplies w ith iiritem  2  o f  th a t' G ro u p  o f

7 < v ;  t i t t “7r,i-' t  ' services- m cludm g th e ir  use?o r  instaUatiori, an d  any 
requ ired  certificate h a d  b een  given, -  - 1 - -  -- -

th e  C om m issioners shall, o n  a  claim  m ad e  in  th a t  behalf, refund  
15 : to  th e  perso n  th e  am o u n t o f  the  ta x  so  chargeable. .

..A c-ixd- : (2) -T he.C om m issioners sh a ll.n o t.b e  requ ired  to  en terta in  a
... c laim  fo r  a re fu n d  o f  tax  u n d er th is section  unless the  c la im —

(a) , is m ade w ith in  such tim e an d  in  such  fo rm  an d  m anner,

' . ' . ( b )  con tain s such in fo rm ation , an d

2 0  (c) is  accom panied  by  such docum ents, w hether by  w ay o f
evidence o r  otherw ise,

as th e  C om m issioners m ay by  regu la tions prescribe.”

6 .—(1) T h e  fo llow ing  section  shall be inserted  in  th e  V alue A d d ed  T ax  A ct 
1983 afte r section  3 5 —

25 “Buildings and 35A . Schedule 6 A  to  th is A ct shall have effect w ith respect to
land. bu ild ings and  la n d .”

(2) T h e  fo llow ing Schedule shall be inserted  in  th e  V alue A dded  T ax  A ct 1983 
afte r Schedule 6 —

“S c h e d u le  6 A 

30 B u ild in g s  an d  L and

Residential and charitable buildings: change o f use etc.

1 .—(1) In  th is  p a ra g ra p h  “ relevant zero -ra ted  supp ly” m eans a g ran t o r 
o th e r  supp ly  ta k in g  place o n  o r  after 1st A pril 1989 w h ich —

(a) re la tes  to  a bu ild ing  in tended  fo r  use solely fo r a  relevant 
3 5  residen tia l pu rpose o r  a relevant charitab le  pu rpose o r  p a rt o f

such  a-building; and
(b) is ze ro -ra ted , in  w hole o r  in  p art, b y  v irtue  o f G ro u p  8  o f  Schedule 

5 to  th is  A ct.

(2) S u b -p a rag rap h  (3) below  applies w here—

40 (a) one o r  m ore  relevant zero -ra ted  supplies rela ting  to  a build ing (or
p a r t o f  a  build ing) have been m ade to  any  person;

(b) w ith in  the  period  o f ten  years beginning w ith  the  day  on  w hich the 
bu ild ing  is com pleted, the person  g ran ts an  in terest in, righ t over 
o r  licence to  occupy the  bu ild ing  o r  any  p a r t o f it (o r the building

4 5  o r  an y  p a r t  o f it including, consisting  o f  o r fo rm ing  p a r t o f the
p a r t to  w hich the relevant zero -ra ted  supply  o r supplies related); 
and

(c) a fte r th e  g ran t the  w hole o r  any  p a r t o f  the build ing, o r  o f the p a rt
to  w hich the g ran t relates, (o r the w hole o f the build ing o r  o f the 

50 p a r t to  w hich the  g ran t relates, o r  any  p a rt o f it including,
consisting  o f o r  form ing  p a rt o f the  p a r t to  w hich the relevant

Sch.3

1983 c. 55

1983 c.‘55
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Sch. 3 zero -ra ted  supply  o r supplies related) is n o t in tended  fo r use 
solely fo r  a relevant residen tia l pu rpose o r  a  relevan t charitab le 
purpose.

(3) W here  this sub -p arag rap h  applies, to  the  ex ten t th a t the  g ran t relates 
to  so m uch  o f the bu ild ing  a s— 5

(a) by  reason  o f its in tended  use gave rise to  the relevant zero-rated  
supply o r  supplies; and

(b) is n o t in tended  fo r use solely fo r a re levan t residential pu rpose or 
a  relevant charitab le  p u rpose  afte r the g ran t,

it  shall be  taken  to  be a taxab le  supply  in  the course o r  fu rtherance of a 10 
business w hich is n o t ze ro -ra ted  by v irtue  o f G ro u p  8 o f Schedule 5 to  this 
A c t (if i t  w o u ld  n o t otherw ise be such a supply).

• (4) S u b -p a rag rap h  (5) below  applies w here—

(a) one o r  m ore  relevan t ze ro -ra ted  supplies rela ting  to  a bu ild ing  (or 
p a r t  o f  a  build ing) have been  m ade to  any person; an d  15

(b) w ith in  the period  o f  ten  years beginning w ith  the day  o n  w hich the 
bu ild ing  is com pleted , the person  uses th e  bu ild ing  o r  any p a r t o f 
it (o r the bu ild ing  o r any p a r t o f  it includ ing , consisting o f or 
form ing  p a r t o f the p a r t  to  w hich the re levan t ze ro -ra ted  supply
o r supplies related) fo r  a  pu rpose w hich is neither a relevant 20
residentia l pu rpose n o r a relevant charitab le  purpose.

(5) W here th is su b -p arag rap h  applies, his in te rest in, righ t over o r 
licence to  occupy so m uch  o f  th e  bu ild ing  a s —

(a) by  reason  o f its in tended  use gave rise to  the  relevant zero-rated
supply  o r  supplies; an d  25

(b) is used  otherw ise th a n  fo r a relevant residentia l purpose o r a 
relevan t charitab le  purpose,

shall be trea ted  fo r the  purposes o f this A ct as supplied  to  h im  fo r the 
p u rp o se  o f  a business carried  on  by h im  and  supplied  by h im  in the course 
o r  fu rth e ran ce  o f the business w hen  he first uses it fo r a pu rpose which is 30 
n e ither a re levan t residential purpose n o r  a relevant charitab le  purpose.

(6) W here su b -p arag rap h  (5) above app lies—

(a) th e  supply  shall be ta k en  to  be a taxab le supply  w hich is n o t zero- 
ra te d  by v irtue  o f  G ro u p  8 o f Schedule 5 to  this A ct (if it w ould 

_ •» *. - n o t otherw ise be such a supply); an d  - 35

’ - •< 1 (b) th e  value o f th e r supp ly  shall be such th a t the am o u n t o f tax
chargeable on  it is equal to  the am o u n t o f th e  tax  w hich w ould 

• j  • .y.-'' ■; ; v  have been chargeable o n  the  relevan t ze ro -ra ted  supply  (or, w here 
there  w as m ore th a n  one such supply , th e  aggregate am oun t 
w hich w ould  have been  chargeable on  them ) h a d  so  m uch o f the 40
build ing  as is m en tioned  in  su b -p arag rap h  (5) above n o t been 

, , ~ .in ten d ed  fo r u se ’solely fo r a relevant residentia l p u rpose  o r  a
‘ ’re levan t charitab le pu rpose.. .. .. -

A *. .. ~ Election to waive exemption '

f '7 j  '  ‘2 .—(1) Subject to  su b -p arag rap h  (2) below , w here an  election has been 45
’*„■ m a d e  u n d er th is  p arag rap h  in  re la tion  to  any  build ing  o r  land , if and  to  the

ex ten t th a t any  g ran t m ade in  re la tio n  to  it a t a tim e w hen the election has 
: ' effect by  the  person  w ho m ade the election, o r  w here th a t p erson  is a body
. - co rp o ra te  by  th a t person  o r a re levan t associate, w ou ld  (ap a rt from  this

su b -p arag rap h ) fall w ith in  G ro u p  1 o f Schedule 6 to  th is A ct, the g ran t shall 50
n o t fall w ith in  th a t G ro u p ..
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(2) S u b -p a rag rap h  (1) above shall n o t apply  in  re la tion  to  a g ra n t if  the 
g ra n t is m ade in re la tio n  t o —

(a) a  bu ild ing  o r  p a r t  o f  a bu ild ing  in tended  for use as a dw elling o r 
Ln u m b er o f dwellings o r  solely fo r a relevant residen tia l pu rpose;

“(b) a  bu ild ing  o r  p a r t  o f  a  bu ild ing  in tended  fo r use solely fo r  a 
re levan t charitab le  p u rpose , o th e r  th a n  as an  o f f ic e .   : ‘ ■

(3) S ubject to  the fo llow ing prov isions o f  this p a rag rap h , no  in p u t tax  
on  any  supp ly  o r  im p o rta tio n  w hich, a p a r t fro m  th is su b -parag raph , w ou ld  
be allow able by  v irtue  o f th e  o p era tio n  o f  th is p a ra g ra p h  shall be allow ed if 
th e  su p p ly  o r  im p o rta tio n  to o k  place before the first day fo r w hich the 
e lec tion  in  question  has effect.

(4) S ubject to  su b -p arag rap h  (5) below , sub -p arag rap h  (3) above shall 
n o t app ly  w here the  person  by  w hom  the election w as m a d e—;

(a) h a s  n o t, before th e  first day  fo r  w hich the election has effect, m ade
in  re la tion  to  the  la n d  o r  bu ild ing  to  w hich the election rela tes any  
g ra n t falling w ith in  G ro u p  1 o f  Schedule 6 to  th is A ct; o r

(b) h as  before th a t d ay  m ade in re la tio n  to  th a t lan d  o r  bu ild ing  a 
g ran t o r  g ran ts so  falling b u t the  g ran t, o r all the g ra n ts ,—

(i) were m ade in  the  period  beginning w ith 1st A pril 1989 
and  ending w ith  31st Ju ly  1989; and

(ii) w ould  have been taxable supplies b u t fo r the  
am endm ents m ade by Schedule 3 to  the  F inance A ct 1989.

(5) S u b -p a rag rap h  (4) above does n o t m ake allow able any inpu t tax  o n  
supplies o r  im porta tions ta k in g  place before 1st A ugust 1989 un less—

(a) it is a ttr ib u tab le  by  o r un d er regulations to  g ran ts  m ade by  the
p erson  on  o r afte r 1st A pril 1989 w hich w ould  have been taxab le  
supplies b u t fo r the  am endm ents m ade by  Schedule 3 to  the 
F inance A ct 1989; and

(b) the election has effect from  1st A ugust 1989.

(6) S u b -p arag rap h  (3) above shall n o t apply in  re la tion  to  inpu t tax  o n  
g ran ts  o r  o th e r  supplies w hich are m ade in  the period  beginning w ith  1st 
A p ril 1989 and  ending w ith  31st Ju ly  1989 if—

(a) they  w ould  have been  ze ro -ra ted  by v irtue o f item  1 o r 2 o f G ro u p
8 o f Schedule 5 to  th is  A ct o r exem pt by v irtue  o f item  1 o f G ro u p  
1 o f Schedule 6 to  this A ct b u t fo r the am endm ents m ade by  
Schedule 3 to  th e  F in an ce  A ct 1989; an d

(b) th e  election has effect from  1st A ugust 1989.

3 .—(1) A n election un d er p a ra g ra p h  2 above shall have effect—

(a) fro m  the beginning o f the  day  on  w hich the  election is m ade o r o f
any la ter day  specified in  the  election; o r

(b) w here the election is m ade before 1st N ovem ber 1989, from  the 
beginning o f 1st A u g u st 1989 o r  o f any  la te r day  so specified.

(2) A n  election un d er p a ra g ra p h  2 above m ay be m ade in  re la tion  t o —

(a) any  bu ild ing  (o r p lan n ed  building) specified, o r o f a descrip tion  
specified, in  the election, o th e r th a n  one o n  agricu ltu ral land;

(b) all agricu ltural la n d  (including the bu ild ings o n  such land) in  
w hich the person  m ak ing  the  election has (o r after the election 
ob ta ins) an  in terest, over w hich he has (or ob ta ins) a righ t o r  
w hich he has (o r ob ta in s) a licence to  occupy; o r
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Sch . 3 (c) any  land  (no t being land  on which a bu ild ing  has been o r  is being 
construc ted  or ag ricu ltu ral land) specified, o r o f a descrip tion  
specified, in  the election;

and  fo r the pu rposes of p a ra g ra p h  (a) o f th is su b -p arag rap h  bu ild ings 
linked in ternally  o r by a covered w alkw ay, and  parades, p recincts an d  5 
com plexes divided in to  separate  un its , shall be tak en  to  be a single bu ild ing  
(if they o therw ise w ould  n o t be).

(3) A n  election  under pa rag rap h  2 above shall be irrevocable and , except 
w here it is an  election o f a descrip tion  specified in a notice pub lished  by  the 
C om m issioners, no tification  of the  election shall be given to  th e  10 
C om m issioners toge ther w ith such in fo rm atio n  as the  C om m issioners m ay 
require.

•
(4) E xcept w here the C om m issioners o therw ise allow , a no tification  

requ ired  u n d e r su b -parag raph  (3) above shall be  given n o t la te r th a n  the
end o f the  period  o f th irty  days beginning w ith  the  day  o n  which the  election 15
is m ade.

(5) In  p a ra g ra p h  2 above “ relevant associa te” , in  rela tion  to  a  body  
co rpo ra te  by  w hich an  election under th a t p a ra g ra p h  has been m ade in 
re la tion  to  any bu ild ing  o r  land , m eans a b ody  co rp o ra te  w hich  u n d er 
section  29 o f th is A c t— 20

(a) w as trea ted  as a m em ber o f the sam e g roup  as the b ody  co rp o ra te
by w hich th e  election w as m ade a t the  tim e w hen the election first 
h ad  effect;

(b) has been so trea ted  a t any la ter tim e w hen the  body  co rp o ra te  by
w hich the  election was m ade h ad  an  in te rest in, righ t over o r  25 
licence to  occupy th e  bu ild ing  o r  land  (o r any p art o f it); o r

(c) has been  trea ted  as a m em ber o f the sam e g roup  as a body
co rp o ra te  w ith in  p a ra g ra p h  (a) o r (b) above o r  this p a ra g ra p h  a t 
a tim e w hen th a t body  co rpo ra te  h a d  an  in te rest in , righ t over o r 
licence to  occupy the bu ild ing  o r  land  (o r any  p art o f it). 30

4 .—(1) T h is pa rag rap h  has effect w here re n t is payable in considera tion  
of the g ran t o f an  in terest in, rig h t over, o r licence to  occupy any  bu ild ing  
o r land  to  w hich an  election under p a ra g ra p h  2 above relates (o r any p a r t 
o f any  such bu ild ing  o r  land).

(2) I f -  35

(a) th e  ren t rela tes to  a period  beg inn ing  before and  ending on  o r afte r 
■ - the first day for w hich the election h as  effect; and

(b) the g ran t fo r w hich the  ren t is co n sid era tio n  w ould , a p a r t fro m  
th is su b -parag raph , take place befo re  th a t  day, •'

the g ran t sha ll be trea ted  as tak in g  place on  th a t day  to  the ex ten t th a t it is 40
m ade for ren t rela ting  to  the p a r t o f the  period  falling  on  o r afte r th a t day.

(3) I f -  ~  I ' ; ' ;  '

•* (a) the ren t rela tes to  a period  beg inn ing  oh  o r  afte r the  first day  fo r 
w hich the  election has effect; a n d . . ■

(b) the g ran t fo r w hich the  ren t is considera tion  w ould , a p a rt fro m  45
' ~ ' ‘ th is su b -parag raph , take place before th a t  day,

the g ran t shall be trea ted  as tak ing  place on  the first day  o f th e  period  to  
w hich th e  re n t relates. ; - - - - - -

(4) I f - ..................

(a) the ren t relates to  a p eriod  beg inn ing  before the first day  for w hich 50
. . . .  _ ___ the election  has effect; a n d  — . - -  -
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(b) th e  g ra n t fo r  w hich th e  rem  is consideration  takes place on o r a f te r . 
' t h a t  d ay ,- .

tax  shall n o t b e  chargeab le o n  the g ran t by  v irtue o f p a ra g ra p h  2 above to  
the ex ten t th a t  i t  is m ade fo r  re n t rela ting  to  any  tim e before th a t day.

• (5) W here th e  r e n t is payable by  a p erson  in  re la tio n  to  a period w hen he 
is in  o ccu p a tio n  o f  a bu ild ing  com pleted  before 1st A ugust 1989 (o r p a rt o f 
such a  bu ild ing) o r  la n d  o f w hich he w as in  occu p atio n  im m ediately before 
th a t da te , any  ta x  w hich w ould  be chargeable by  v irtue  o f parag raph  2 
above o n  th e  g ra n t fo r  w hich th e  ren t is co n s id era tio n —

(a) except in  the  case o f  a  charity ; shall be  chargeable as if the
co n s id era tio n  were reduced  b y  50 p er cent, if  an d  to  the extent 

.... th a t th e  ren t relates to  o r  to  any  p a r t o f  the y ear beginning on  1st 
. A u g u st 1989 and  ending  o n  31st Ju ly  1990; an d  \  '

(b) in  th e  case o f  a  ch a rity —  - . . . . . .
(i) shall be chargeable as if the  co n sid era tio n  were reduced 

b y  80 p e r  cent, if  an d  to  the  extent th a t  th e  ren t relates to  o r to  
an y  p a r t  o f the year beginn ing  on  1st A ugust 1989 and  ending 
o n  31st Ju ly  1990;

(ii) sha ll be chargeable as if the  con sid era tio n  were reduced 
b y  60 p e r  cent, if  an d  to  the extent th a t th e  ren t relates to  o r to  
any  p a r t  o f the year beginn ing  on  1st A ugust 1990 and  ending 
on  31st Ju ly  1991;

(iii) shall be chargeable as if the  considera tion  were reduced 
by  40 p er cent, if  an d  to  the extent th a t the ren t relates to  o r to  
any  p a r t o f the year beginning on  1st A ugust 1991 and ending 
on  31st Ju ly  1992; and

(iv) shall be chargeable as if the considera tion  were reduced 
by  20 p er cent, if  and  to  the extent th a t the  ren t relates to  o r to  
any  p a r t o f  the year beginning on  1st A ugust 1992 and  ending 
o n  31st Ju ly  1993.

Developers of certain non-residential buildings etc.

5 .—(1) P a ra g ra p h  6 below  shall apply  on  the  first occasion during  the 
period  o f ten  years beginning w ith the com pletion  o f  a building or w ork  
w ith in  su b -p a rag rap h  (2) below  on  w hich a p e rso n  w ho is a developer in  
re la tio n  to  the bu ild ing  o r w o rk —

(a) g ran ts  an  in terest in , righ t over o r licence to  occupy the build ing o r
w o rk  (o r any p a r t o f it) w hich is an  exem pt supply; o r

(b) is in  o ccu p a tio n  o f the building, o r uses th e  w ork , (or any p art o f it)
w hen  n o t a fully taxable person (or, if a person  trea ted  under 
section  29 o f this A ct as a m em ber o f a group, when the 
rep resen ta tive  m em ber is n o t a fully taxab le  person).

