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The content of this document does not constitute tax advice.
Formal advice should be sought prior to any planning being undertaken.
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Buy to let tax guide - UK tax relief on finance costs
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The restriction of relief in respect of finance costs incurred
by individual landlords has had significant tax-cost
implications for buy to let landlords as it’s been gradually
introduced in recent years. The introduction of the
restriction on relief has had a material effect on the cash
flow position of buy to let rental businesses and has led
landlords to reconsider the way they choose to run their
rental portfolio.

Before any decisions are made by landlords, consideration
needs to be given to areas such as income tax, corporation
tax, stamp duty land tax (SDLT), inheritance tax and the
annual tax on enveloped dwellings (ATED), as all of these
could affect the tax efficiency of a property business.

OO0 RBye

Many buy to let landlords have considered the use of a
limited company as a holding structure for their property
portfolio. A limited company is not currently subject to the
same finance cost restrictions as an individual, and for
many landlords UK corporation tax on rental profits can be
favourable when compared to UK income tax. As such, in
certain circumstances, the use of a company can alleviate
some of the tax pressures faced by landlords as a result of
legislative change. This is a complex area of taxation and
professional advice is essential.

Further information about EY and the services they provide can be found on Page 23.

Roger Morris
Group Lending Engagement Director
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/{ reminder of the previous rules

Prior to April 2017, the full amount of any finance costs incurred wholly and
exclusively for the purpose of the rental business could be deducted from
gross rental income to reduce taxable rental profits, including mortgage
interest payments.
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Accordingly, many buy to let investors amassed
significantly leveraged portfolios that naturally required
substantial mortgage interest payments to maintain.

“Under the old rules, mortgage
Executive summary interest charges could be set
against the landlord’s income tax

A reminder of the previous rules . . )
exposure to provide relief.

What are the current rules?
The deduction reduced the landlord’s rental income that
would be liable to income tax on property income.

Who are these changes affecting?
9 9 ) Landlords were also able to claim other allowable
deductions from rental income, such as rates, insurance,
Ei lained ) ground rents, repairs, renewals, management and
inance costs explaine professional fees and costs of services provided.
Key implications for landlords )

Action points
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What are the C%ngf ‘Wdﬁeg?

Individual landlords, general and limited liability partnerships, and trustees are
no longer able to claim the full amount of their finance costs as a deduction from
rental income to calculate the taxable rental profit.

This has been replaced with a basic rate tax reduction from Some of the typical qualifying buy to let expenses include:
the individual/partner’s income tax liability.

General maintenance and
repair costs

The effect of these changes on landlords’ cashflows will
only now be fully appreciated as individuals prepare
self-assessment tax returns for the tax year ending

5 April 2021.

As the effect of the changes will result in an increase

in the tax liability for many landlords, those affected
should consider the possible impact on the cash flow and
profitability of their rental portfolio.

Water rates, council tax and gas
and electricity

m‘

Executive summary

The restriction of tax relief only applies to expenditure
incurred on finance costs. Other expenditure incurred that
qualifies for a deduction (repairs, for example) shouldn't

What are the current rules? ) be affected.

As a reminder, the wear and tear allowance has been
replaced with a relief that enables residential landlords to

Who are these changes affecting? ) deduct the costs they incur on replacing furnishings in
the property.

A reminder of the previous rules
Insurance costs

Cost of services (e.g., ground rent)

Finance costs explained )
Agency and property management fees

®
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Key implications for landlords )

Action points °
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Some landlords may find that the tax they pay on their rental income has
risen (or will rise) to in excess of 100% of their overall rental profit. This risk is
particularly prominent for those with low yielding property. The restriction has
been phased over four tax years to apply as follows:

?) [na{ cost reduction [6@5&6 rate reduction
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Who are these c/wmﬂ&g affecting?

The changes apply to individual landlords, partnerships (including limited
liability partnerships), and trustees or beneficiaries of trusts who incur finance
costs in respect of UK and overseas residential property.