(2) Subject to  su b -p arag rap h  (3) below , the bu ild ings and  w orks w ith in  
th is su b -p a rag rap h  a re —

(a) any b u ild ing  neither designed as a dw elling o r  num ber o f dwellings
n o r  in ten d ed  fo r use solely fo r a relevan t residen tia l purpose o r a 
re levan t charitab le  purpose; and

(b) any  civil engineering w ork , o th e r th a n  a w o rk  necessary for the
d evelopm ent o f a perm anen t p a rk  fo r  residen tia l caravans.

(3) A  b u ild ing  o r  w ork  is n o t w ith in  su b -p arag rap h  (2) above if—

(a) co n s tru c tio n  o f it w as com m enced before 1st A ugust 1989; o r
(b) a g ran t o f  the fee sim ple in  it which falls w ith in  p arag rap h  (a) (ii) o r

(iv) o f  item  1 o f G ro u p  1 o f  Schedule 6 to  th is A ct has been m ade 
before the  occasion concerned.
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(4) F o r  the  purposes o f this p a ra g ra p h  a taxab le  perso n  is, in re la tion  to  
an y  bu ild ing  o r  w ork , a fully taxable person  th ro u g h o u t a p rescribed  
acco u n tin g  period  if—

(a) a t the end o f th a t period  he is entitled  to  cred it fo r inpu t tax  on  all
supplies to , and  im p o rta tio n s by, h im  in  th e  period  (ap a rt fro m  5 
any on  w hich inpu t tax  is excluded fro m  cred it by  virtue of section  
14(10) o f th is A ct); o r

(b) all the  supplies m ade by  h im  du ring  th a t p eriod  in the course o r
fu rtherance  o f the  business o r businesses any p a rt o f w hich is 
carried  on  by  him  during  th a t period  a t th e  bu ild ing  o r w ork  are 10 
supplies w ith in  section 15(2) o f this A ct.

(5) Subject to  su b -p arag rap h  (6) below , in  th is p a ra g ra p h  an d  
p a ra g ra p h s  6 and  7 below  “ developer” , in re la tio n  to  a bu ild ing  o r  w o rk , 
m ean s any  person  w ho  — .

(a) construc ted  it; _ 15 i

(b) o rdered  it to  be  constructed ; o r

(c) financed its construc tion ,

w ith  a view to  g ran ting  an  in terest in, righ t over o r licence to  occupy it (or 
any  p a r t o f it) o r to  occupying o r  using it (or any  p a r t  o f it) for his ow n 
p u rposes. 20

(6) W h e re—

(a) a body  co rp o ra te  trea ted  under section 29 o f th is  A ct as a m em ber
o f a g roup  is a developer in  re la tio n  to  a bu ild ing  o r  w ork; and

(b) it  g ran ts an  in terest in, righ t over o r  licence to  occupy  the bu ild ing
or w ork  (or any p a r t o f it) to  an o th e r  b o d y  co rpo ra te  w hich is 25
trea ted  un d er th a t section as a m em ber o f the  group ,

th e n , fo r the  purposes o f this p a ra g ra p h  and  p a ra g ra p h s  6 and  7 below , as 
f ro m  th e  tim e o f the g ran t any  body  co rp o ra te  such as is m en tioned  in  sub- 
p a ra g ra p h  (7) below  shall be trea ted  as also  being  a developer in re la tio n  to  
th e  bu ild ing  o r  w ork. 30

(7) T he bodies co rp o ra te  referred  to  in  su b -p a rag rap h  (6) above are any 
w hich  u n d e r section 29 o f this A c t—

(a) w as trea ted  as a m em ber o f the  sam e g ro u p  as the  b ody  co rp o ra te
m aking  the  g ran t at the tim e of the g ran t;

(b) has been so trea ted  a t any  la ter tim e w hen  th e  b ody  co rp o ra te  by  35 
. w hich the g ran t w as m ade h a d  an  in te rest in , rig h t over o r  licence 
. to  occupy the  bu ild ing  o r  lan d  (or any  p a r t  o f  it); o r

(c) h as  been  trea ted  as a m em ber o f th e  sam e g ro u p  as a  b o d y  
r y  co rp o ra te  w ith in  p a ra g ra p h  (a) o r  (b) above o r  th is  p a ra g ra p h  a t -

a tim e w hen th a t b o d y  co rp o ra te  h a d  an  in te rest in , rig h t o ver o r  40
licence to  occupy th e  bu ila in g  o r  w o rk  (p r an y  p a r t  o f it). . :

-  * 6 .— (1) W here th is p a ra g ra p h  ap p lies— . -  - •
- * —  • - (a) the  fee sim ple in the bu ild ing  o r  w o rk  concerned  shall be trea ted  fo r

the purposes of this A ct as supp lied  to  the developer fo r. th e  
purpose o f a  business carried  on  by  h im  an d  supplied  by  h im  in 45

■ ^  ‘ the course o r fu rth e ran ce  o f the  business o n  th e  last day  o f the
prescribed accoun ting  period  du rin g  w hich it applies; - ................

(b) th e  supply shall be ta k e n  to  be a taxab le  supply; and

(c) subject to  su b -p arag rap h  (2) below , the value o f the  supply  shall be 
• - -  ■ the  open  m arx e t value o f an  ac tua l supply  o f the fee sim ple on  t h e 50

day  on  w hich the  bu ild ing  o r w ork  is first ready  fo r  occupation  o r
...use. '  v .........................  ... ........... -  - - — —  - -

■A

I
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(2) W here , a p a r t from  this su b -p arag rap h , the value of the  supply w ou ld  Sc h . 3 
be less th a n  £100,000 it shall be  trea ted  as nil. -

(3) F o r  th e  purposes o f th is p a ra g ra p h  and  p ara g ra p h  7 below  a bu ild ing  
o r w o rk  sha ll be  trea ted  as ready  fo r occupation  o r  use if a t least 90 per cent. *1

5 o f it is ac tua lly  so ready. "

7 .—(1) S ub jec t to  sub -p arag rap h s (2) and  (3) below , p arag rap h s 5 an d  6 
above, sh a ll app ly  in  re la tio n  to  the  reconstruction , enlargem ent o r 
ex tension  of, o r  the p rovision  o f an  annex to , an  existing build ing w hich 

- increases th e  to ta l floor area  o f th e  build ing b y  a t least 10 per cent, as they 
10 .: apply  to  the  construc tion  o f a b u ild in g ^ .:

(2) S u b p a r a g ra p h  (1) above does n o t apply  w here the developer has held  
a n  in te rest in the  land  on  w hich the  w hole of the reconstructed , enlarged o r  -1
ex tended  bu ild ing , o r  o f the bu ild ing  w ith the annex , s tan d s th ro u g h o u t the  :!■
period  o f  ten  years ending w ith  the  day on  w hich the  reconstructed , 4
en larged  o r  ex tended  build ing, o r the building w ith  the annex , is first ready  
fo r o ccu p a tio n . ; . . ■ • ;

(3) In  th e ir  app lica tion  by v irtue  o f  sub -p arag rap h  (1) above p arag rap h s  
5 and  6 above shall have effect as if—

(a) sub ject to  p a rag rap h  (b) below , references to  the bu ild ing  w ere -4
20 references to  the reconstructed , enlarged o r ex tended build ing, o r  §

the  bu ild ing  w ith the  annex; and
(b) the  reference in p a ra g ra p h  6(l)(c) to  the open m arke t value o f an  ij

ac tua l supply of the fee sim ple on the day on  w hich the build ing is -|
first ready  fo r o ccupation  were a reference to  the difference 

25 b e tw een —
(i) the  open  m ark e t value of an  ac tua l supply  of the fee sim ple if 

of the reconstructed , enlarged o r extended building, o r o f the
build ing  w ith the annex; and

(ii) w hat w ould  have been the open  m ark e t value o f the fee |
30 sim ple of the existing building,

o n  the day on w hich the reconstructed , en larged  o r ex tended 
bu ild ing , or the build ing w ith the annex, is first ready  fo r 4
occupation .

General

35 8. T h e  N o tes to  G ro u p  8 of Schedule 5 to  this A ct and  G ro u p  1 o f
S chedule 6 to  this A ct apply  in  re la tion  to  this Schedule as they apply  in 
re la tio n  to  the ir respective G roups bu t subject to  any ap p ro p ria te  4
m od ifica tio n s._ I

9. T h e  T re asu ry  may by o rd er m ake such am endm ents o f this Schedule 
40 as are necessary  o r expedient in consequence of the m ak ing  o f an  o rd er

un d er th is  A ct varying Schedule 5 o r 6 to this A ct.”

7. In  section  42 (ad justm ent o f consideration  on changes in  tax) o f the V alue Section 35A. % 
A dded  T ax  A ct 1983—

(a) the follow ing subsection  shall be inserted after subsection  (1) —
45 “ (1A) S ubsection  (1) above shall apply in  rela tion  to  a

tenancy  or lease as it applies in re la tion  to  a co n trac t.” ; and
(b) in  subsection  (2), the w ords “ (including a change a ttr ib u tab le  to  the 

m ak ing  o f an  election un d er pa rag rap h  2 of Schedule 6A to this A c t)” 
shall be added  a t the end.

50 8. In  section  48 (in te ip re ta tion ) o f the V alue A dded T ax  A ct 1983, afte r the
defin ition  o f  “ C om m issioners” there shall be in se rted—

“ “ fee sim ple” —
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(b ) th e  ex p e c ted  to ta l value  o f g ran ts re la tin g  to  th e  re lev an t land  th a t 
w ould  be  tax ab le  if th e  e lec tion  w ere  to  h av e  effec t: and

(c) th e  to ta l am o u n t o f  in p u t tax  w hich h as b e e n  in cu rred  on o r  a f te r  
1st A u g u st 1989 o r  is likely to  be in c u rred  in re la tio n  to  the  re le v an t 
la n d ,

th a t  th e re  w ou ld  be secu red  a fa ir and  re a so n ab le  a ttr ib u tio n  o f the inpu t tax  
m e n tio n e d  in p a ra g ra p h  (c) above  to  g ran ts  in re la tio n  to  the  re lev an t lan d  
w h ich , if th e  e lec tio n  w ere  to  have effec t, w ou ld  b e  ta x a b le ." .

5. P a ra g ra p h  5 o f  S ch ed u le  6A  to  th e  V alu e  A d d e d  T ax  A ct 1983 shall be a m e n d e d  
by add ing  th e  fo llow ing  su b -p a rag rap h s  a fte r su b -p a rag rap h  ( 7 ) -

“ (8) S u b je c t to  su b -p a ra g ra p h  (10) be low , su b -p a ra g ra p h s  (1) and  (2) an d  sub - 
p a ra g ra p h s  (4) to  (7) ab o v e  shall app ly  in re la tio n  to  any  o f th e  fo llow ing  
re c o n s tru c tio n s , e n la rg e m e n ts  o r  ex te n s io n s-

(a) a re c o n s tru c tio n , en la rg e m e n t o r ex ten sio n  o f  an  ex isting  bu ild ing  w hich is 
c o m m e n c e d  on  o r  a f te r  1st Ja n u a ry  1992 a n d -

(i) w hich  is c a rrie d  o u t w holly  o r  p artly  o n  lan d  (h e re a fte r  re fe rre d  to  as 
new  bu ild ing  lan d ) ad jo in in g  th e  cu rtilage  o f  th e  ex isting  bu ild ing , o r

(ii) as a resu lt o f  w hich th e  gross ex te rn a l f lo o r a re a  o f th e  re c o n s tru c te d , 
e n la rg e d  o r  e x te n d e d  bu ild ing  (exc lud ing  any  flo o r a re a  on  n ew  
b u ild in g  lan d ) ex ceed s th e  gross ex te rn a l f lo o r  a re a  o f th e  ex isting  
b u ild in g  by n o t less th a n  20 p e r  cen t o f th e  g ross ex te rn a l floo r a re a  o f  
th e  ex isting  bu ild ing ;

(b ) a re c o n s tru c tio n  o f an  ex isting  bu ild ing  w hich is co m m en c ed  on  o r  a f te r  1st 
J a n u a ry  1992 an d  in th e  cou rse  of w hich at le as t 80 p e r  cen t o f the  a re a  o f  
th e  f lo o r s tru c tu re s  o f  th e  ex isting  bu ild ing  a re  re m o v e d ;

(c) a re c o n s tru c tio n , e n la rg em e n t o r  ex tension  o f a civil en g in ee rin g  w o rk  
w hich  is co m m en c ed  on  o r a f te r  1st J a n u a ry  1992 an d  w hich is ca rried  o u t 
w holly  o r  p a rtly  o n  land  (h e re a f te r  re fe rre d  to  as new  land ) ad jo in in g  th e  
la n d  on  o r  in w hich  th e  ex isting  w ork  is s itu a te d ,

as if re fe re n c e s  to  th e  bu ild ing  o r  w ork  w ere  re fe re n c e s  to  th e  re c o n s tru c te d , 
en la rg ed  o r  e x te n d e d  bu ild ing  o r  w ork  an d  as if re fe re n c e s  to  co n stru c tio n  w ere  
re fe ren ces  to  re c o n s tru c tio n , en la rg e m e n t o r  ex ten sio n .

(9) F o r  th e  p u rp o se s  o f  su b -p a rag rap h  (8 )(a) a b o v e , ex ten sio n s to  an  ex isting  
bu ild ing  sha ll inc lude th e  p rov ision  o f any  annex  hav ing  in te rn a l access to  th e  
existing bu ild ing .

(10) S u b -p a ra g ra p h s  (1) and  (2) an d  su b -p a rag rap h s  (4) to  (7) above shall n o t 
app ly  to  a  re c o n s tru c tio n , e n la rg em e n t o r  e x te n s io n -

(a) fa lling  w ith in  su b -p a rag rap h  (8 )(a )( i) , (ii) o r  (c) ab o v e  w here  th e  d e v e lo p e r  
h as  h e ld  an  in te re s t in a t least 75 p e r  cen t o f  all o f th e  land  on  w hich th e  
re c o n s tru c te d , en la rg ed  o r  e x ten d e d  b u ild in g  o r  w o rk  s tan d s, o r  is 
c o n s tru c te d , th ro u g h o u t th e  p e rio d  o f te n  y ears  en d in g  w ith  th e  last d ay  o f  
th e  p re sc rib ed  acco u n tin g  p erio d  du ring  w hich  th e  rec o n s tru c te d , en la rg e d  
o r  e x te n d e d  bu ild ing  o r  w ork  b ecom es su b stan tia lly  rea d y  fo r o ccu p a tio n  o r  
u se ; o r

(b ) to  th e  e x te n t th a t it falls w ith in  su b -p a rag rap h  (8 )(a )( ii)  above o r  falling  
w ith in  su b -p a ra g ra p h  (8 )(b ) a b o v e , w h ere  th e  in te re s t in , righ t o v e r  o r  
licence  to  occupy  the  bu ild ing  co n cern ed  (o r  any  p a r t o f  it)  has a lread y  b e e n  
tr e a te d  as su p p lied  to  an d  by th e  d ev e lo p e r u n d e r  p a ra g ra p h  6(1) b e lo w .” ,

6. P a ra g ra p h  6 o f  S ch ed u le  6A  to  th e  V alue  A d d e d  T ax  A c t 1983 shall be  a m e n d e d  
as fo llow s-

(a) fo r p a ra g ra p h  (a) o f  su b -p a rag rap h  (2) th e re  shall be  su b stitu te d  th e  fo llo w in g - 
“ (a )  th e  value  o f  g ran ts  re la tin g  to  the  land  on  w hich  th e  bu ild ing  o r  w o rk  is 

c o n s tru c te d , m ad e  o r  to  be  m a d e  to  th e  d e v e lo p e r , b u t excluding , in  a  
ca se  w h e re  c o n s tru c tio n  o f  th e  b u ild in g  o r  w ork  in q u e s tio n  
c o m m en c ed  b efo re  1st Ja n u a ry  1992, th e  v a lue  o f  any g ran ts  to  b e  
m a d e  fo r co n s id era tio n  in th e  fo rm  o f re n t th e  a m o u n t o f w hich c a n n o t 
be  a sce rta in e d  by th e 'd e v e lo p e r  w hen  th e  supp ly  is trea ted  as m a d e ,

3



and in any other case excluding the value of any-
(i) g ran ts  m a d e  b e fo re  th e  re le v an t d ay  to  th e  ex ten t th a t 

co n s id e ra tio n  fo r  such g ran ts  was in  th e  fo rm  o f  re n t,  an d  to  
th e  e x te n t th a t such  re n t w as p ro p e rly  a t tr ib u ta b le  to  a 
bu ild ing  w hich has b ee n  d em o lish ed ,

(ii) g ran ts  m a d e  b e fo re  th e  re le v an t day  in  re sp e c t o f a  bu ild ing  
w hich  has b e e n  re c o n s tru c te d , en la rg ed  o r  ex te n d e d  so th a t 
th e  re c o n s tru c tio n , e n la rg em e n t o r  ex ten s io n  falls w ith in  
p a ra g ra p h  5 (8 )(a )(ii)  ab o v e , an d  d o es  n o t fall also w ith in  
p a ra g ra p h  5 (8 )(b ) a b o v e , to  th e  ex ten t th a t co n s id era tio n  fo r 
such g ran ts  w as in  th e  fo rm  o f  re n t, an d  to  th e  e x ten t th a t 
such  re n t w as p ro p e rly  a ttr ib u ta b le  to  th e  bu ild ing  as it 
ex is ted  b e fo re  th e  co m m en c em en t o f  th e  rec o n s tru c tio n , 
en la rg e m e n t o r  ex ten sio n ,

(iii) g ran ts  m a d e  b e fo re  th e  re le v an t day  in  re sp e c t o f a bu ild ing  
w hich has b e e n  so  rec o n s tru c te d  th a t th e  rec o n stru c tio n  falls 
w ith in  p a ra g ra p h  5 (8 )(b ) ab o v e , to  th e  e x te n t th a t co n s id era ­
tio n  fo r  such g ran ts  w as in  th e  fo rm  o f  r e n t ,  a n d  to  th e  e x te n t 
th a t  such  re n t w as p ro p e rly  a ttr ib u ta b le  to  th e  bu ild ing  
b e fo re  th e  rec o n s tru c tio n  co m m en ced ,

(iv) g ran ts  falling  w ith in  p a ra g ra p h  (aa ) o f  item  1 o f  G ro u p  1 o f  
S ch ed u le  6 to  th is A c t; a n d ” ;

(b ) th e re  shall b e  in se rted  a f te r  su b -p a rag rap h  (2) th e  fo llow ing su b -p a ra g ra p h s -

“ (2 A ) W h e re  th e  ra te  o f tax  ( th e  lo w er ra te )  ch a rg eab le  o n  a  supp ly  ( th e  
co n s tru c tio n  supp ly ) falling  w ith in  su b -p a rag rap h  (2 )(b ) a b o v e , th e  va lue  o f  
w hich is in c lu d ed  in th e  value  o f a  supp ly  (th e  se lf-supply) tr e a te d  as m a d e  
by su b -p a rag rap h  (1) ab o v e , is lo w er th a n  th e  ra te  o f  tax  ( th e  c u rre n t ra te )  
ch a rg eab le  o n  th a t se lf-supply , th e n  tax  o n  th e  se lf-supply  shall b e  c h a rg e d -

(a) on  so m uch  o f  its value  as is com prised  o f  th e  re le v an t p a r t  o f  th e  
v a lue  o f  th e  co n stru c tio n  supp ly , a t the  low er ra te ; an d

(b) on  th e  re m a in d e r  o f  its v a lue  a t th e  c u rre n t ra te .