The changes haven’t affected landlords holding commercial
property or properties that qualify as furnished holiday
lettings. Importantly, the changes also didnt impact
residential properties owned through a company, which
continue to be able to benefit from finance cost deductions
for the time being.

Whilst many buy to let owners have already been affected,
due to the way the changes have been introduced
gradually, the impact of the restriction may only just be
being felt as tax reporting and payments catch up to the
changes in legislation.

“Landlords need to consider the
impact of increased tax liabilities
on the cash flow and profitability
of their rental business.”
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Finance mﬁ; explained

[
The definition of finance costs is broader than simply interest incurred on

a mortgage. This includes incidental costs incurred in obtaining loan finance,
such as arrangement fees, refinancing fees and legal costs.

[t should also be noted that finance costs for these
purposes aren’t only restricted to costs incurred in
relation to a mortgage or loan. They also include costs
incurred in respect of loans used for the purpose of
repairs and improvements.

Executive summary

66 =0 °
Finance costs also include
A reminder of the previous rules costs incurred in respect of

loans used for the purpose of
What are the current rules?

. . 29
repairs and improvements.

Who are these changes affecting? )

Finance costs explained

Key implications for landlords )

Action points
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Key implications for landlords
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Y LW%L/M@Z(L}(?@ for landlords

Generally, these changes have given rise to higher income tax liabilities for
affected landlords. As a result of the reduction of allowable expenditure,
taxable rental income has increased, resulting in an increase in their total
taxable income.

For basic rate taxpayers the increased taxable rental
income may have moved them into the higher rates of tax.
It could also affect other allowances and income assessed
benefits, such as child benefit.

Inheritance tax

Landlords therefore need to consider the impact of
increased tax liabilities on the cash flow and profitability
of the rental business as, whilst the economic profit of the
property may not have changed, it may have to fund a
higher tax liability due to the change in the tax rules.

Income tax and corporation tax

Annual tax on enveloped dwellings (ATED) . .
“Landlords may wish to consider

transferring existing rental
Intercompany loans properties into a company or
acquiring new property within

2
a company.
Joint tenants vs tenants in common

Despite the introduction of the changes it’s not too late

to consider this structuring option in view of future rental
profits, although professional advice is crucial ahead of any
Back to main navigation affirmative action.
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There are a variety of options to consider when it comes to property ownership,
and the attractiveness of different structures will change over time in
conjunction with changes in law and an individual’s circumstances.

One structure that can be considered, and that can be
particularly useful as a property portfolio holding entity,
is a private limited company - sometimes referred to as a
family investment company. The ownership of a buy to let
portfolio can be transferred to a limited company entity,
and in some cases an existing property business can be
"incorporated" into the company.

In this scenario, finance costs may be fully deducted so

they are received by the company as taxable rental profits.

These would no longer be subject to income tax (up to
45%) as trading income but would instead be subject to
corporation tax (which is currently 19%, although will be
increasing to 25% from April 2023). Additional tax will be
due when the funds are extracted from the company;

if transacted carefully this can be planned in a tax-
efficient manner. Depending on an individual’s specific
circumstances, a limited company can allow for other tax,
succession and practical advantages if set up with care.

Typically, the transfer will be a disposal for UK capital gains
tax and SDLT, meaning that immediate “dry” tax charges
will arise upon transfer, and these transactional taxes in
particular can make the transfer to a limited company
prohibitively expensive. Where certain conditions are met,
relief may be available to extinguish/reduce capital gains
tax. This is explored further in subsequent pages.

Further tax on profit extraction from the company to
individuals can lead to double tax charges and careful
planning of cash extraction should be considered.

There are also increased administration costs associated
with operating a company and there can also be
complicated anti-avoidance provisions that need to be
considered carefully so specialist advice should be taken.