(2B ) F o r  th e  p u rp o ses  o f  su b -p a rag rap h  (2 A )(a )  a b o v e , th e  re le v an t p a r t  
o f th e  value  o f  th e  co n stru c tio n  supp ly  m e a n s -

(a) w h ere  th e  co n stru c tio n  supp ly  is a  supply  o f  g o o d s, th e  value  o f 
such o f  th o se  goods as h av e  actua lly  b een  d e liv e red  by  th e  supp lie r;

(b ) w h ere  th e  co n s tru c tio n  supp ly  is a  supply  o f serv ices , th e  v a lue  o f 
such  o f  th o se  services as have  actually  b e e n  p e rfo rm e d  by th e  
su p p lie r ,

on  o r  b e fo re  th e  last day  u p o n  w hich th e  low er ra te  is in  fo rc e .” ;
(c) th e re  shall b e  a d d e d  a f te r  su b -p a rag rap h  (3) th e  fo llow ing su b -p a ra g ra p h s -

“ (4) F o r  th e  p u rp o ses  o f su b -p a rag rap h  (2 )(a )(i)  a b o v e , th e  re le v an t day  
is th e  day  o n  w hich th e  dem o litio n  o f  th e  bu ild ing  in  q u es tio n  co m m en ced  
an d , fo r  th e  p u rp o ses  o f su b -p a rag rap h  (2 )(a)(ii)  an d  (iii) ab o v e , th e  
re le v an t day  is th e  day  o n  w hich  th e  rec o n s tru c tio n , e n la rg em e n t o r  
ex ten sio n  in  q u es tio n  co m m en ced .

(5 ) In  th e  ap p lica tio n  o f  su b -p a ra g ra p h s  (1) to  (4 ) ab o v e  to  a  
rec o n s tru c tio n , e n la rg em e n t o r  ex ten sio n  to  w hich su b -p a rag rap h s  (1) an d
(2) an d  su b -p a rag rap h s  (4) to  (7) o f  p a ra g ra p h  5 ab o v e  app ly  by v ir tu e  o f 
p a ra g ra p h  5(8) a b o v e -

(a )  re fe ren c es  to  th e  bu ild ing  o r  w o rk  shall b e  c o n s tru e d  as re fe ren ces  
to  th e  re c o n s tru c te d , en la rg ed  o r  ex ten d e d  bu ild ing  o r  w o rk , an d  
re fe ren c es  to  co n s tru c tio n  shall b e  co n s tru e d  as re fe ren c es  to  
re c o n s tru c tio n , e n la rg em e n t o r  ex ten sio n ;

(b ) th e  re fe ren c e  in p a ra g ra p h  (a) o f  su b -p a rag rap h  (2) to  th e  value  o f  
g ran ts  re la tin g  to  th e  lan d  on  w hich th e  b u ild ing  o r  w o rk  is 
co n s tru c te d  shall b e  c o n s tru e d  as a  re fe re n c e -

(i) in  re la tio n  to  a rec o n stru c tio n , e n la rg em e n t o r  ex ten sio n  o f  an  
ex isting  bu ild ing  to  th e  ex te n t th a t it falls w ith in  p a ra g ra p h



5 (8 )(a )( i)  ab o v e  a n d  d o es  n o t  fall a lso  w ith in  p a ra g ra p h  
5 (8 )(b ) ab o v e , 'to  th e  v a lu e  o f  g ran ts  re la tin g  to  th e  n ew  
b u ild ing  la n d ;

(ii) in  re la tio n  to  a  re c o n s tru c tio n , e n la rg e m e n t o r  ex ten s io n  o f  a n  
ex isting  b u ild in g , to  th e  e x te n t th a t  it falls w ith in  p a ra g ra p h  
5 (8 )(a )( ii)  ab o v e  a n d  d o e s  n o t fall also  w ith in  p a ra g ra p h  
5 (8 )(b ) ab o v e , to  th e  v a lu e  o f  g ran ts  re la tin g  to  th e  la n d  o n  
w hich  th e  ex is ting  b u ild in g  s ta n d s  m u ltip lied  by th e  a p p ro p r i­
a te  frac tio n ;

(iii) in  re la tio n  to  a  re c o n s tru c tio n , e n la rg e m e n t o r  e x ten s io n  to  a 
w o rk  falling  w ith in  p a ra g ra p h  5 (8 )(c) a b o v e , to  th e  v a lu e  o f  
g ran ts  re la tin g  to  th e  n ew  la n d .

(6 ) F o r  th e  p u rp o ses  o f  su b -p a ra g ra p h  (5 )(b )( ii)  ab o v e  th e  a p p ro p r ia te  
f ra c tio n  sha ll b e  ca lcu la ted  b y  d iv id in g  th e  a d d itio n a l g ross ex te rn a l f lo o r  
a re a  re su ltin g  fro m  th e  re c o n s tru c tio n , e n la rg e m e n t o r  ex ten sio n  (ex c lu d in g  
an y  f lo o r  a re a  o n  new  b u ild in g  la n d )  by  th e  gross e x te rn a l f lo o r  a re a  o f  th e  
re c o n s tru c te d , en la rg ed  o r  e x te n d e d  b u ild in g  (exc lud ing  any  f lo o r  a r e a  o n  
n ew  b u ild in g  la n d ) .” .

7 . A f te r  p a ra g ra p h  6 o f  S ch ed u le  6A  to  th e  V a lu e  A d d e d  T ax  A c t 1983 th e re  sh a ll b e  
in se rted  th e  fo llow ing  p a ra g ra p h -

“ 6 A .— (1) W h e re  a  d e v e lo p e r is a  te n a n t ,  le ssee  o r  licensee and  b eco m es lia b le  to  
a  ch a rg e  to  ta x  u n d e r  p a ra g ra p h  6 (1 ) a b o v e  in  re sp e c t o f  h is  te n an c y , lease o r  licen ce  
he  sh a ll n o tify  fo rth w ith  in w riting  h is la n d lo rd , le sso r o r  licenso r (as th e  case  m a y  
b e ) -

(a )  o f  th e  d a te  fro m  w hich  th e  te n a n c y , lease  o r  licence b e c o m e s  a  
d e v e lo p m e n ta l te n an c y , d e v e lo p m e n ta l lease  o r  d ev e lo p m e n ta l licence fo r  
th e  p u rp o se s  o f  p a ra g ra p h  (a a )  o f  ite m  1 o f  G ro u p  1 o f  S chedu le  6 to  th is  
A c t;

(b )  in  a ca se  falling  w ith in  p a ra g ra p h  5 (8 )(a )( ii)  a b o v e , o f  th e  a p p ro p r ia te  
f ra c tio n  d e te rm in e d  in  ac c o rd a n c e  w ith  p a ra g ra p h  6(6) above .

(2) W h e re  th e  a p p ro p r ia te  fra c tio n  h a s  b e e n  n o tif ie d  in  acco rd an ce  w ith  su b - 
p a ra g ra p h  ( l ) ( b )  ab o v e , any  supp ly  m a d e  p u rsu a n t to  th e  te n an c y , lease  o r  lic en c e  in 
q u e s tio n  sh a ll b e  t r e a te d  as m a d e  p u r s u a n t  to  a  d e v e lo p m e n ta l te n a n c y , 
d e v e lo p m e n ta l lease  o r  d e v e lo p m e n ta l licen ce  (a  d e v e lo p m e n ta l supp ly ) as if, an d  
on ly  to  th e  e x te n t th a t ,  th e  co n s id e ra tio n  fo r  th e  d ev e lo p m e n ta l supp ly  is fo r  an  
a m o u n t eq u a l to  th e  w hole  o f  th e  c o n s id e ra tio n  fo r  th e  supp ly  m a d e  p u rsu a n t to  th e  
te n a n c y , lease  o r  licence, m u ltip lied  by th e  a p p ro p r ia te  f ra c tio n .” .

8. P a ra g ra p h  8 o f  S ch ed u le  6 A  to  th e  V a lu e  A d d e d  T ax  A c t 1983 shall b e  a m e n d e d  
by  su b s titu tin g  fo r  th e  w o rd s “T h e  N o te s  to  G ro u p  8 o f  S ch ed u le  5 to  th is A c t a n d ”  th e  
w o rd s “ N o te s  (1 ) to  (6) an d  N o te  (10) to  G ro u p  8 o f  S ch ed u le  5 to  th is A c t an d  N o te s  (1 ) 
a n d  (2) to ” .

Sydney Chapm an  
Irvine Patnick  

T w o  o f  th e  L o rd s  C o m m iss io n e rs  o f  
13th N o v e m b e r  1991 ' H e r  M a jes ty ’s T re a s u ry
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Value Added Tax
To elect or not to elect?
by John Moore and Amanda Laurence

On August 1, a new element was introduced 
into the twilight world of VAT on property, 
an element novel to any tax system — the 
taxpayer was actually given a choice of 
whether or not to pay tax. This is a 
disturbing development; property people 
have dot had to think much about VAT until 
now, but as taxpayers they are used to 
facing new taxes with fortitude, taking 
advice on legitimate avoidance tactics and 
otherwise accepting the inevitable. They 
are not used to having a choice in the 
matter. In the case of VAT, however, the 
Government has apparently put the ball in 
the taxpayer’s court. A choice faces all those 
who make VAT-exempt supplies of commer­
cial property, a choice which could have a 
considerable impact on their whole VAT 
status. It is, moreover, a choice which needs 
to be made before Odtober 31 to get the 
maximum benefit. This article considers 
how you should go about making the 
choice, what is actually happening in the 
market — and how much of a choice is it 
anvwav?

Jobn E Moore is a partner 
and Amanda Lawrence is 
a solicitor with 
Mac/arlanes. of London 
EC4.

The right to elect for taxation on supplies o f land 
(alias “ the op tion  to tax" or. m ore p roperly , the 
right to w aive exem ption) was a kind o f quid pro 
quo for the forced abolition o f zero-rating on 
commercial property . Zero-rating was a useful 
benefit w hich allow ed the supplier to  offset inpu t 
tax against outputs to w hich he  d id no t actually 
have to add VAT. After April 1, as the p roperty  
w orld  now  know s, all supplies o f  c o m m e rc ii  
p ro p e rty  becam e e ith e r  s ta n d a rd -ra te d  o r 
exem pt. VAT was im posed on som e transactions 
that had no t previously suffered it, w hile o thers 
becam e non-taxablc and therefore ineligible for 
the supplier to reclaim  his inp u t tax in relation  to 
them. However, w ith the changes in VAT status 
came the option  to  tax, w hich  enables the VAT- 
registered supplier to turn an exem pt supply in to  
a standard-rated one. He then  has to account to 
Customs & Excise for the 15 % o f the p rice . bu t he 
can pass this cost on to the recip ien t o f the supply 
and he can now  reclaim  any inpu t tax w hich  
relates to the supply. The right to elect becam e 
operative on August 1, and for the election  to  be 
deem ed effective from  that date it m ust be 
exercised by O ctober 31.

It is im portant to make the right choice about 
the option  to tax. W hat are the questions the 
property  investor should be asking himself?

(1) Does the option to tax apply to 
this transaction?

The option to tax applies to transactions w hich  
are exem pt supplies o f land for VAT purposes. As 
from April 1. m ost grants o f an interest in. right 
over or licence to occupy land are exem pt. This 
includes, m ost im portantly , the grant o f a new  
lease, paym ents of rent on an existing iease, the 
freehold sale o f a building com pleted before 
April 1 or one com pleted subsequently w hen it is 
m ore than three years old. and the freehold o r 
leasehold sale o f building land. It also includes 
the grant of a specific right o f w ay or similar right, 
and the grant of a licence to  occupy.

There are some im portant exceptions. Not 
included are the freehold sale o f a building 
com pleted after April 1 w hile it is less than th ree 
years old, the surrender o f a lease, o r any one o f a 
num ber o f specific exceptions listed in G roup 1 
of schedule 6 o f the Value Added Tax Act 1983, 
all o f which are standard-rated. The specific 
exceptions include hotel accom m odation , cara­
van sites, parking rights, sports facilities and the 
like. The other im portant exception is residential 
p roperty , which remains zero-rated and th ere ­
fore ineligible for the op tion  to tax. This includes 
any part o f a building w hich is used for resi­
dential purposes, even if the building is p rinc i­
pally used for business purposes.

Clearly, ow ners of buildings w hich are already 
let. as well as those w ho plan to grant leases o r sell 
land or buildings. may w ant to  elect to add VAT to 
rents or sale prices.

(2) Am I the person who has the 
right to opt to tax?

The op tion  is exercisable by any person  w ith  an 
interest in the building in respect o f w hich he

the building is ow ned  by freeholder A, let to head 
lessee B. and sublet to sublessee C. A and B h a f t  
separate rights to  op t to  tax the headleasc and 
underlease respectively.

(3) If I do opt to tax, how will the 
election operate?

The election is personal and irrevocable. For 
exam ple, once the ow ner o f a particular building 
has op ted  to  tax a lease o f the  building, he must 
tax every' lease o r o th er supply  m ade in relauon to  
that building during his p e rio d  o f ow nership! 
H ow ever, if he assigns the  reversion of the 
building, the new  ow ner can make his own' 
election. Only if the existing building is com-: 
pletely dem olished and a new  building erected nl 
the site is the ow ner released from  h iselection  %  
the previous building.

The election can be exercised in several 
different ways. The ow ner can make a separate: 
e lection  for each building or p lo t ow ned, except 
w here  agricultural land is concerned. Alterna­
tively. he can elect for all buildings or land of a 
specified description. Or he can elect for all land 
and buildings ow ned. If he ow ns agricultural 
land, he must m ake one election  for ail the land? 
except w here different farms are separated by 
non-agriculturai Ianu o r land in d ifferent ow n U 
ship. In that case, he has a separate right J f  
election for each individual unit.

One o ther rule affects the basis o f election: this 
is the notorious “ covered w alkw ay" rule. Build­
ings linked internally  or by covered  walkways, 
parades, precincts and com plexes split into 
separate units are treated  as o ne  unit for which 
the ow ner has only one right o f  election.

(4) What are the advantages of 
opting to tax?

This and the next question  are the m st 
im portan t for the p roperty  investor. Norma i f  
there  will be an advantage in op ting  to  tax. but 
this is not always the case.

The principal advantage o f  exercising the 
op tion  is that it increases recovery  o f input tax. 
Any input tax referable to that building o r land 
can be recovered. If the o w n er has already  
incurred , o r will incur, a significant am ount of 
VAT. he will benefit from  op ting  to  tax. This will 
arise w here, for exam ple. *a refurbishm ent has 
been carried out, o r w here significant repair or 
im provem ent bills are envisaged for the fu n  £-v

Furtherm ore, a business w hich  is otherw  sc 
w holly or partially exem pt can im prove its 
overall VAT position  by. for exam ple, opting to 
tax the rent on  all buildings it ow ns. Broadly 
speaking, a business w hich m akes exem pt sup­
plies can recover only so m uch o f  its inpu t tax us 
equivalent to  the p ro p o rtio n  o f taxable supplies it 
makes overall. C onsequently, the m ore taxable; 
supplies the business m akes, th e  higher the j 
p ro p o rtio n  o f its overall input tax that can be . 
recovered.

The business may be able to  secure a cashfi »*’ i 
advantage if its VAT accounting  period  can b^ i J {

'3 Issue 8941

arranged that it does nor have to  account toy  
. Custom s & Excise for the VAT until after i t f j  

makes supplies for VAT purposes. Therefore, if ! taxed paym ent has been recovered . ^  ’
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V; iu e  A dded  T a x  (continued from P 78)

Another reason for exercising the election is if 
| the developer o f a new  building, or the investor 

funding it, plans to grant leases of the building 
rather than sell it. In this case, opting to tax the 

: lea s is essential to avoid the self-supply charge 
! vvh. • • applies as soon as an exem pt supply or 

!! e x em p t occupation o f the building takes place.
: I The developer/investor will need to weigh up the
■ j disadvantages (if any) of exercising the election 

! againsc the likely VAT bill if the self-supply charge
■ j operates.|
' (5) What, then, are the possible 
j disadvantages?

: The ow ner of land or buildings can op t to tax
j 1 >up-’ies of the land or buildings w ithou t consult­

ing ' person to whom  the supplies are to be 
J m ad e, and to w hom  he will obviously be passing 

on the tax burden. In particular, a landlord need 
. not consult his tenants before opting to tax their 
| leases. For the tenants, no difficulty will arise 

provided they are themselves fully taxable for 
VAT purposes and can recover the extra charge as 
input tax. If, how ever, a tenan t is exem pt or 

; partly exem pt, he will not be able to recover the 
i tax. This does no t stop the landlord from  exercis- 
[ ing the option — but rem em ber that once the 

option has been exercised it is irrevocable. If the 
site a of the building or its particular design 
make >t likely to attract only exem pt or partly 
exempt tenants ( for example, a building designed 
as a banking hall in an area traditionally dom i­
nated by financial institutions) then the effect of 
opting to tax may be to depress the rental value. 
Likewise, opting to tax building land could 
depress its sale value.

Since the election must be exercised for a 
whole building, it is not possible to make an 
exception for one or two exem pt tenants w here 
the • ■'-'•'rs are all fully taxable. However, there 

possible alternatives. In retu rn  for not 
opting to tax. the landlord could agree a higher 
rental with the tenant, or some o ther form  of 
compensation, to offset the landlord’s irrecover­
able input tax.

From a practical po in t o f view, therefore, it is 
important to know  the VAT status o f your 
tenant/purchaser (or w hoever), and that of any 
likely future tenants before exercising the op ­
tion.

As answers to questions 4 and 5 show , the
“CC: hether to op t to tax is som ething of a
. act betw een several different con-

S'derations. While there is an inherent risk in 
generalising, the m ost significant factors are 
summarised in the following checklist:

f l )Jf you opt to tax, you will be entitled to 
recover any VAT paid bv vou in relation to the 
building.

*2) Once an election has been made, it is irrevo­
cable while the p roperty  remains in your 

•" hip. and will affect all leases granted 
v uhin that building.

•cct. any subsequent sale of the 
(4i t? ' ’ standard-rated.

c -cm b er that, on a sale o f a standard-rated
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building, stamp duty will be payable by your 
purchaser on the price of land plus the 
am ount o f the VAT.

(5) If you are constructing a new' building you 
will need to make an election by the time of 
the grant o f the lease or occupation o f the 
building if you are to avoid the self-supply 
charge.

(6) Are you likely to incur significant am ounts of 
VAT on im provem ents, general management, 
legal fees o r repairs .w h ich  you wish to be able 
to recover?

(7) Can your tenant recover the VAT he will have 
to pay?

(8) W hat effect, if any, will an election have on 
the rent review, or on  the investm ent value of 
your building?

(9) If you are partially exem pt — for exam ple, if 
you are an insurance com pany — an election 
will im prove your overall ability to recover 
VAT. H ow ever, you should bear in m ind thai 
though this might help the company, it should 
not be at the expense of the policy holders.

(6) Do I really have a choice?
From the foregoing, it will be obvious that in 

many cases the choice to elect will be diciated by 
financial and o ther circumstances. Consider, for 
example, our building owmed by A, let to B and 
sublet to C. A needs to elect to tax B’s rent because 
he is the developer o f the building and will 
otherw ise incur a large self-supplv charge. B is 
fully taxable, but C is paniallv-exem pt. B has no 
choice but to elect to tax C’s sublease because he 
needs to pass on the VAT imposed on him by A.

In the m ajority of cases, the best course will be 
to make the election. This, of course, is w hat is. 
intended by the Governm ent! The choice is not 
so much o f a choice as all that.

(7) When should I elect?
The simple answ er to that is "as soon as 

possible” . The election is not retrospective. In 
general, VAT cannot be added to a transaction 
until the election has been made, and no input tax 
incurred before the first day for w hich the 
election has effect can be reclaimed. However, 
betw een August 1 and October 31 a period of 
grace has been decreed. Elections made w ithin 
this period can take effect from August 1. If input 
tax incurred in the transitional period betw een 
April 1 and August 1 is to be recovered, it is vital 
that an election having effect from  August 1 is in 
place. As the election m ust be notified to Customs 
& Excise w ithin 30 days, in practice property  
ow ners have until November 30 to notify Cus­
toms that an election has been made writh effect 
from August 1.

(8) How do I make the election?
The practicalities o f making the election are 

quite straightforw ard. Having decided on w hat 
basis he is going to elect (building-bv-building, 
specified land or all land/buildings ow ned) the 
person making the election must notify Customs 
& Excise in w riting w ithin 30 days, unless the 
total consideration for all supplies for the build­

ings/land for w hich the election  has been exer- \ 
cised is expected to be less than £20.000 in the i 
next 12 months.

There is no standard form  for notifying Cus- * 
tom s of the election. All that is required is a letter ! 
to the local VAT office giving the follow ing: |

name and address. |
VAT registration num ber, 
specifying the land o r buildings, or the ;• 
description o f land or buildings, for which i 
the election is being exercised.

It is easy enough for bystanders to talk about |  
how  the decision to elect should be made. But ’ \ 
w hat is actually happening in the market-place? A': t 
survey of 151 property  investors, com prising .1 
banks, pension funds, insurance com panies and ! 
p roperty  investm ent com panies reveals some - 
interesting trends. Those w ho took part were 1 
asked about their in tentions as regards opting to  I 
tax their portfolios. j
(1) O f those w ho have o r will be electing, 90% 4  

are doing so building by building, and by no ■ 
means across the board. Many have elected on  ? 
some properties already but are keeping their-' f 
options open on  o thers.

(2) Only slightly m ore investors have already f  
elected than those w ho  have no t, and those I 
w ho  have not are evenly div ided betw een i  
those w ho do plan to do so in the future and I 
those w ho  do not. The result is that by the end* J 
o f O ctober a m ajority o f investors are  likely to  f 
have elected on  at least part o f their portfolio. ’ -I

(3) Although the m ajority o f investors will have i 
elected by the end o f  O ctober there is no sign:'  *| 
o f a general rush to do  so across the board. As $ 
one respondent pu t it: “ It w ould make 
com m ercial sense [to elect before O ctober 31 ] 
but we may prefer to  keep the o p tio n .” |

(4) Most o f those w ho are o r will be electing are |  
obviously thinking carefully about the basis |  
on  w'hich they will elect, and only  doing so f 
w here there is a clear financial advantage, f  
Several say they will elect w here  m oney has’ f  
been spent (on new  developm ent or on  |  
refurbs) the VAT on w hich can be rec la im ed ,: |  
ie, the general trend  is to  m ake the  decision on  f 
an individual basis, after consideration. |

(5) Agricultural landow ners do no t appear to be- } 
keen to exercise the election for their agricul- |  
tural land. Specific com m ents m ade in replies i | 
about the basis o f election w ere:
"w here  new  build/refurb”
"on ly  if financially w o rth w h ile” J
"o n  recently developed portfo lios w here |  
VAT on building costs can be recovered and |  
cashflow  advantage ob tained" . |
“ w here m oney spent on refurbs and pre- : 
m ium s” 1
"o n  the w hole retail/industrial portfolio  and a ’ |  
few office buildings w here there is a clear % 
benefit"
"probably  on developm ents o n ly ”
"new  build or substantial refu rb”

Therefore, opting to tax future supplies o f the ] 
p roperty  is m ost likely to be beneficial, although I  
it may also present problem s. E ither way. it is n o t I  
a decision you can ignore. g g v f

. . . ________
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APPENDIX S .l 

PILOT QUESTIONNAIRE PROPERTY OWNERS



Ql.

Q2.

Q3.

Q5

Please tick box
as appropriate

YES NODo you know that you can charge VAT on 
the rents of non-domestic property?

If NO return questionnaire. If YES go to Q2 
On what proportion of properties do you charge VAT on rents?

Did you seek professional advice before 
making the decision to charge VAT on rents?

YES NO

If NO go to Q5. If YES go to Q4 .
Q4. Who advised you?

Do you have any leases which contain a 
covenant preventing you from charging 
VAT on rents?

YES NO

Rank the following statements in order of importance in 
making your decision to charge/not charge VAT on rents, 
(4 = crucial, 3 = very significant, 2 = significant,
1 = slightly significant, 0 = no significance)

0 1 - 20% 21 - 40% 41 - 60% 61 - 80% 81 - 99% 100%

Manaaina Aaent Solicitor Accountant Other (specifv)

Charging VAT on rents enables the 
recovery of VAT on landlords* repairs, 
construction costs, service charges, 
managing agents' fees, etc.
Charging VAT on rents will increase 
management costs, ie customs control 
visits, issuing tax invoices etc.
VAT will have to be paid on the sale 
price when the property is sold if 
you charge VAT on rents.
Charging VAT on rents will limit the 
options of a future owner of the 
property.
The effect on the tenants of charging 
VAT on rents, ie if the tenant cannot 
recover VAT he may want to pay a lower 
rent on review.

Some other criteria (please specify and rank)
f....................      ... .... .. .

a.

b.

c.

d.

e.

g-
h.

g
h.

Please feel free to make additional comments on a separate sheet.
THANK YOU FOR ASSISTING WITH THIS QUESTIONNAIRE



APPENDIX 5.2 COVERING LETTER

Dear

VALUE ADDED TAX (VAT)

I am a research student pursuing a higher degree award by part-time study at Nottingham 
Polytechnic and a practising Chartered Surveyor based in south Lincolnshire.

My purpose in writing to you is to seek your assistance in determining the impact of value 
added tax on the commercial property market.

As a result of a recent judgement by the European Court the Government of the United 
Kingdom was required to remove the zero-rating treatment of certain non-domestic 
property for value added tax purposes. In 1989 the Government enacted the most far 
reaching changes to value added tax as it affects commercial property since its introduction 
in 1972.

As part of the new legislation the Government introduced the concept of waiver of 
exemption (more commonly known as the option to tax) which permits tax payers, from 1st 
August 1989, to elect to make taxable what would otherwise be exempt supplies of certain 
commercial interests.

The Government believed that this option would largely alleviate the additional tax burden 
which the removal of zero-rating would create. Early research has indicated that this may 
not be the case and there is a possibility that the additional tax burden may significantly 
affect rents and capital values in certain sectors of the commercial property market.

The purpose of this questionnaire is therefore to determine how successful the Government 
has been in alleviating the tax burden by the use of the option to tax and to assess the 
impact which this has had on the commercial property market.

1 would appreciate you returning the questionnaire attached to this letter in the envelope 
provided whether or not you are prepared to participate. All replies will be treated in the 
strictest confidence and information from individual responses will be lost in the 
aggregation and summary process.

I would not expect you to contribute to this study without return and a summary of the 
results will therefore be sent to all participants.

I very much look forward to receiving your response and if you require any further 
information please contact my research supervisor, Professor John Moohan on Nottingham 
418418 Ext. 2513.

Please return your response to the questionnaire in the envelope provided by Friday 25th 
October 1991.

Yours sincerely



APPENDIX 5.3 

PILOT QUESTIONNAIRE IN-HOUSE SURVEYORS



Ql. On what percentage of your company's 
property portfolio has the option to 
tax been exercised?

Please tick box
as appropriate

0 1 - 20% 21 - 40% 41 - 60% 61 - 80% 81 - 99% 100%

Q2. Was this decision made on an individual 
property by property basis?

YES NO

Q3. Has the option to tax only been exercised 
where there is a clear financial advantage 
to do so?

YES NO

Q4.

Q5.

Is your company prevented from charging VAT 
on rents by a covenant in any of its leases?

YES NO

Rank the following statements in order of importance 
in your company's decision to opt/not opt to tax;
(4 = crucial, 3 = very significant, 2 = significant, 
1 = slightly significant, 0 = no significance).

a. Charging VAT on rents enables the 
recovery of VAT on landlords' repairs, a. 
construction costs, service charges, 
managing agents' fees, etc.

b. Charging VAT on rents will increase 
management costs, ie customs control b.
visits, issuing tax invoices etc.

c. VAT will have to be paid on the sale
price when the property is sold if c.
VAT is charged on rents.

d. Charging VAT on rents will limit the 
options of a future owner of the d.
property.

e. The effect on the tenants of charging
VAT on rents, ie if the tenant cannot e.
recover VAT he may want to pay a lower 
rent on review.

Some other criteria (please specify and rank) 
f..........................................  f.
g..........................................  g.
h...................    h.

Please feel free to make additional comments on a separate sheet.
THANK YOU FOR ASSISTING WITH THIS QUESTIONNAIRE



APPENDIX 5.4 

PILOT QUESTIONNAIRE PROFESSIONAL ADVISORS



Ql. On what percentage of your clients' Please tick box
property portfolio have they opted as appropriate
to tax rents? I

0 1 - 20% 21 - 40% 41 - 60% 61 - 80% 81 - 99% 100%

i

Q2. Are your aware of any clients who are 
prevented from charging VAT on rent by 
a covenant in a lease?

YES NO

Q3. Rank the following statements in order of importance to 
your clients in their decision to opt/not opt to tax;
(4 = crucial, 3 = very significant,
2 = significant, 1 = slightly significant,
0 = no significance).

a. Charging VAT on rents enables the
recovery of VAT on landlords' repairs, a.
construction costs, service charges, 
managing agents' fees, etc.

b. Charging VAT on rents will increase
management costs, ie customs control b.
visits, issuing tax invoices etc.

c. VAT will have to be paid on the sale
price when the property is sold if c.
VAT is charged on rents.

d. Charging VAT on rents will limit the
options of a future owner of the d.
property.

e. The effect on the tenants of charging
VAT on rents, ie if the tenant cannot e.
recover VAT he may want to pay a lower 
rent on review.

Some other criteria (please specify and rank)
f........................................... f.
g........................................... g.
h. .....a. ............ ..................... h.

Please feel free to make additional comments on a separate sheet. 
THANK YOU FOR ASSISTING WITH THIS QUESTIONNAIRE



APPENDIX 5.5

RESPONSES TO PILOT QUESTIONNAIRES

Descriptive statistics for each questionnaire have been produced from aggregate data 
based on a total count of respondents and the percentage of responses.

5.5.1 Property Owners Questionnaire Question 1

“Do you know that you can charge VAT on the rents of non­
domestic property?”

Response:
YES NO

Number/ 5 1
percentage (83.3%) (16.6%)
of responses

5.5 .2  Property Owners Questionnaire Question 2

“Q2. On what proportion of properties do you charge VAT on 
rents?”

In-House Surveyors Questionnaire Question 1

“Q l. On what percentage of your company’s property portfolio has 
the option to tax been exercised?”

Professional Advisors Questionnaire Question 1

“Q l. On what percentage of your clients’ property portfolio have 
they opted to tax rents?”

Response:
% 0% 1-20% 21-40% 41-60% 61-80% 81-99% 100%

Number/ 4 17 1 8 2 4 6
percentage (9.5%) (40.5%) (2.4%) (19%) (4.7%) (9.5%) (14.3%)
of responses



Property Owners Questionnaire Question 3

“Q3. Did you seek professional advise before making the decision 
to charge VAT on rents?”

Response:
Yes No

Number/ 5 0
percentage (100%) (0%)
of responses

Property Owners Questionnaire Question 4

“Q4. Who advised you?”

Response:
Managing Agent Solicitor Accountant Other 

Number 1 3 4 2
percentage (10%) (30%) (40%) (20%)
of responses

Property Owners Questionnaire Question 5

“Q5. Do you have any leases which contain a covenant preventing 
you from charging VAT on rents?”

In-house surveyors Questionnaire Question 4

“Q4. Is your company prevented from charging VAT on rents by a 
covenant in any of its leases?”

Professional Advisors Questionnaire Question 2

“Q2. Are you aware of any clients who are prevented from 
charging VAT on rent by a convenant in a lease?”

Response:
Yes No

Number/ 2 40
percentage (4.8%) (95.2%)
of responses



In-house Surveyors Questionnaire Question 2

“Q2. Was this decision made on an individual property by property 
basis?”

Response:
Yes No

Number/ 4 1
percentage (80%) (20%)
of responses

In-house Surveyors Questionnaire Question 3

“Q3. Has the option to tax only been exercised where there is a 
clear financial advantage to do so?”

Response:
Yes No

Number/ 5 0
percentage (100%) (0%)
of responses

Property Owners Questionnaire Question 6

“Q6. Rank the following statements in order of importance in 
making your decision to charge/not charge VAT on rents; (4 =  
crucial, 3 =  very significant, 2 =  significant, 1 =  slightly 
significant, 0 =  no significance)”

In-house Surveyors Questionnaire Question 5

“Q5. Rank the following statements in order of importance in your 
company’s decision to opt/not opt to tax; (4 =  c ru c ia l............... ) ”

Professional Advisors Questionnaire Question 3

“Q3. Rank the following statements in order of importance to your 
clients in their decision to opt/not opt to tax; (4 =  c ru c ia l...............) ”



Response:
Crucial very significant slightly no

________________________________ significant_______________ significant significance

a Charging VAT on 18 14 6 2 1
rents enables the (43.9%) (34.1%) (14.6%) (4.9%) (2.4%)
recovery of VAT on 
landlords’ repairs, 
construction costs, 
service charges, 
managing agents’ fees 
etc.

b. Charging VAT on 1 2 11 17 9
rents will increase (2.5%) (5%) (27.5%) (42.5%) (22.5%)
management costs, ie
customs control visits, 
issuing tax invoices 
etc.

c. VAT will have to 6 12 8 11 3
be paid on the sale (15%) (30%) (20%) (27.5%) (7.5%)
price when the property
is sold if VAT is 
charged on rents.

d. Charging VAT on rents 1 8 11 10 8
will limit the options of (2.6%) (21%) (28.9%) (26.3%) (21%)
a future owner of the
property.

e. The effect on the tenants 3 9 13 9 6
of charging VAT on (7.5%) (22.5%) (32.5%) (22.5%) (15%)
rents, ie if the tenant
cannot recover VAT he 
may want to pay a lower 
rent on review.



APPENDIX 5.6

QUESTIONNAIRE MAIN CIRCULATION PROPERTY OWNERS



Ql. 

Q2.

Q3.

Q4.

Q5.

Q6.

Q7.

Please tick box
as appropriate

Do you know that you can charge VAT on 
the rents of non-domestic property?

If NO return questionnaire. If YES go to Q2.
On what proportion of properties do you charge VAT on rents?

0 1 - 20% 21 - 40% 41 - 60% 61 - 80% 81 - 99% 100%

YES NO

Did you seek professional advice before * 
making the decision to charge VAT on rents?

If NO go to Q5. If YES go to Q4.
Who advised vou?Hanaaina Aaent Solicitor Accountant Other (soecifv)

YES NO

Investment Development Other (specify)

JDo you have any leases which contain a 
covenant preventing you from charging 
VAT on rents?

YES NO

How significant are the following factors in making your decision t 
charge/not charge VAT on rents? i

(4 - crucial, 3 = very significant, 2 = significant,
1 = slightly significant, 0 = no significance)

a. Charging VAT on rents enables the 
recovery of VAT on landlords' repairs, 
construction costs, service charges, 
managing agents' fees, etc.

b. Charging VAT on rents will increase 
management costs, ie customs control 
visits, issuing tax invoices etc.

c. VAT will have to be paid on the sale 
price when the property is sold if 
you charge VAT on rents.

d. Charging VAT on rents will limit the 
options of a future owner of the 
property.

e. The effect on the tenants of charging 
VAT on rents, ie if the tenant cannot 
recover VAT he may want to pay a lower 
rent on review.

Some other criteria (please specify and rank)
f..........................  ....

a.

b.

d.

e.

g-
h.

f .

g*
h.

Please feel free to make additional comments on a separate sheet
THANK YOU FOR ASSISTING WITH THIS QUESTIONNAIRE



APPENDIX 5.7

QUESTIONNAIRE MAIN CIRCULATION IN-HOUSE SURVEYORS



Ql. On what percentage of your company’s 
property portfolio has the option to 
tax been exercised?

Please tick box
as appropriate

0 1 - 20% 21 - 40% 41 - 60% 61 - 80% 81 - 99% 100%

Q2.

Q3.

Q4.

Q5.

Q6.

Was this decision made on an individual 
property by property basis?

Has the option to tax only been exercised 
where there is a clear financial advantage 
to do so?

Is your company prevented from charging VAT 
on rents by a covenant in any of its leases?

YES NO

YES NO

YES NO

Investment Development Other (specify)

How significant are the following factors in your company's decision 
to opt/not opt to tax?
(4 = crucial, 3 = very significant, 2 = significant,
1 = slightly significant, 0 = no significance).

a. Charging VAT on rents enables the 
recovery of VAT on landlords' repairs, 
construction costs, service charges, 
managing agents' fees, etc.

b. Charging VAT on rents will increase 
management costs, ie customs control 
visits, issuing tax invoices etc.

c. VAT will have to be paid on the sale 
price when the property is sold if 
VAT is charged on rents.

d. Charging VAT on rents will limit the 
options of a future owner of the 
property.

e. The effect on the tenants of charging 
VAT on rents, ie if the tenant cannot 
recover VAT he may want to pay a lower 
rent on review.

Some other criteria (please specify and rank)
f...........................................
g-
h .

g

h,
Please feel free to make additional comments on a separate sheet.

THANK YOU FOR ASSISTING WITH THIS QUESTIONNAIRE



APPENDIX 5.8

QUESTIONNAIRE MAIN CIRCULATION PROFESSIONAL ADVISORS



Ql. On what percentage of your clients' 
property portfolio have they opted 
to tax rents?