Transferring a property portfolio to a company is a complex transaction from a tax perspective
and can be costly. Landlords can stand to benefit from incorporating a portfolio; however,
they must consider the implications across a range of different taxes, including:

Capital gains tax Stamp duty land tax
(SDLT)/land and buildings

transaction tax

Annual tax on enveloped
dwellings (ATED)

&

Income tax and Inheritance tax

corporation tax
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A transfer of property by a landlord into a company they control is a disposal at
market value for capital gains tax purposes. This means that when transferring
ownership of their buy to let property into a company, a landlord could incur a
tax charge of up to 28% on a property’s market value (less any purchase costs)

even where no cash changes hands.

The market value at the date of transfer will become the
base cost of the property on any future sale. If a property is
sold by the company in the future, any capital gain will be
taxable at corporation tax rates.

Certain relief from capital gains tax on transfer of ownership
may be available, and specialist advice should be sought in
order to explore the availability of such relief. For example,
gains can be wholly or partly deferred by “incorporation
relief” where certain conditions are met, but this can be a
complex area. Where incorporation relief is claimed, the
deferred gain is rolled over and set against the base cost

of the shares in the new company. Therefore, this gain will
effectively be charged when the individual eventually sells
the shares.

Incorporation relief could be available to both individual
landlords and those owning property via a general
partnership or LLP; however, it’s a complex relief and is not
available in all cases. Specialist advice should therefore
be taken.

TAX ON PROPERTY
MARKET VALUE

FOR SALE
'IllnnnlIlllllllllllllllllllllll
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Non-UK resident landlords should be aware of their
obligation to report any disposals of UK property to
HMRC via a non-resident capital gains tax return. Further
information can be found in the subsequent section
concerning non-resident landlords.

Since 27 October 2021, many disposals of UK residential
property (which are not an individual’s main home) are
required to be reported to HMRC within 60 days of

the disposal.

Landlords are therefore likely to have a tax reporting
obligation when selling buy to let properties. Any capital
gains tax due will need to be calculated and paid to HMRC
within 60 days. Penalties will be charged for a failure to meet
the deadline and interest will be payable on late paid tax.

“Where full private residence

relief is available in respect of a

disposal of a main home, there

should be no reporting obligation

or need to pay tax in respect of

the disposal.”
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St Yy (and, (@) (SDLT)
land and buildings transaction tax

Whether a buy to let property is purchased personally, via a company,
or transferred to a company (including situations where no cash consideration
is transferred), SDLT could be payable at rates of up to 15%.

The rates of SDLT can be as low as 0%-5% in certain An example of the application of these rules is shown below
"non-residential" transactions: this includes a situation in to illustrate how significant a difference SDLT treatment can
which six or more residential properties are transferred as make. This example is based on a hypothetical scenario
part of the same transaction. concerning six flats being transferred to a company for

. . . total consideration of £3,000,000.
If the properties are owned by a partnership, certain

complex alternative provisions in relation to SDLT on transfer

of ownership should be a consideration. For example, where T ) )
landlord i . t hio. i tai Residential Commercial Full relief on

d landlord owns properties via a partnership, in certain SDLT rates SDLTrates | incorporation

circumstances there are special provisions which could

allow a transfer to a company to take place free of stamp

taxes. However, these provisions are complex and specialist
advice must be taken as relief is not guaranteed.