Please tick box
as appropriate

0 1 - 20% 21 - 40% 41 - 60% 61 - 80% 81 - 99% 100%

Q2

Q3

Are you aware of any clients who are 
prevented from charging VAT on rent by 
a covenant in a lease?

YES NO

What oercentaae of vour commercial □rooertv holdinas are for: ;5
Investment Development Other (specify)

- • f

Q4. Are you aware of any overseas investors 
who have been unwilling to invest in the 
UK as a result of the VAT treatment of UK 
property?

YES NO

Q5. How significant are the following factors 
decision to opt/not opt to tax?
(4 = crucial, 3 = very significant,
2 = significant, 1 = slightly significant,
0 = no significance).

a. Charging VAT on rents enables the 
recovery of VAT on landlords' repairs, a. 
construction costs, service charges, 
managing agents' fees, etc.

b. Charging VAT on rents will increase 
management costs, ie customs control b.
visits, issuing tax invoices etc.

c. VAT will have to be paid on the sale
price when the property is sold if c.
VAT is charged on rents.

d. Charging VAT on rents will limit the 
options of a future owner of the d.
property.

e. The effect on the tenants of charging
VAT on rents, ie if the tenant cannot e.
recover VAT he may want to pay a lower 
rent on review.

Some other criteria (please specify and rank) 
f........................................... f.
s........................................... g*
h. ........................................ h.

in your clients1

Please feel free to make additional comments on a separate sheet.
THANK YOU FOR ASSISTING WITH THIS QUESTIONNAIRE



APPENDIX 5.9 

RESULTS OF THE MAIN CIRCULATION

1 Property Owners Questionnaire Question 1

“Do you know that you can charge VAT on the rents of non­
domestic property?”

Response:
Yes No

Number/ 41 4
percentage (91.1%) (8.9%)
of responses

2 Property Owners Questionnaire Question 2

“Q2. On what proportion of properties do you charge VAT on
rents?”

In-house Surveyors Questionnaire Question 1

“Q l. On what percentage of your company’s property portfolio has 
the option to tax been exercised?”

Professional Advisors Questionnaire Question 1

“Q l. On what percentage of your clients’ property portfolio have 
they opted to tax rents rents?”

Response:

0% 1-20% 21-40% 41-60% 61-80% 81-99% 100%

Number/ 20 37 17 14 13 11 12
percentage (16.1%) (29.8%) (13.7%) (11.3%) (10.5%) (8.9%) (9.7%)
of responses



5.9.3 Property Owners Questionnaire Question 3

“Q3. Did you seek professional advice before making the decision to charge 
VAT 011 rents?”

Response:
YES NO

Number/ 31 10
percentage (75.6%) (24.4%)
of responses

5.9 .4  Property Owners Questionnaire Question 4
“Q4. Who advised you?”

Response:
Managing Agent Solicitor Accountant Other

Number/ 7 6 24 2
percentage (18%) (15.4%) (61.5%) (5.1%)
of responses

5.9.5 Property Owners Questionnaire Question 5,
In-house Surveyors Questionnaire Question 5,
and Professional Advisors Questionnaire Question 3,

“Q5/3. What percentage of your commercial property holdings are 
for Investment Development Other”

Response:
Investment__________ Development________Other

Percentage 55.1% 25.7% 14.5%
of responses

5.9.6 Property Owners Questionnaire Question 6

“Q6. Do you have any leases which contain a covenant preventing 
you from charging VAT on rents?”

In-house Surveyors Questionnaire Question 4

“Q4. Is your company prevented from charging VAT on rents by a 
covenant in any of its leases?”



Professional Advisors Questionnaire Question 2

“Q2. Are you aware of any clients who are prevented from 
charging VAT on rent by a convenant in a lease?”

Response:
YES NO

Number 17 115
percentage (12.9%) (87.1%)
of responses

5.9.7 In-house Surveyors Questionnaire Question 2

“Q2. Was this decision made on an individual property by property 
basis?”

Response:
YES NO

Numbers/ 9 3
percentage (75%) (25%)
of responses

5.9.8 In-house Surveyors Questionnaire Question 3

“Q3. Has the option to tax only been exercised where there is a 
clear financial advantage to do so?”

Response:
YES NO

Numbers/ 10 2
percentage (83.3%) (16.7%)
of responses

5.9.9 Professional Advisors Questionnaire Question 4

“Q4. Are you aware of any overseas investors who have been 
unwilling to invest in the UK as a result of the VAT treatment of UK 
property?”

Response:
YES NO

Numbers/ 
percentage 
of responses

2 75
(2.6%) (97.4%)



. 10 Property Owners Questionnaire Question 7

“Q7. How significant are the following factors in making your 
decision to charge/not charge VAT on rents? (4 =  crucial, 3 =  . . . ) :

In-house Surveyors Questionnaire Question 6

“Q6. How significant are the following factors in your company’s 
decision to opt/not opt to tax? (4 — crucial, 3 =  . . . ) ”

Professional Advisors Questionnaire Question 5

“Q5. How significant are the following factors in your clients’ 
decision to opt/not opt to tax? (4 =  crucial, 3 =  . . . ) ”

Response:
crucial very significant slightly no

_______ significant_______________ significant significance

Charging VAT on 52 40 21 13 8
rents enables the (38.8%) (29.8%) (15.6%) (9.7%) (6%)
recovery of VAT on
landlords’ repairs,
construction costs,
service charges,
managing agents’
fees, etc

Charging VAT on 8 12 26 58 30
rents will increase (6%) (8.9%) (19.4%) (43.3%) (22.4%)
management costs,
ie customs control
visits, issuing tax
invoices etc.

VAT will have to be 37 30 37 18 11
paid on the sale price (27.8%) (22.6%) (27.8%) (13.5%) (8.3%)
when the property is 
sold if VAT is 
charged on rents.

Charging VAT on 19 22 36 36 21
rents will limit the (14.2%) (16.4%) (26.9%) (26.9%) (15.6%)
options of a future 
owner of property.

The effect on the 20 22 46 36 10
tenants of charging (14.9%) (16.4%) (34.3%) (26.9%) (7.5%)
VAT on rents, ie if
the tenant cannot
reover the VAT he
may want to pay a
lower rent on review



APPENDIX 6



APPENDIX 6.1 

OCCUPIERS PILOT QUESTIONNAIRE



-u « .< .S W g~ 4 
■:i3
"X

Ql. Are you exempt part exempt or, fully taxable for VATi
If fully taxable, return questionnaire. If part exempt/exempt, go on. 4 
Q2. Are you? Owner Occupier Tenant

If tenant answer Section A only. If owner answer Section B only. 
SECTION A
Al. Do you pay VAT on rent?

If yes go to A3. If no go to A2.
A2. Have you ever paid VAT on rent?

If yes go to A3. If no go to A4.

YES NO

YES NO

A3. Rank the following options based on your strategy to avoid this 
extra cost, (4 = most likely and 0 = least likely).

a. Move to a building where no VAT is 
charged on rent.

b. Secure a lower rent on rent review.

c. Occupy less floor space.

d. Pass on as higher product prices.

e. Accept reduced profits and pay the VAT.

f. Other (specify) 
GO to A5.

a.

b.

c.

d.

e.

f .

4 3 2 1 ----- -0
I *

A4. If your landlord were to opt to tax your rent rank the following 
options based on your strategy to avoid this extra cost, ](4 = most likely, and 0 = least likely).

a.

b.

Move to a building where no VAT is 
charged on rent.

Secure a lower rent on rent review.

c. Occupy less floor space.

d. Pass on as higher product prices.

e. Accept reduced profits'and pay the VAT.

f. Other (specify).......................
Go to A5.

a.

b.

c.

d.

e.

f .

4 3 2 1 0.5
1

1

1
k

1



A5. If you ranked A3a/A4a as "most likely" above:
a. Have or would you be prepared to pay

a premium or more rent to secure a
building where no VAT is charged on rent?

YES NO

b. How much more: (i) rent as a % of rent paid?

1-5% 6-10% 11-15% Over 15%

OR (ii) premium as a % of rent paid?

SECTION B
B l .

B 2 .

B 3  .

B 4  .

Do you hold land for the development of new 
premises?

Have you developed new premises since 1.8.89? 

Do you intend to develop new premises?

YES NO 1.1'
4

■>

YES NO s

#

YES NO\
To what extent has the introduction of VAT on development 
influenced your attitude towards the development of new premises! 
(4 = crucial, 3 = very significant, 2 = significant,
1 = slightly significant, 0 = no significance).

B5. Have you incurred a self supply charge, 
(making a taxable supply for a deemed 
consideration to yourself in the course or 
furtherance of a business)?

YES NO

B6. If yes on what percentage of cases?

B7. Have you had to pay VAT on total site value where 
only part of the site has been developed? YES NO

B8. If yes on what percentage of cases?



APPENDIX 6.2

COVERING LETTER

Dear

IS VAT PLACING A BURDEN ON YOUR BUSINESS?

SHOULD YOU BE TAKING PROFESSIONAL ADVICE?

I am a research student pursuing a higher degree award by part-time study at 
Nottingham Polytechnic and a practising Chartered Surveyor based in South 
Lincolnshire.

My purpose in writing to you is to seek your assistance in determining the impact of 
value added tax on the commercial property market.

Early research has shown that the imposition of VAT may lead to significant 
fluctuations in rent and property values. The enclosed questionnaire seeks to 
determine the extent of the problem and in assisting with its completion you will be 
contributing evidence which may require that the Government consider amending 
the present legislation.

I would appreciate you returning the attached questionnaire in the envelope provided 
whether or not you are prepared to participate. All replies will be treated in the 
strictest confidence and information from individual responses will be lost in the 
aggregation process. The questionnaire is coded to identify the category of 
respondent only.

I would not expect you to contribute to this study without return and a summary of 
the results will therefore be sent to all participants.

I very much look forward to receiving your response and if you require any further 
information please contact my research supervisor, Professor John Moohan on 
Nottingham, 418418 Ext. 6439.

Please return your responses to the questionnaire in the envelope provided by 
Monday 13th April 1992.

Yours faithfully



APPENDIX 6.3 

INVESTORS PILOT QUESTIONNAIRE



1. Are you exempt, part exempt or, fully taxable for VAT
/

■«

Q2. On what percentage of properties do you charge VAT on rents?

0 1 - 2 0 % 21 - 40% 41 - 60% 61 - 80% 81 - 99% 100%

Q3. What percentage of your commercial property portfolio is held for:*5

Investment Development Other
-

Q4. Assess the following statements based on your own experience: (4 = always true, 3 = mostly true, 2 = sometimes true,
1 = little truth, 0 = never true).

a. Investors will continue to opt to tax 
rents after purchasing a let commercial 
building where VAT is already being 
charged on rents.

b. Site bids will be reduced when 
VAT cannot be recovered.

c. Investors favour unelected buildings.

d. Investors who cannot recover VAT are
unwilling to fund new freehold d.
commercial schemes.

e. Investors who cannot recover VAT
prefer to take a long lease of a new e.
commercial building with an option to 
purchase the freehold after three 
years.

f. Investors who cannot recover VAT
favour refurbishment as there is f.
no VAT on site costs to pay.

g. Tenants who cannot recover VAT paid g.
on rent want to pay a lower rent.

Q4. Based on your own experience, indicate to what extent the VAT 
position will affect whether a scheme will proceed.(4 = crucial, 3 = very significant, 2 = significant,

1 = slightly significant, 0 = no significance)

4 / 3 2 1 0



APPENDIX 6.4 

DEVELOPERS PILOT QUESTIONNAIRE



Q1. Are you exempt, part exempt or, fully taxable for VAT?

Q2. On what percentage of properties do you charge VAT on rents?
0 1 - 20% 21 - 40% 41 - 60% 61 - 80% 81 - 99% 100%

Q3. What percentage of your commercial property portfolio is held for:

Q4.

a,

b.

c.

Investment Development Other

Assess the following statements based on your own experience: 
(4 = always true, 3 = mostly true, 2 = sometimes true,
1 = little truth, 0 = never true).

Developers will opt to tax every new freehold 
commercial building to ensure the recovery a
of VAT on construction costs and site purchase.
Investors who cannot recover VAT favour 
refurbishment as there is no VAT on site b
costs to pay.
Site bids will be reduced where VAT c
cannot be recovered.

d. Investors favour unelected buildings. d.

e .

f .

e. Investors who cannot recover VAT are 
unwilling to fund new freehold 
commercial schemes.

f. Investors who cannot recover VAT 
prefer to take a long lease of a new 
commercial building with an option to 
purchase the freehold after three years.

g. Tenants who cannot recover VAT paid on rent
want to pay a lower rent.

Q5. Based on your own experience, indicate to what extent the VAT
position will affect whether a scheme will proceed.
(4 = crucial, 3 = very significant, 2 = significant,
1 = slightly significant, 0 = no significance)

Q6.

Q7.
Q8.

Have you incurred a self supply charge, (making a 
taxable supply for a deemed consideration to yourself 
in the course or furtherance of a business)?
If yes, on what percentage of cases?
Have you had to pay VAT on total site value 
where only part of the site has been developed?

YES NO

YES NO

Q9. If yes, on what percentage of cases?



APPENDIX 

SURVEYORS PILOT QUESTIONNAIRE



Ql. On what percentage of your clients1 property portfolio have they opt* 
to tax rents? -i

0 1 - 20% 21 - 40% 41 - 60% 61 - 80% 81 - 99% 100%

Q2. What percentage of your clients1 property portfolio is held for:
Investment Development Other

Q3

Q4

a.

b.

c.

d.

e.

f .

g-

h.

i.

j.

k.

1.

Are you aware of any overseas investors who have been 
unwilling to invest in the UK as a result of the VAT 
treatment of UK property?

YES NO

Assess the following statements based on your own experience: (4 = always true, 3 = mostly true, 2 = sometimes true,
1 = little truth, 0 = never true).

Developers will opt to tax every new freehold 
commercial building to ensure the recovery a.
of VAT on construction costs and site 
purchase.
Site bids will be reduced where VAT b.
cannot be recovered.
Investors who cannot recover VAT are
unwilling to fund new freehold commercial c.
schemes.
Investors who cannot recover VAT prefer to 
take a long lease of a new commercial d.
building with an option to purchase the 
freehold after three years.
Investors who cannot recover VAT favour 
refurbishment as there is no VAT on site e.
costs to pay.
Investors favour unelected buildings. f.

Investors will continue to opt to tax rents 
after purchasing a let commercial building g.
where VAT is already being charged on rents.
Tenants who cannot recover VAT paid on rent h.
want to pay a lower rent.
Tenants will take less floor space to i.
offset irrecoverable VAT.

Tenants will pay a premium or more rent to j.
secure an unelected building.
Tenants will move to avoid having to k.
pay VAT on rent.
A two tier rental market has developed in 1.
certain commercial areas.



APPENDIX 6.6 

RESULTS OF PILOT QUESTIONNAIRES CIRCULATION

6.6.1 Occupiers Pilot Questionnaire, Question 1

“Q l. Are you exempt, part exempt of fully taxable for VAT?”

Response: Exempt______ Part Exempt________ Fully Taxable
Number/ 1 3 12
percentage (6.2%) (18.8%) (75%)
of responses

6.6.2 Occupiers Pilot Questionnaire, Question 2

“Q2. Are you? Owner Occupier or Tenant?”

Response: Owner Occupier Tenant
Number/ 1 1
percentage (50%) (50%)
of responses

6.6.3 Occupiers Pilot Questionnaire, Section A, Question A1

“A 1. Do you pay VAT on rent?”

Response: YES NO

Number/ 1 0
percentage (100%) (0%)
of responses

6.6.4 Occupiers Pilot Questionnaire, Section A, Question A2

“A2. Have you ever paid VAT on rent?”

Response: YES NO

Number/ 1 0
percentage (100%) (0%)
of responses



6.6.5 Occupiers Pilot Questionnaire, Section A, Question A3

“A3. Rank the following options based on your strategy to avoid this extra cost, 
(4 =  most likely and 0 =  least likely).”

Response: 4 3 2 1 0

a. M ove to a building where no VAT is 0 0 0 0 1
charged on rent. (0%) (0%) (0%) (0%) (100%)

b. Secure a lower rent on rent review. 1 0 0 0 0
(100%) (0%) (0%) (0%) (0%)

c. Occupy less floor space. 0 0 0 0 1
(0%) (0%) (0%) (0%) (100%)

d. Pass on as higher product prices. 0 0 0 0 1
(0%) (0%) (0%) (0%) (100%)

e. Accept reduced profits and pay the VAT. 1 0 0 0 0
(100%) (0%) (0% ) (0%) (0%)

6.6.6 Occupiers Pilot Questionnaire, Section A, Question A4

No response as respondent paying VAT on rent.

6.6.7 Occupiers Pilot Questionnaire, Section A, Question A5

“A5. If you ranked A3a/A4a as “most likely” above:

a. Have or would you be prepared to pay a premium or more rent to secure a 
building where no VAT is charged on rent?”

Response:

YES NO

Number/ 1 0
percentage (100%) (0%)
of responses

“b. How much more

(i) rent as a percentage of rent paid?”

Response: 1-5% 6-10% 11-15% over 15%

Number/ 0 1 0  0
percentage (0%) (100%) (0%) (0%)
of responses



“(ii) premium as a percentage of rent paid?” - no response (only one 
respondent)

As an owner occupier as well as a tenant this respondent went on to complete 
section B of the occupiers questionnaire.

6.6.8 Occupiers Pilot Questionnaire, Section B, Question B1

“B l. Do you hold land for the development of new premises?”

Response: YES NO

Number/ 0 1
percentage 
of responses

(0%) (100%)

6.6.9 Occupiers Pilot Questionnaire, Section B, Question B2

“B2. Have you developed any new premises since 1.8.89?”

Response YES NO

Number/ 0 1
percentage 
of responses

(0%) (100%)

6.6.10 Occupiers Pilot Questionnaire, Section B, Question B3

“B3. Do you intend to develop new premises?”

Response: YES NO

Number/ 0 1
percentage 
of responses

(0%) (100%)

6.6.11 Occupiers Pilot Questionnaire, Section B, Question B4

“B4. To what extent has the introduction of VAT on development influenced your 
attitude towards the development of new premises? (4 =  crucial, 3 =  very 
significant, 2 =  significant, 1 =  slightly significant, 0 =  no significance).”

Response: 4 3 2 1 . 0

Number/ 0 0 0 1 0
percentage (0%) (0%) (0%) (100%) (0%)
of responses



6.6.12 Occupiers Pilot Questionnaire, Section B, Question B5

“B5. Have you incurred a self supply charge, (making a taxable supply for a 
deemed consideration to yourself in the course or furtherance of a business)?”

Response: YES NO

Number/ 0 1
percentage (0%) (100%)
of responses

6.6.13 Occupiers Pilot Questionnaire, Section B, Question B6

This was not answered as the response to question B5. was no.

6.6.14 Occupiers Pilot Questionnaire, Section B, Question B7

“B7. Have you had to pay VAT on total site value where only part of the site has 
been developed?”

Response: YES NO

Number/ 0 1
percentage (0 %) (100 %)
of responses

6.6.15 Occupiers Pilot Questionnaire, Section B, Question B8

This was not answered as the response to question B7. was no.

6.6.16 Investors and Developers Pilot Questionnaires, Question 1

“Q l. Are you exempt, part exempt or fully taxable for VAT?”

Response:___________Exempt_____________Part Exempt________ Fully Taxable
Number/ 1 2 3
percentage (16.6%) (33.3%) (50%)
of responses

6.6.17 Investors and Developers Pilot Questionnaires, Question 2,
Surveyors Pilot Questionnaire, Question 1

“Q2. On what percentage of properties do you charge VAT on rents?”



“Q l. On what percentage of your clients’ property portfolio have they opted to tax 
rents?”

Response: 0% 1-20% 21-40% 41-60% 61-80% 81-99% 100%

Num ber/ 2 1 1 0 0 0 3
percentage (28.6% ) (14.3% ) (14.3% ) (0%) (0%) (0% ) (42.8% )
o f responses

6.6.18 Investors and Developers Pilot Questionnaires, Question 3
Surveyors Pilot Questionnaire Question 2

“Q3. W hat percentage of your commercial property portfolio is held fo r:”

“Q2 What percentage of your clients property portfolio is held fo r:”

Response: Investment Development Other

Percentage 47.2% 33.4% 19.4%
of responses

6.6.19 Surveyors Pilot Questionnaire, Question 3

“Q3. Are you aware of any overseas investors who have been unwilling to invest in 
the UK as a result of the VAT treatment of UK property?”

Response: YES NO

Number/ 0 1
percentage (0%) (100%)
of responses

6.6.20 Investors, Developers and Surveyors Pilot Questionnaires,
Question 4

“Q4. Assess the following statements based on your own experience:
(4 =  always true, 3 =  mostly true, 2 =  sometimes true, 1 =  little truth, 
0 =  never true).”



Response: Always Mostly Sometimes
true true true

Little
truth

Never
true

Developers will opt to tax 
every new freehold
commercial building to 0 3 2 0 1
ensure the recover o f  VAT (0%) (50%) (33.3% ) (0%) (16.7% )
on construction costs and 
site purchase.

Site bids w ill be reduced
where VAT cannot be 1 3  2 1 1
recovered. (12.5% ) (37.5% ) (25%) (12.5% ) (12.5% )

Investors who cannot
recover VAT are unwilling 0 0 2 5 0
to fund new  freehold (0%) (0%) (28.6% ) (71.4% ) (0%)
commercial schemes.

Investors who camiot 
recover VAT prefer to take 
a long lease o f a new 
commercial building with 
an option to purchase the 
freehold after three years.

0
(0 %)

0
(0 %) (25%)

3
(75%)

0
(0 %)

Investors who cannot 
recover VAT favour 
refurbishm ent as there is no 
VAT on site costs to pay.

0
(0 %)

1
(16.6% )

1
(16.6% )

2
(33.3% )

2
(33.3% )

Investors favour unelected 0
buildings. (0%)

Investors will continue to 
opt to tax rents after 
purchasing a let commercial 
building where VAT is 
is already being charged on 
rents.

2
(50%)

0
(0 %)

(25%)

3
(60%)

(25%)

2
(40%)

0
(0 %)

0
(0 %)

0
(0 %)

Tenants who cannot recover
VAT paid on rent want to 2 2
pay a lower rent. (25%) (25%)

Tenants will take less floor
space to offset irrecoverable 0
VAT. (0%)

Tenants will pay a premium
or m ore rent to secure an 0
unelected building. (0%)

0
(0 %)

0
(0 %)

2 1 1
(25%) (12.5% ) (12.5% )

0
(0 %)

0
(0 %)

2
( 100%)

2
( 100%)

0
(0 %)

0
(0 %)



Response: Always Mostly Sometimes Little Never
true true true truth true

Tenants w ill move to avoid 0 0 1 1 0
having to pay VAT on rent. (0%) (0%) (50%) (50% ) (0%)

A two tier rental m arket has
developed in  certain 1 0 1 0  0
commercial areas. (50%) (0% ) (50%) (0%) (0%)

6.6.21 Investors Pilot Questionnaire, Question 4,
Developers Pilot Questionnaire, Question 5

“Q4/5.Based on your own experience, indicate to what extent the VAT position will 
affect whether a scheme will proceed. (4 =  crucial, 3 =  very significant, 2 =  
significant, 1=  slightly significant, 0 =  no significance)”

Response: 4 3 2 1 0

Number/ 0 1 3  1 1
percentage (0%) (16.6%)  (50%) (16.6%) (16.6%)
of responses

6.6.22 Developers Pilot Questionnaire, Question 6

“Q6. Have you incurred a self supply charge, (making a taxable supply for a 
deemed consideration to yourself in the course or furtherance of a 
business)?”

Response: YES NO

Number/ 0 4
percentage (0%) (100%)
of responses

6.6.23 Developers Pilot Questionnaire, Question 7

“Q7. If yes, on what percentage of cases?

Response: (0%)



6.6.24 Developers Pilot Questionnaire, Question 8

Number/ 0 4
percentage (0%) (100%)
of responses

6.6.25 Developers Pilot Questionnaire, Question 9

“Q9. If yes, on what percentage of cases?”

Response: 0%

“Q8. Have you had to pay VAT on total site value where only part of the site has 
been developed?”

Response: YES NO



APPENDIX 6.7 

O CCUPIERS M AIN QUESTIONNAIRE CIRCU LA TION



Ql. Are you exempt. oart exemnt or fullv taxable for VAT?

If fully taxable, return questionnaire. If part exempt/exempt, go on. 

Q2. What percentage of VAT. are you able to recover?
0% 1 - 20% 21 - 40% 41 - 60% 61 - 80% 81 - 99% 100%

Q3. Are you? Owner OccuDier Tenant Both

If tenant answer Section A only. If owner answer Section B only.
If both answers Sections A and B.
SECTION A

A2

A3

a.

b.

c.

d.

e.

f .

A4

YES NO
If yes go to A3. If no go to A2.

you ever paid VAT on rent?
YES NO

If yes go to A3. If no go to A4.

Order the following options based on your strategy to avoid this 
extra cost, (l = most likely and 6 = least likely).

Move to a building where no VAT is 
charged on rent.
Secure a lower rent on rent review. 

Occupy less floor space.

Pass on as higher product prices.

Accept reduced profits and pay the VAT. 

Other (specify).....................

a.

b.

c.

d.

e.

f .
Go to A5

If your landlord were to opt to tax your rent order the followin 
options based on your strategy to avoid this extra cost,
(1 = most likely, and 6 = least likely).

a. Move to a building where no VAT is charged on rent.
b. Secure a lower rent on Vent review.

a.

b.
/contd



A4./contd.
c. Occupy less floor space.

d. Pass on as higher product prices,

e. Accept reduced profits and pay the VAT.

f. Other (specify)......................

A5. If you ranked A3a/A4a as "most likely"' above:
â  Have or would you be prepared to pay

a premium or more rent to secure a
building where no VAT is charged on rent?

e.

f .

Go on to

YES NO

b. How much more: (i) rent as a % of rent paid?
6-10% 11-15% Over 15%

Or (ii) premium?  %
(as a percentage of current rent)

SECTION B
Bl. Do you hold land for the development of new 

premises?
YES NO

B2. Have you developed new premises since 1.8.89?
YES NO

B3. Do you intend to develop new premises?
YES NO

B4. To what extent has the introduction of VAT on development
influenced your attitude towards the development of new premises? 
(4 = crucial, 3 = very significant, 2 - significant,
1 = slightly significant, 0 = no significance).

B5. Have you incurred a self supply charge,
(making a taxable supply for a deemed 
consideration to yourself in the course or 
furtherance of a business)?

B6. If yes on what percentage of cases?
B7. Have you had to pay ,VAT on total site value where 

only part of the site has been developed?

YES NO

%
YES NO

B8. If yes on what percentage of cases?  %



APPENDIX 6.8 

INVESTORS M AIN QUESTIONNAIRE CIRCU LA TIO N



Ql. Are you exemDt. part exemDt or fullv taxable for VAT?

Q2. What percentage of VAT are you able to recover?
0% 1 - 20% 21 - 40% 41 - 60% 61 - 80% 81 - 99% 100%

Q3. On what percentage of properties do you charge VAT on rents?
0% 1 - 20% 21 - 40% 41 - 60% 61 - 80% 81 - 99% 10 0%

Q4• What percentage of your commercial property portfolio is held for:

Q6.

Investment
%

Development
. . % .

Other (specify) 
%

Q5. Assess the following statements based on your own experience: 
(4 = always true, 3 = mostly true, 2 = sometimes true,
1 = little truth, 0 = never true).

a. Investors will continue to opt to tax 
rents after purchasing a let commercial a. 
building where VAT is already being 
charged on rents.

b. Site bids will be reduced when b.
VAT cannot be recovered.

c. Investors who cannot recover VAT
favour unelected buildings to retain c.
flexibility in tax treatment.

d. Investors who cannot recover VAT are
unwilling to fund new freehold d.
commercial schemes.

e. Investors who cannot recover VAT
prefer to take a long lease of a new e.
commercial building with an option to 
purchase the freehold after three 
years.

f. Investors who cannot recover VAT
favour refurbishment as there is f.
no VAT on site costs to pay.

g. Tenants who cannot recover VAT paid g.
on rent want to pay a lower rent.

Based on your own experience, indicate to what extent the VAT 
position will affect whether a scheme will proceed.

(4 == crucial, 3 = very significant, 2 = significant,
1 = slightly significant, 0 - no significance)



APPENDIX 6.9 

DEVELOPERS M AIN QUESTIONNAIRE CIRCU LA TIO N



QX. Are you exempt, oart exempt or fullv taxable for VAT?

Q2. What percentage of VAT are you able to recover?
0% 1 - 20% 21 - 40% 41 - 60% 61 - 80% 81 - 99% 100%

Q3. On what percentage of properties do you charge VAT on rents?
0% 1 - 20% 21 - 40% 41 - 60% 61 - 80% 81 - 99% 100%

Q4. What percentage of your commercial property portfolio is held for:

Q5

a.

b.

c.

d.

e .

Q6

Investment
%

Development
%

Other (specify) 
%

Assess the following statements based on your own experience: 
(4 = always true, 3 = mostly true, 2 = sometimes true,
1 = little truth, 0 = never true).

Developers will opt to tax every new freehold 
commercial building to ensure the recovery a.
of VAT on construction costs and site purchase.
Developers who cannot recover VAT favour 
refurbishment as there is no VAT on site b.
costs to pay.
Site bids will be reduced where VAT c.
cannot be recovered.
Tenants who cannot recover VAT paid on rent 
want to pay a lower rent.
Developers who cannot recover VAT will be 
discouraged from the development of new 
sites.

d.

e.

Based on your own experience, indicate to what extent the VAT 
position will affect whether a scheme will proceed.
(4 = crucial, 3 = very significant, 2 = significant,
1 = slightly significant, 0 = no significance)

Q7. Have you incurred a self supply charge, (making a
taxable supply for a deemed consideration to yourself 
in the course or furtherance of a business)?

Q8. If yes, on what percentage of cases? ..... %
Q9. Have you had to pay VAT on total site value

where only part of the site has been developed?

YES MO

YES NO

Q10. If yes, on what percentage of cases? ..... %



APPENDIX 6.10 

SURVEYORS M AIN QUESTIONNAIRE CIRCULA TION



Qi. On what percentage of your clients* property portfolio have they optec 
to tax rents? I

i

0 1 - 20% 21 - 40% 41 - 60% 61 - 80% 81 - 99% 100%

Q2. What percentage of your clients' property portfolio is held for

Q3.

Q4.

a.

b .

c.

d.

e.

f .

h.

l .

Investment Development Other (specify)
% % %

Are you aware of any overseas investors who have been 
unwilling to invest in the UK as a result of the VAT 
treatment of UK property?

YES HO

Assess the following statements based on your own experience: 
(4 = always true, 3 = mostly true, 2 = sometimes true,
1 = little truth, 0 = never true).

Developers will opt to tax every new freehold 
commercial building to ensure the recovery a,
of VAT on construction costs and site 
purchase.
Developers who cannot recover VAT will 
be discouraged from the development of b.
new sites.
Site bids will be reduced where VAT c.
cannot be recovered.
Investors who cannot recover VAT are
unwilling to fund new freehold commercial d.
schemes.
Investors who cannot recover VAT prefer to 
take a long lease of a new commercial e.
building with an option to purchase the 
freehold after three years.
Investors who cannot recover VAT favour 
refurbishment as there is no VAT on site f.
costs to pay.
Investors who cannot recover VAT favour 
unelected buildings to retain flexibility g.
in tax treatment.
Investors will continue to opt to tax rents 
after purchasing a let commercial building h.
where VAT is already being charged on rents.
Tenants who cannot recover VAT paid on rent i. 
want to pay a lower rent.



/

j. Tenants who cannot recover VAT will take
less floor space to offset irrecoverable j
VAT.

k. Tenants who cannot recover VAT will pay a
premium or more rent to secure an unelected k
building. •

1. Tenants who cannot recover VAT will move 1
to avoid having to pay VAT on rent.

m. A two tier rental market has developed in m
certain commercial areas.



APPENDIX 6.11

DATA SOURCES MAIN QUESTIONNAIRE CIRCULATION

OCCUPIERS- EC2/3

source - British Insurance Companies - City Directory 10th
Edition, pps.86 - 100. 

sample - EC2/3

source - Building Societies - City Directory 10th Edition,
pps.128 - 131 

sample - every other entry

source - Merchant Banks and Securities Houses - City
Directory 10th Edition, pps.2-4 

sample - EC2/3

source - Clearing Banks - City Directory 10th Edition p i
sample - EC2/3

source - Property Owners listing - Yellow Pages Directory
London Central 1991/92 British Telecommunications 
Pic, p. 1521 

sample - EC2/3

source - Commercial Concerns - RICS Geographical Directory
1991 Macmillan pps .16-18. 

sample- EC2/3

BRISTOL BS1

source -

sample -

source -

sample - 

INVESTORS - EC2/3

Property Owners listing - Yellow Pages Directory 
1991/2 Bristol. British Telecommunications Pic. 
p .1071.
Bristol STD code

Commercial Concerns - RICS Geographical Directory 
1991 Macmillan, pps.225-226.
Bristol (Avon)

source - Property Investment listing - Yellow Pages Directory
London Central 1991/2 British Telecommunications 
Pic. p 1603-1604. 

sample - EC2/3



source - Investors - Directory of Property Developers,
Investment & Financiers 1988/89 Building Economic 
Bureau, 

sample - EC2/3

source - Property Unit Trusts - City Directory 10th Edition,
pps.85-86. 

sample - EC2/3

source - Pension Funds - Directory of Property Developers,
Investment and Financiers 1988/89. Building 
Economic Bureau, 

sample - Bristol

BRISTOL BSI

source - Property Investment listing - Yellow Pages Directory
Bristol 1991/2. British Telecommunications Pic. 
p. 1069. 

sample - Bristol STD

source - Investors - Directory of Property Developers,
Investment & Financiers 1988/89 Building Economic 
Bureau, 

sample - Bristol

source -

sample - 

DEVELOPERS - EC2/3

Pension Funds - Directory of Property Developers, 
Investment and Financiers 1988/89. Building 
Economic Bureau.
Bristol

source - Major Property Development & Investment Companies 
in the London Area - City Directory 10th Edition, 
pps.212-219. 

sample - every second entry

source - Property Developers - Directory of Property
Developers, Investment and Financiers 1988/89. 
Building Economic Bureau, 

sample - EC2/3

source - Property Development listing - Yellow Pages
Directory Central London 1991/92 British 
Telecommunications Pic. pps. 1600-1603. 

sample - EC2/3



BRISTOL BS1

source -

sample - 

SURVEYORS - EC2/3

Property Development listing - Yellow Pages 
Directory Bristol 1991/2. British Telecommunications 
Pic. pps. 1068-1069.
Bristol STD

source - RICS Geographical Directory 1991 Macmillan,
pps. 15-19 & 20-21. 

sample- EC2/3. Fields of practice and nature of service:
Commercial Property

BRISTOL BS1

source - RICS Geographical Directory 1991 Macmillan, p 242.
sam ple- Bristol (Avon). Fields of practice and nature of

service: Commercial Property



APPENDIX 6.12 

RESULTS MAIN QUESTIONNAIRE CIRCULATION

6.12.1 Occupiers, Investors and Developers Questionnaires, Question 1

“Q l. Are you exempt, part exempt or fully taxable for VAT?”

Response: Exempt____________ Part Exempt________ Fully Taxable

Number/ 8 44 16
percentage (11.7%) (64.7%) (23.6%)
of responses

6.12.2.1 Occupiers Investors and Developers Questionnaires,
Question 2

“Q2. What percentage of VAT are you able to recover?”

Aggregate

Response: 0% 1-20% 21-40% 41-60% 61-80% 81-99% 100%

Number/ 
percentage 
of responses

11
(14%)

22
(28%)

3
(4%)

9
(11.5%)

8
(10.5%)

11
(14%)

14
(18%)

6.12.2.2 Occupiers, Investors & Developers Questionnaires, Question 2 
(Analysed by Category)

Occupiers

Response: 0% 1-20% 21-40% 41-60% 61-80% 81-99% 100%

Number/ 
percentage 
of responses

8
(19%)

15
(35.7%)

2
(4.8%)

8
(19%)

5
(11.9%)

2
(4.8%)

2
(4.8%)

Investors

Response: 0% 1-20% 21-40% 41-60% 61-80% 81-99% 100%

Number/ 
percentage 
of responses

2
(25%)

2
(25%)

0
(0%)

1
(12.5%)

0
(0%)

0
(0%)

3
(37.5%)



Developers

Response: 0% 1-20% 21-40% 41-60% 61-80% 81-99% 100%

Number/ 2 5 1 1 3 9 10
percentage (6.5%) (16.2%) (3.2%) (3.2%) (9.7%) (29%) (32.2%)
of responses

6.12.3 Occupiers Questionnaire, Question 3

“Q3. Are you occupier, tenant or both?”

Response: Occupier Tenant_______Both

Number/ 5 17 20
percentage (12%) (40%) (48%)
of responses

6.12.4 Occupiers Questionnaire, Section A, Question A1

“A l. Do you pay VAT on rent?”

Response: YES_________ NO
Number/ 12 28
percentage (30%) (70%)
of responses

6.12.5 Occupiers Questionnaire, Section A, Question A2

“A2. Have you ever paid VAT on rent?”