Purchase price £3,000,000 £3,000,000 £3,000,000

Higher rates of SDLT will be charged on purchases of

additional residential properties (above £40,000), such as SDLT payable £361,250 £139,500 £o
buy to let properties and second homes.
The higher rates will be 3% above the current SDLT rates 0 _ _£221.750 _£361.250

and don’t apply to corporates or funds making significant
investments in residential property. While we’re unaware
of any planned introduction of an exemption for large-
scale investors, the existing provision under which the
non-residential SDLT rates apply to purchases of 6 or more
properties will continue to exist.
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land and buildings transaction tax

Where a number of properties are being transferred, often reducing exposure to SDLT at the higher rates/bands.
Stamp duty land tax (SDLT)/land and Multiple Dwellings Relief (MDR) may be available where Since April 2021, a 2% SDLT surcharge is required for
buildings transaction tax reduced rates or full relief are not. MDR applies relief based non-UK residents purchasing UK property.

on taking an average value of each property transferred,

15%

Tnduidua

PAYABLE SDLT

4 ompasy

PAYABLE SDLT

Income tax and corporation tax

Annual tax on enveloped dwellings (ATED)

Intercompany loans

Joint tenants vs tenants in common

6 OR MORE PROPERTIES

1-5 PROPERTIES

Back to main navigation
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Where a property business is transferred into a company, the value of the shares
in that company will form part of the individual’s estate, rather than the value of
the underlying properties.

Shares in a residential property investment company are
within the scope of inheritance tax, whereas shares in a
property development company may qualify for "business
Inheritance tax property relief". Individuals who have property companies
with a mixed purpose, carrying out both investment and
development activities, face a risk that investment activity
might affect availability of the relief.

Individuals should therefore seek advice around whether
the value of their estate can be reduced for inheritance
tax purposes.

Income tax and corporation tax

Annual tax on enveloped dwellings (ATED)

Intercompany loans “Shares in a property development

company may qualify for

° ° 29
business property relief.
Joint tenants vs tenants in common

Back to main navigation
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If an individual landlord or partnership transfers the ownership of their
properties into a company, the rates at which they will pay tax on their rental
profits will change.

Corporation tax, which is currently 19% (albeit rising to 25%
in April 2023), will be due on profits rather than income

tax of up to 45%. If the landlord wants to take cash out of
the company, an additional layer of tax will be due on any
dividends paid out (up to 38.1% in 2021-22 and 39.35% from
2022-23) meaning that both taxation for the company

and individual must be considered when assessing costs
associated with operating this way.

Income tax and corporation tax . . .
Additional income and corporation tax rules apply to non-

UK resident landlords outlined in the subsequent section.

Landlords and partnerships should therefore weigh

up whether it would be more tax efficient to hold their
properties personally or via a company, factoring in the
two layers of taxation pertaining to both the company and
the individual. Specialist advice should therefore be taken.

Annual tax on enveloped dwellings (ATED)

Intercompany loans ”
Corporation tax, which is

currently 19% (albeit rising to

25% in April 2023), will be due on
profits rather than income tax of
up to 45%.”

Joint tenants vs tenants in common

Back to main navigation
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ATED is an annual tax payable by companies that own UK residential property
valued above a certain amount. It was initially introduced for properties valued
at in excess of £2m, but then reduced sharply.

Since 1 April 2017, companies owning properties worth more
than £600,000 have been subject to an annual tax charge.

However, specific exemptions to the ATED charges apply,
including where the properties are let to unrelated third
parties on a commercial basis. Where an exemption from
ATED applies, the ATED form must be filed annually and
the exemption claimed. ATED does not apply to individuals,
trusts or partnerships. Broadly the same exemptions can
also apply to the enhanced 15% SDLT charge faced by
companies, referred to earlier.

*Since 1 April 2017, companies
owning properties worth more
than £500,000 have been subject
to an annual tax charge.”
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Intercompany loans can sometimes be used as a means of funding a deposit

required for a limited company.

Consider the following example: an individual operating

a cash-rich trading company may wish to diversify and
purchase a buy to let property, however they may not wish
to purchase the property as an individual, or within their
trading company. There are a number of reasons why this
may be the case:

@ The cash available to fund the purchase (i.e., the
deposit amount) is currently held within the trading
company as undistributed trading profits; extracting
this profit will incur tax charges.

Holding investment assets could prejudice the “trading”
status of the company in the eyes of HMRC.

when applying through a trading company with
a trading company SIC code.