Response: YES_________ NO
Number/ 21 3
percentage (87.5%) (12.5%)
of responses

6.12.6 Occupiers Questionnaire, Section A, Questions A3/A4

“A3. Order the following options based on your likely strategy to avoid this extra 
cost,



“A4. If your landlord were to opt to tax your rent order the following options 
based on your strategy to avoid this extra cost ”

Response: 6 5 4 3 2 1
Least Likely Most Likely

a. Move to a building where no 2 2 3 1 6 1
VAT is charged on rent. (13%) (13%) (20%) (7%) (40%) (7%)

b. Secure a lower rent on review 0 0 0 1 11 11
(0%) (0%) (0%) (4%) (48%) (48%)

c. Occupy less floor space 2 9 7 4 0 1
(8.5%) (39%) (30%) (17.5%) (0%) (4.5%)

d. Pass on as higher product 2 4 4 2 1 2
prices (14.3%) (28.6%) (21.4%) (14.3%) (7.1%) (14.3%)

e. Accept reduced profits and pay 2 4 3 10 2 2
the VAT (8.5%) (17.5%) (13.5%) (43.5%) (8.5%) 8.5%)

6.12.7 Occupiers Questionnaire, Section A, Question A5

“A5. If you ranked A3a/A4a as “most likely” above

a. Have or would you be prepared to pay a premium or more rent to secure a 
building where no VAT is charged on rent?”

Response: 
Number/ 
percentage 
of responses

“b.

Response: 
Number/ 
percentage 
of responses

YES NO
4

(8.9%)

How much more: 

1-5%

41
(91.1%)

(i) rent as a % of rent paid? or” 

6-10%________ 11-15% Over 15%
1

(25%)

Response: 
Number/ 
percentage 
of responses

1- 5 %

0
(0 %)

3
(75%)

“(ii)

6 - 10%

1
( 100%)

0
(0 %)

0
(0 %)

premium?...............%
(as a percentage of current rent)’

_______over 10%
0

(0 %)



6.12.8 Occupiers Questionnaire, Section B, Question B1

“B l. Do you hold land for the development of new premises?”

Response: YES_________ NO
Number/ 12 12
percentage (50%) (50%)
of responses

6.12.9 Occupiers Questionnaire, Section B, Question B2

“B2. Have you developed new premises since 1.8.89?”

Response: YES_________ NO
Number/ 16 7
percentage (69.5%) (30.5%)
of responses

6.12.10 Occupiers Questionnaire, Section B, Question B3

“B3. Do you intend to develop new premises?”

Response: YES_________ NO

Number/ 14 9
percentage (61%) (39%)
of responses

6.12.11 Occupiers Questionnaire, Section B, Question B4

“B4. To what extent has the introduction of VAT on development influenced your 
attitude towards the development of new premises? (4 =  crucial, 3 =  very 
significant, 2 -  significant, 1 =  slightly significant, 0 =  no significance)”

Response: Crucial very significant slightly no
__________________ significant_____________________ significant_____ significance

Number/ 3 2 11 7 6
Percentage (10.3%) (6.9%) (37.9%) (24.2%) (20.7%)
of responses

6.12.12 Occupiers Questionnaire, Section B, Question B5,
Developers Questionnaire, Question 7

“B5/Q7. Have you incurred a self supply charge, (making a taxable supply for 
a deemed consideration to yourself in the course of furtherance of a 
business)?”



Response: YES________NO

Number/ 4 49
percentage (7.5%) (92.5%)
of responses

6.12.13 Occupiers Questionnaire, Section B, Question B6,
Developers Questionnaire, Question 8

“B6/Q8. If yes, on what percentage of cases?”

Response: 1% 2% 3% .............................98% 99% 100%

Number/ 1 3
percentage (25%) (75%)
of responses

6.12.14 Occupiers Questionnaire, Section B, Question B7,
Developers Questionnaire, Question 9

“B7/Q9. Have you had to pay VAT on total site value where only part of the
site has been developed?”

Response: YES_________NO
Number/ 3 49
percentage (6%) (94%)
of responses

6.12.15 Occupiers Questionnaire, Section B, Question B8,
Developers Questionnaire, Question 10

“B8/Q10. If yes, on what percentage of cases?”

Response: 1% 2% 3%...........49% 50% 51%.........98% 99% 100%

Number 1 1 1
Percentage (33.3%) (33.3%) (33.3%)
of responses

6.12.16 Investors and Developers Questionnaires, Question 3

“Q3. On what percentage of properties do you charge VAT on rents?”



Surveyors questionnaire, Question 1

“Q l. On what percentage of your clients’ property portfolio have they opted to tax 
rents?”

Response: 0% 1-20% 21-40% 41-60% 61-80% 81-99% 100%

Number/ 8 22 5 2 3 9 6
percentage (14.5%) (40.5%) (9%) (3.5%) (5.5%) (16.5%) (11%)
of responses

6.12.17 Investors and Developers Questionnaires, Question 4

“Q4. What percentage of your commercial property portfolio is held fo r:” 

Surveyors Questionnaire, Question 2

“Q2. What percentage of your clients’ property portfolio is held fo r:”

Response: Investment__________ Development________Other (Specify)
percentage 67% 28% 5%
responses

6.12.18 Surveyors Questionnaire, Question 3

“Q3. Are you aware of any overseas investors who have been unwilling to invest 
in the UK as a result of the VAT treatment of UK property?”

Response: YES_________ NO
Number/ 1 14
percentage (6.6%) (93.3%)
of responses

6.12.19 Investors and Developers Questionnaires, Question 5,
Surveyors Questionnaire, Question 4

“Q4/5. Assess the following statements based on your own experience: (4 =  always 
true, 3 =  mostly true, 2 =  sometimes true, 1 =  little truth, 0 =  never 
true).”

Response: Always Mostly Sometimes Little Never
True True True Truth True

Investors will continue to opt to tax rents 13 9 3 0 0
after purchasing a let commercial building (52%) (36%) (12%) (0%) (0%)
where VAT is already being charged on 
rents.



Response: Always Mostly Sometimes Little Never
True True True Truth True

Site bids will be reduced when VAT 
cannot be recovered.

Investors who cannot recover VAT favour 
unelected buildings to retain flexibility 
in tax treatment.

14 17 12 6 3
(27%) (33%) (23%) (11.5%) (5.5%)

7 9 6 2 0
(29%) (37.5%) (25%) (8.5%) (0%)

Investors who cannot recover VAT are 1
unwilling to fund new freehold (4.5%)
commercial schemes.

Investors who cannot recover VAT prefer 2
to take a long lease of a new commercial (11.8%)
building with an option to purchase the 
freehold after three years.

Investors who cannot recover VAT favour 2
refurbishment as there is no VAT on site (9 %) 
costs to pay.

7 9 6 0
(30.5%) (39%) (26%) (0%)

5 5 5 0
(29.4%) (29.4%) (29.4%) (0%)

4 7 9 0
(18%) (32%) (41%) (0%)

Tenants who cannot recover VAT paid 16
on rent want to pay a lower rent. (31.5%)

18 10 1
(35.5%) (19.5%) (11.5%) (2%)

Developers will opt to tax every new 
freehold commercial building to ensure 
the recovery of VAT on construction 
costs and site purchase.

II
(24.2%)

25 1
(55%) (11%) (2.2%) (6.6%)

Developers who cannot recover VAT 1
favour refurbishment as there is no VAT (4%)
on site costs to pay.

3 11 4 5
(12.5%) (46%) (16.5%) (21%)

Developers who cannot recover VAT 2
will be discouraged from the development (4.5%)
of new sites.

21 12 7 2
(48%) (27%) (16%) (4.5%)

Tenants who cannot recover VAT will . 0
take less floor space to offset (0%)
irrecoverable VAT.

0 2 10 3
(0%) (13.3%) (66.6%) (20%)

Tenants who camiot recover VAT will 0
pay a premium or more rent to secure an (0%)
unelected building

Tenants who camiot recover VAT will 1
move to avoid having to pay VAT on (7 %)
rent

3 6 5 1
(20%) (40%) (33%) (7%)

0 3 10 0
(0%) (21.5%) (71.5%) (0%)

A two tier rental market has developed in 0 
certain commercial areas. (0 %)

3 6 6 0
(20%) (40%) (40%) (0%)



6.12.20 Investors and Developers Questionnaires, Question 6

“Q6. Based on your own experience, indicate to what extent the VAT position will 
affect whether a scheme will proceed. (4 =  crucial, 3 =  very significant, 2 
=  significant, 1 =  slightly significant, 0 =  no significance).”

Response: crucial very significant slightly no
_____________ significant_________________ significant significance

Number/ 2 9 15 8 2
percentage (5.5%) (25%) (41.7%) (22.3%) (5.5%)
of responses



APPENDIX 7

TOWARDS A CONCEPTUAL FRAMEWORK FOR A MODEL OF THE 
COMMERCIAL PROPERTY MARKET

Chapter 4 considered economic price theory as a possible explanation of the impact 
of waiver of exemption on the commercial property market. It was shown that in 
applying this theory, which predicts the effect of taxes on the demand and supply of 
a commodity, to the commercial property market, that rents would be lower post­
tax and there would be a fall in the quantity supplied.

It was concluded that to further this research a quantitative analysis would be 
required to derive the demand and supply curves for the commercial property 
market and that this was beyond the scope of this research. This appendix begins to 
consider how this quantitative analysis might be approached.

An initial literature review of housing market models was carried out in an attempt 
to find a model which might be adapted for the commercial property market.

This appendix begins by considering some significant characteristics of the 
commercial property market and then focuses on Maclennan’s approach to housing 
market models as a basis for developing a conceptual framework for a model of the 
commercial property market. This framework is critically discussed towards the 
end of this appendix.

Finally issues including data/resource requirements and collaboration are considered 
and the appendix concludes with an analysis as to how this research might proceed.

CHARACTERISTICS OF THE COMMERCIAL PROPERTY MARKET

Property is generally recognised as a multi-dimensional commodity embodying a 
variable mix of characteristics, from which consumers demand a flow of services. 
The commercial property market comprises a series of complex mechanisms.

There are several features of this market and its mechanisms which suggest that it 
will not conform to the simple assumptions associated with other models such as 
those of the housing market.

For example individuals will transact in the market infrequently. Whilst they may 
obtain some general market information from sources such as the media, this will 
not be of sufficient detail to base specific choice decisions.

The nature of the market which experiences constantly changing property 
characteristics, prices and vacancy rates ensures that information once obtained will 
quickly become obsolete. Potential movers are thus faced with a situation of 
imperfect information.



Purchasers will generally wish to evaluate each property in some detail as an 
acquisition which is less than satisfactory may involve a considerable loss and may 
be difficult to reverse in the short term.

The complexity of commercial property further exacerbates the problem of 
evaluation and may mean that individuals are open to influence by property market 
professionals who shape their tastes and choices.

The dispersed spatial nature of property will add time, travel and psychic costs to 
the search process.

The general system of renting commercial property does not conform to the 
assumptions of housing market models which relate to the single transaction of 
house purchase.

There are a number of factors associated with the commercial property market such 
as lags in the supply of new completions, fixity of the second-hand stock and 
reliance on institutional finance which result in an almost constant disequilibrium 
within the market.

The following section goes on to consider Maclennan’s (1) approach to modelling 
the housing market which may overcome some of the problems discussed in this 
section associated with modelling the commercial property market.

MACLENNAN’S ALTERNATIVE APPROACH

Housing market models may represent a satisfactory explanation of parts of the 
housing market. For example, Maclennan suggests that;

“ ...the filtering model was evaluated as being a series of specific, 
inductively based hypotheses which may have applicability in some locations 
and periods...” (2)

The essential problem is that these models cannot serve as general models of urban 
housing demand or housing market dynamics.

Maclennan (3) goes on to suggest an alternative approach to housing market models, 
which is equally applicable to the commercial property market. This continues to 
apply economic principles within a structure of concepts and assumptions.

Maclennan suggests a series of detailed analyses of the urban economy which will 
build up a general and relevant level of understanding which may exceed the 
understandings derived from general equilibrium models which start with a series of 
overgeneralised assumptions. In essence the approach suggested represents an 
aggregation of a series of individual studies of constituent parts of the market to 
provide a representative explanation of the whole.



The remainder of this section outlines a possible framework for the economic 
analysis of the commercial property market based broadly on M aclennan’s 
alternative approach.

A POSSIBLE FRAMEWORK FOR THE ECONOMIC ANALYSIS OF THE 
COMMERCIAL PROPERTY MARKET 

The Concept of Equilibrium

Maclennan argues that it is essential to develop a broader concept of equilibrium 
which is more appropriate to the property market. Presenting the case for a change 
in the traditional methods of equilibrium analysis, Maclennan uses the case against 
the assumption of a state of long-run competitive equilibrium in the access-space 
model, presented by Whitehead and Odling-Smee;

“The concept of equilibrium in the conventional sense is particularly 
inappropriate in the urban housing market because such factors as transaction 
costs are of more than usual importance. ” (4)

Maclennan then proceeds to argue that alternative concepts o f equilibrium can be 
developed which do not imply the existence of perfect economic order and the 
absence of frictions such as that presented by Hahn who argues that it is;

“ ...reasonable to require of our equilibrium notion that it should reflect the 
sequential character of our actual economies, (and that) this in turn requires 
that information processes and costs, transactions and transaction costs and 
also expectations and uncertainty be explicitly and essentially included in the 
equilibrium notion.” (5)

Maclennan argues that even at an aggregate level and over a period of comparable 
episodes Hahn’s state of equilibrium would hold in a set o f structurally stable 
equations describing successive periods.

Housing Choice and Demand

Maclennan then proceeds to develop a research framework for analysing the process 
of housing choice and demand, drawing on models of mobility and spatial search 
behaviour developed in urban geography by Moore/Clark and the information and 
adjustment models of Phelps and Pissarides (6)

Maclennan’s framework of housing choice and demand is an extension and 
formalisation of the mover-stayer model used in the analysis of population 
migration, shopping behaviour and labour market analysis. M aclennan’s analysis 
focuses on the household or in the case of commercial property the individual or 
individuals responsible for making the decision to move, ie the decision taker(s).

The model framework proposed does not assume a specific market structure nor that 
a neoclassical equilibrium is a necessary component of conceptual organisation.



The conceptual framework does make some broad assumptions about the structure 
of what in this case would be the commercial property choice decision. The direct ?
linkages between individuals and market institutions are identified.

To make the framework operational and measurable certain additional conceptual 
boxes are introduced, eg pre-search aspirations. The framework does not make a 
priori assumptions regarding the objects of process or choice. No prior assumption 
is made regarding the behavioural assumptions by which the stages of the choice 
decision are linked.

Maclennan initially assumes that the household is receiving a given utility or 
satisfaction from their present dwelling. This assumption may be extended to 
commercial property where the occupier can be assumed to be receiving a given 
level of satisfaction from their present property.

Each occupier has a series of activities, requiring inputs of time and resources J
which are related to the characteristics of the property, location and neighbourhood. 4
Decision taker(s) may not be equally satisfied or dissatisfied with their property 
provision.

For a move to occur the decision taker(s) must perceive a minimum threshold of 
dissatisfaction. The impetus to move may occur over time as this may be necessary 
to recognise dissatisfaction.

Maclennan identifies a series of “triggers” (7) which determine when the household 
will actively enter the housing market. These include long term events such as 
increasing income, family size and others which are well defined in established 
models such as filtering. An important area of research will be to establish what 
triggers the decision taker(s) into action.

It is possible to identify a number of triggers in the commercial property market 
which may initiative the decision to actively enter the market. For example, the 
general state of the economy may trigger expansion or contraction of a firms 
operation requiring more or less commercial property.

Changes in population structure may influence the demand for firms products and 
hence their space requirement. A sudden increase in the availability of credit or a 
reduction in interest rates may allow firms the opportunity for expansion. Changes 
in infrastructure such as a new road or rail link may provide an opportunity to 
reduce costs by moving to another location which has become more accessible.

Changes in technology may trigger a requirement for new premises. For example 
computerisation may require a building with improved floor loading. Changes in -j
government regulations such as hygiene may produce a situation where it is more 
cost effective to move to alternative premises than to upgrade existing.

an
■



The Process of Evaluation

The next step will be for the decision taker(s) to evaluate alternative premises. This 
process of evaluation is complex for the commercial property market. It may be 
assumed that the decision taker(s) will have some form of utility function for 
commercial property the precise details of which cannot be known or assessed a 
priori by the researcher. The particular form of this utility function is an important 
research issue. This should not be assumed or initially imposed.

Maclennan suggests that a possible approach based on a research survey strategy 
may be appropriate. This would ask respondents to attach an importance or rank to 
the characteristics of property which influence their choice.

Such an approach could be adapted in the context of commercial property. A 
number of characteristics which might influence choice are immediately apparent 
such as government intervention, costs of occupation, nature of the built 
environment and location.

Governments may influence the choice of commercial property by either taxation or 
allowances. An example of the latter would be enterprise zones or freeports. 
Government intervention may also have an indirect influence, for example, security 
of tenure legislation.

Costs of occupation often represent a commercial occupiers main outgoing. These 
include rent, rates, heat, light power, insurance and repairs. The opportunity to 
reduce the costs of occupation may often be a compelling reason to move.

The nature of the built environment will also influence the choice of commercial 
property. This may be subdivided into a number of factors which include the 
building’s size; normally occupiers would be unwilling to rent more than they 
require as this may add to costs. Age will also be an important characteristic. 
Older obsolete buildings may add to repair costs but may be available at lower 
rents.

High standards of design and specification may be an important characteristic for 
companies seeking a prestigious headquarters building. The availability of suitable 
buildings may restrict the decision takers choice of commercial property.

The increasing use of the car as a principal means of transport has led to the 
increasing need for car parking on site or close by. For some occupiers this may be 
a particularly important factor in their choice of commercial property.

Location continues to play an important role in the income generating capacity of 
land and buildings. Kowalski and Paraskevopoulos (8) in a recent paper 011 the 
impact of location 011 urban industrial land prices allude to its importance. They 
conclude that location close to communication links and within industrial park 
themselves have positive impacts on unit prices.



Access to good transport facilities may be a particularly important requirement for 
some occupiers such as those who require raw materials and products to be 
transported by road. Access to the labour market may be an important requirement 
for labour intensive industries. The quality of environment may be important to 
office users.

Maclennan suggested that uncertainty with regard to income, the pattern and level 
of excess demand and search costs may also influence property evaluation.

The Search Process

The decision taker(s) will next move to the active search process which Maclennan 
identified as comprising three distinct phases. Prior to the active search phase the 
decision taker(s) will form aspirations or targets, on a limited number of targets 
which they can obtain, eg rent, size and location. During this phase the decision 
taker(s) will receive information from a number of indirect sources such as local 
press or casual acquaintances.

The second phase is denoted by a careful scrutiny of different alternatives. In this 
phase random search is abandoned in favour of an ordered pattern of search in 
relation to broadly defined initial aspirations and perceived constraints.

The third phase is characterised by a detailed evaluation of specific properties. This 
phase would include obtaining detailed information such as surveys or schedules of 
dilapidation. Costs will be incurred in obtaining this information and visiting 
potential properties. Details of the costs of moving will be established in terms of a 
number of factors including social aspects such as the impact on their existing 
labour force as well as the actual cost of the physical move.

The Bid Formation Process

Having evaluated the alternatives, the decision taker(s) moves into a bid formation 
process which may be heavily influenced by the institutions in the commercial 
property market.

This is an area where significant research will be required to establish the market 
mechanism linking the bid formation process with the utility function, for example, 
how decision taker(s) relate characteristics such as the built environment to rent 
bids.

Horowitz’s research (9) into bidding models of the housing market may assist in 
research into the bid formation process.

The nature of the firm may be an important consideration in the bid formation 
process. Major international companies such as ICI may adopt a different approach 
to regional or local companies.



The tax status of the occupier may also be an important influence. KFR (10) 
suggest that exempt occupiers will be attracted to unelected buildings and the 
requirement to pay VAT might influence exempt companies rent bids.

Closely linked to the bid to rent commercial property will be the terms of 
occupation. These may influence the nature of the bid. For example the rent 
review patterns may influence the level of rent. A tenant may be prepared to offer 
a higher initial rent for a lease with a longer review period.

The repairing liability under the lease may also affect the rent bid. An occupier 
with an internal repairing lease may be prepared to pay more rent because his 
repairing liability is likely to be less than an occupier taking a full repairing lease.

Leases which adversely affect the occupiers ability to assign or sub-let his interest 
may affect the rent bid. For example an occupier who needs to move regularly may 
be prepared to pay more rent for a short term lease.

The user clause in a lease may also be an important factor when considering the rent 
bid. Tenants may benefit from an open user which may ensure an easier disposal of 
their interest. However landlords may require a higher rent for an open user clause.

The formation of a bid-price, particularly the negotiations which take place between 
landlord, tenant and their professional advisers, is clearly another important area of 
research. It would be incorrect to make a priori assumptions regarding this at this 
stage.

Maclennan suggests that in forming a bid-price which is considered acceptable, the 
decision taker(s) form a direct link with the supply side of the property market. 
The supply side of the model will be examined in the following section.

Supply

It is proposed that the supply side of the model will be treated in an essentially 
similar manner to the demand side of the model discussed above.

Whitehead suggests that;

“the supply of accommodation in the UK is made up of the stock of existing 
housing +  the supply of new private dwellings (completions) -I- conversions 
less demolitions.” (11)

A similar statement can be made about the supply of commercial property in the 
UK, which is made up of the stock of existing commercial property +  new 
commercial property (including conversions) less demolitions.



Maclennan suggests that;

“  in examining the supply side of the housing system, the focus of
interest rests upon how the flow of housing services supplied in the market 
will vary with house price changes. ” (12)

This suggests that a model of the supply side of the commercial property market 
should focus on how the flow of commercial services supplied varies with changes 
in price/rental levels. The next two sections consider firstly the supply of existing 
commercial stock and then the supply of new commercial property.

The Supply of the Existing Commercial Stock

The supply of existing commercial property will either be from owners or tenants 
wishing to dispose of their interest.

Occupiers may be assumed to derive a given level of utility from occupying 
commercial property. It may therefore be possible to derive a utility function for 
occupiers, identifying and ranking those characteristics of commercial property 
which are important to this group.

Landlords willingness to hold a desired inventory of vacant space is considered by 
Shilling, Sirmans and Corgel (13) in their paper on the price adjustment process for 
rental office space. Research by Steven Grenadier (14) into local and national 
determinants of office vacancies may also prove useful in researching this part of 
the model.

A number of potential characteristics are immediately apparent and these are 
considered below.

An important motivation in holding commercial property is as a means of storing 
wealth and generating income. Its ability to maintain and improve on both these 
factors will affect its attractiveness.

Investment in commercial property may be only one of the investment opportunities 
open to companies and individuals. The return from other methods of investment 
will also be an important consideration. For example investing in stocks may yield 
a better return without the problems of managing rented property causing investors 
to switch. This represents an important link between the commercial property and 
investment markets which will be an important area of research.

In many cases the purchase of investment property will be funded with borrowed 
money. Interest rates and the availability of sources of funding may be important 
factors in the supply of commercial property. Funding for commercial property 
may be restricted to the major international banks. This represents an important 
link between the commercial property, government interest rate policy and the 
financial markets which once again will form an important area of research.



Landlords willingness to supply property to let may also be influenced by 
government through taxation, at a local level in the form of rates and at a national 
level through capital taxes, ie empty rates. Central government may also influence 
the willingness of investors to make available commercial property to rent through 
legislation such as security of tenure.

Another source of supply of existing commercial stock is from tenants wishing to 
assign their leases. It is possible to identify a number of factors which trigger 
disposals, for example, companies contracting in a recession or needing to relocate.

Tenants may want to move but may have difficulty in assigning their lease. Factors 
such as the form of assignment clauses within leases and the general state of the 
economy may be important influences on the supply of existing stock from tenants.

Thus it may be possible to identify the market mechanisms which underpin the 
supply of existing commercial property. The following sections goes on to consider 
the supply of new commercial property.

The Supply of New Commercial Property

The supply of new commercial property for rent is provided by construction firms 
building for owner occupiers and investors who may retain the freehold and let to 
tenants.

It is possible to recognise three distinct phases in the development of new 
commercial stock; a demand assessment phase, where the objectives of the 
development are set out and the production decision is made; the project planning 
phase, linking the supply of commercial property to the land and capital markets; 
and the construction phase, linking the supply of commercial property to the labour 
and materials markets. Each phase and its linkages with other markets will be 
considered briefly below.

The Demand Assessment Phase

Before embarking on a scheme to develop new commercial property the instigator 
will almost certainly undertake an assessment process to establish the market for the 
completed property.

This will include an assessment of needs, requirements and some basic indication of 
the cost of the scheme. For investors this may also include an assessment of the 
state of the commercial property market, other markets and the anticipated income 
from the completed project.

An important part of the research will be to establish what investment criteria 
investors seek from commercial property market, other markets and the anticipated 
income from the completed project.



The investment criteria might include the likely rent, size and style requirements of 
potential occupiers, locations available/favoured, demand from potential occupiers, 
rental/capital growth and vacancies. This research might include shopping surveys, 
the assessment of risk and the possibility of pre-lets.

The income generating capacity of the completed property will be a particularly 
important factor to any investor involved in commercial property development. 
This will include not only its ability to generate income but to sustain this and grow 
in real terms. Acceptable rates of return may vary between investors.

The decision to build is likely to be based as much on future expectations of rental 
levels as on existing. It might be at this point that an assessment of how the supply 
will vary dependent on rental levels will be made.

Government policy may influence the decision to construct a new commercial 
building in a particular location, for example incentive schemes designed to 
regenerate depressed areas.

Having made the decision to develop a new commercial building the next phase of 
the supply of new commercial stock is reached.

The Project Planning Phase

In this phase the detailed planning of the project begins.

Most new development is funded on borrowed money. Interest rates and the 
availability of credit will be important influences on the supply of new housing 
stock. Rising interest rates may have a significant impact on the cost and viability 
of any scheme. This represents an important link between the supply of new 
commercial stock and the capital markets.

The costs of the scheme will represent a major influence on the supply of new 
commercial property. For example in periods of high cost inflation the project may 
no longer be viable and the scheme aborted. Costs will include professional fees 
(architects, planning) in addition to the building costs of the project. Design costs 
may be influenced by new innovations for example system building.

Land costs often represent a significant percentage of the total costs of any scheme. 
This represents an important link with the land market. Land banking has become 
an important feature of modern property development. This involves the buying 
and holding of land for development now in the expectation of future development 
and increase in land costs.

Land may be held with planning permission and designs available to reduce the 
reaction period. This represents an important link between the supply of new 
commercial stock and the planning process which will be another important area of 
research.



Having completed the planning phase construction of the project may be 
commenced.

The Construction Phase

This phase involves the construction of the new commercial building which may 
take several years. The supply of new commercial property may also be influenced 
by those engaged to complete the development and by the structure of the 
construction industry. The industry is characterised by a large number of small 
firms and low productivity.

A large number of small firms suggests an industry which is highly competitive. 
But in certain circumstances, for example, where the project is specialised only a 
limited number of companies would be able to provide the necessary skills to 
complete the process and the market is much less perfect. The industry is highly 
labour intensive having strong links with the labour market and wage rates. 
Sustained periods of high wage inflation may be a particular problem for costs. The 
requirement for large scale project management and control of some developments 
may add significantly to costs.

There is likely to be a time lag between commencement and completion of the 
project. This may have a significant impact on the variables within the scheme, 
which may change over time. Climatic factors may also influence the completion 
date often causing delays during winter months.

Investors may be forced to revise their assessment as variables change over time. 
For example the demand for the completed development may change before 
completion. Thus the influence of time on the supply side of the market will be of 
considerable significance and an important area of research.

The development costs of any scheme will be closely linked to the market for 
materials. Maclennan (15) suggests that forty percent of the value of contractors 
output is materials and these are very important in the overall process.

At some point, usually after the planning phase or even on completion of the 
construction of the commercial project the process moves to the active search phase 
which is examined below.

The Active Search Phase

Once the commercial property is available either as new or existing stock the person 
responsible for the disposal of that property enters an active search phase to find a 
suitable occupier.

This process will often involve property professionals and will represent an 
important area of research. Costs will be involved as commercial property agents 
are likely to be instructed to dispose of the property. Active marketing may be 
undertaken with expenditure on promotion.



The process ends by identifying a suitable occupier linking the demand and supply 
sides of the model through the bid-acceptance process. This process involves 
agreement of terms and the conclusion of the deal.

In conclusion, Maclennan suggests that;

“A behavioural approach ....................... has much to commend it .” (16),

enabling market imperfections, uncertainties surrounding the development decision 
and the objectives o f the developer to be clearly stated. Such an approach also 
enables important links between the supply of commercial property, the land,
capital, labour and material markets to be fully investigated.

But Maclennan is under no misapprehension that;

“The housing supply curve is as difficult to identify, measure and interpret 
as housing demand. ” (17)

CONCLUSIONS

This conceptual framework for a model of the commercial property market follows 
the approach suggested by Maclennan to analyse consumer urban housing choice 
and demand. The approach is based on the aggregation of detailed individual
studies to provide a model of the whole market.

Demand is assessed on the basis that decision taker(s) derive a given level of 
satisfaction from occupying commercial property. Triggers can be identified which 
initiate a requirement to move and an evaluation process begins. The decision 
taker(s) will then formulate a bid.

At this point the link with the supply side of the model is established. The 
processes which underpin supplying new and existing commercial property can be 
identified. Once the production or disposal decision has been made the process may 
then enter an active search phase to find a suitable occupier sometimes in 
conjunction with the detailed planning and construction processes. The process ends 
with bid-acceptance linking with the demand side of the model.

This approach is more detailed, less disaggregated and less hypothetical than 
neoclassical models of the housing market. Its usefulness has yet to be established 
but a number of arguments can be advanced in its favour;

(1) This approach lays stress on identifying through a detailed 
study of those involved in the decision process how 
commercial property choice is made.

(2) The model takes into account the market mechanisms and processes, 
allowing for their adjustments.



(3) The role of the property professional is allowed for.

(4) The framework allows for the quite obvious links between demand
and supply which are not treated in isolation.

(5) The model enables the use of earlier neoclassical/other models where 
appropriate and useful.

The preceding sections begin to develop a conceptual framework for a model of the 
commercial property market. It is apparent that the market is highly complex and 
considerable further research into the various market mechanisms will be required. 
Maclennan summarises the research required by stating that;

“ it is only by embarking on a long series of widespread and systematic
studies of the housing choice processes that richer insights for theory and
policy will be gleaned. ” (18)

The following section goes on to consider the data/resource requirements and the 
possibility of collaboration in the context of developing model of the commercial 
property market.

DATA REQUIREMENTS, COLLABORATION AND RESOURCE 
REQUIREMENTS

Wheaton and Torto summarise the essential difficulty for researchers of commercial 
property, thus;

“Research about commercial property markets has been hampered by the 
general absence of information on rental rates. Without systematic data 
about rents and prices, much of the research done on housing has yet to be 
duplicated in the commercial space market” (19)

It is difficult at this conceptual stage to identify precisely the data requirements. 
However, these fall into three broad areas based on the framework developed in the 
preceding section;

(1) information about property characteristics such as rent, occupation 
costs and lease terms;

(2) economic data, including information on financial markets, interest 
rates, credit and the general state of the economy; and,

(3) miscellaneous data shown to be connected with the operation of the 
commercial property market, such as population data, information 
about the labour and materials markets.

Economic and miscellaneous data is available through such mediums as the Census, 
Bank of England Bulletins and Central Statistical Office Financial Statistics. But, as



Wheaton and Torto suggest, commercial property data is scarce. Some of the larger 
commercial property agents have their own research departments which produce 
data on commercial property. But this is often specific to a particular area or type 
o f property (eg Knight Frank Rutley Quarterly Report on Central London) and do 
not provide the detailed information which would be necessary in modelling the 
whole commercial property market.

It may therefore be necessary to collect the data required from source and this has 
implications for both resource requirements and collaboration. It is obvious that to 
attempt to model the commercial property market is a considerable undertaking 
because of the markets complexity. It would be impossible to attempt to produce a 
model o f the commercial property market without the assistance of a collaborating 
organisation to provide the resource requirements necessary in terms of accessing 
raw data.

An organisation is unlikely to be interested in collaboration without return and 
Maclennan alludes to the benefits of further research into housing supply thus;

“A more precise understanding of the housing supply system would 
contribute to housing theory, the development of housing policy, the overall 
modelling of the urban economy, and interpretation of the macro-economic 
role, both in relation to output and inflation of the housing system .” (20)

The incentive, is then the same for those involved in commercial property, that by 
extending research into this area the operation of the market and possibly the 
potential for increased profits will be improved by increased knowledge.

It is possible to identify those who have an interest in commercial property and 
might represent potential collaborating organisations. It is now recognised that 
commercial property is an important part of the overall economy and the 
Government may be interested in research which might further develop that sector 
of the economy.

Those directly involved in the operation of the market itself may represent potential 
collaborating organisations with the required resources and good access to raw data. 
These might include those involved in investment, such as pension funds; those 
involved in development, such as the national developers, Wimpey, Laing, Costain, 
etc; and those involved as commercial property agents, such as the research 
departments of Richard Ellis, Jones Lang Wooton, etc.

Finally those already undertaking research in this and associated areas may represent 
potential collaborating organisations. These might include university departments 
both in the UK and overseas.

Having established the data, resource requirements and the potential for 
collaboration at this early conceptual stage, the following section goes on to provide 
a critique of this conceptual framework for a model of the commercial property 
market.



CRITIQUE OF THE CONCEPTUAL FRAMEWORK FOR A MODEL OF
THE COMMERCIAL PROPERTY MARKET

This section provides a critical analysis of the conceptual framework for a model of 
the commercial property market discussed in the preceding sections. The principal 
areas of criticism are that the model framework lacks rigour; that there are problems 
with specification, linkages and data availability.

It is apparent based on the foregoing analysis that the commercial property market, 
like the housing market, is extremely complex. The conceptual framework 
discussed in the preceding sections may be criticised 011 the basis that it does not 
represent a rigorous appraisal. The above framework does not represent a set o f 
well defined and accepted concepts and research techniques which form a basis for 
hypothesis derivation and testing. However, it is not possible to provide a rigorous 
appraisal at this early conceptual stage because the model will evolve as the research 
progresses.

It may also be argued that the model framework in its present form represents a set 
of empty boxes which will remain unfilled because of the expense of observing the 
market. The lack of suitable data presents a particular problem. Maclennan (21) 
points out that the absence of a wide base of empirical research presents problems in 
making generalisations, for example, about the characteristics of the search process. 
His suggested approach is only a “tentative outline” which relies on limited 
empirical backing. It is recognised that there are few empirical estimates of either 
demand or supply side parameters available for discussion, factors which make 
model specification particularly difficult at this conceptual stage.

The framework may be criticised as loose and the specification of some parts of the 
model is extremely limited. But this is necessary because there should be no a 
priori assumptions which restrict the model. To illustrate, it is recognised that the 
property function is complex and there is little empirical evidence that property 
attributes actually satisfy wants. Rather than imposing a particular form of utility 
function a priori it should be an important research question to establish which 
attributes are important and further how such sources of satisfaction vary across 
different groups. It is vital that the importance of attributes is identified by research 
rather than inferred from ex-post market data. Particular care is required to avoid 
oversimplification and assumptions which are devoid of reality, the pitfalls of many 
earlier models of the housing market.

Both Whitehead and Maclennan, the latter by reference to research into the labour 
market (22), highlighted the problem that to produce meaningful research this must 
be undertaken over several years. Maclennan suggests over twenty. This would 
present practical difficulties, not only in terms of how to observe the market over 
such a long time period, but also in collaboration with many years research being 
required before any return could be achieved.

Whilst it may be possible to study market mechanisms and processes at a micro- 
economic level, there may be particular problems in the aggregation processes to



form a model of the whole market. The very diversity of the market itself, for 
example, office, industrial, retail - primary, secondary, tertiary, shopping centres, 
parades, kiosks, etc. may present particular problems in the aggregation process.

In carrying out research into waiver of exemption it is necessary to consider changes 
in rent. This requires the exclusion of the owner occupied sector of the market. 
There may be difficulties in isolating this part of the market.

Chapter four established that the impact of waiver of exemption is specific to a 
particular sector of the commercial property market, exempt occupiers. The model 
fails to specify how the impact of waiver of exemption on a small sector of the 
market will be isolated and researched. There may also be difficulties in isolating 
waiver of exemption from the other tax changes including those introduced as part 
of the Finance Act 1989.

It is also recognised that there are a limited number of fully exempt tenants on 
which to base any research and this may present particular problems in producing a 
representative sample.

Hahn’s equilibrium assumes rational plans and feasible reactions are instantly 
reconciled. Maclennan suggests that equilibrium will occur when the behaviour of 
economic agents becomes repetitive. But is equilibrium in the commercial property 
market ever achieved? Will it be possible to examine the commercial property 
market in the terms of economic price theory? These are questions which can only 
be answered by further research and the following section examines how this 
research might proceed.

HOW FURTHER RESEARCH MIGHT BE APPROACHED

A conceptual framework for a model of the commercial property market has been 
developed on the basis of an alternative approach to the housing market model 
suggested by Maclennan in this appendix.

This conceptual framework was criticised in terms of rigour, specification and data 
availability. It will be necessary to overcome these criticisms of the conceptual 
framework as the research progresses.

The next step will be to undertake a comprehensive literature review. This may not 
only assist in identifying a suitable collaborating organisation or individual which 
will be necessary before data collection could begin, but may also assist in refining 
the existing model framework and developing the research methodology.

Only when these issues have been addressed satisfactorily will it be possible to 
begin the process of data collection to test the hypotheses which have been 
developed. This data collection will almost certainly begin at a micro-economic 
level with aspects such as the composition of the utility function or identifying 
triggers.



The task is complex but this in itself is not considered sufficient reason to abort the 
research because it is only by research that a deeper knowledge of the operation of 
the commercial property market will be gained.
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