@ Potentially restricted access to mortgage financing
®

Holding property in a corporate entity, and obtaining

a mortgage against the property, can allow for them to
deduct payments of interest when computing the tax
liability on rental profits; this is no longer possible for
individual landlords.

Accordingly, an individual shareholder may set up a
separate limited company entity, and as these companies
are owned by a common majority shareholder they’ll

be connected for certain tax purposes, facilitating
intercompany loans.

Having acquired some financing to purchase a property
the new entity can then seek to enter into a mortgage
arrangement for further financing.

The borrowing/lending parties should carefully consider
any arrangements put in place, including recommended
terms regarding repayment, interest rates and tax reporting
as this is a complex area of taxation and shouldn’t be
entered into without taking professional advice.

“An individual shareholder may set
up a separate limited company
entity, and as these companies
are owned by a common majority
shareholder they’ll be connected
for certain tax purposes,
facilitating intercompany loans.”
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When looking at joint property ownership it’s important to distinguish
between the types of legal ownership between two parties: joint tenants

and tenants in common.

Joint tenancy is where each party shares 100% ownership
of the property irrespective of the size of the contribution
made. Owners are seen to be equally liable for expenses
and equally entitled to profits, unless they’re unconnected
parties and arrangements have been made to vary
economic interests. A key feature of joint ownership is that if
one of the joint tenants dies the property will automatically
pass to the surviving joint tenant, preventing property being
left to other beneficiaries in their will.

On the other hand, under tenants in common each
purchaser can each independently own a specific
percentage share that when combined totals 100%.

The respective shares in the property don’t need to be equal
in size and each individual is able to pass their respective
share onto their beneficiaries in their will. Moreover, each
owner is only exposed to UK taxation on their respective
percentage share of profits and only responsible for that
portion of costs.

The type of legal ownership can be simply varied within
60 days of purchase, however thereafter the process to
change ownership is more complex. Careful consideration
needs to be given to UK tax on transfer, notably CGT

and SDLT.

“A key feature of joint ownership is

that if one of the joint tenants dies
the property will automatically
pass to the surviving joint tenant,
preventing property being left to
other beneficiaries in their will.”
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New landlords should seek specialist advice before purchasing property in order
to ascertain whether it’s more beneficial from a tax perspective, for example,
to purchase via a company or directly, with all relevant taxes considered.

Existing landlords

Prior to transfer, existing buy to let landlords should seek
advice around the implications of transferring their existing
properties into a company. They should be aware of how
this will change the taxation of rental profits, tax charges
that could arise as part of the transfer, potential ATED
charges, and the impact on their estate for inheritance

tax purposes.

Reporting obligations

Both new and existing landlords should consider their
reporting obligations when exploring the use of a corporate
structure as filing statutory accounts and corporation tax
returns can be an arduous process.

This guide is primarily focused on tax matters concerning
UK residents, however non-UK residents should also be
aware of their UK tax obligations.

If you’re concerned you may have an obligation to report
your income to HMRC through self-assessment, seek
professional advice immediately.

The content of this note does not constitute tax advice.
Formal advice should be sought prior to any planning
being undertaken.

“Bug to let landlords should seek
tax advice around the
implications of transferring to
a company structure.”

KentReliance
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Conlocl us

At Kent Reliance for Intermediaries, we pride ourselves on offering a personal service to

all our intermediaries. If you'd like more information about our products and services, or

to discuss a complex case you’re working on, please speak to your business development
manager - their expertise in our broader criteria could help you find the best way to handle

complex cases.

Helen Comben
Business Development Manager

& 07710 032046
< helen.comben@osb.co.uk

Melanie Merchant
Business Development Manager

Q& 07548 239353
><I melanie.merchant@osb.co.uk

Hayley Evans
Business Development Manager

& 07393 145810
< hayley.evans@osb.co.uk

Peter Coombes
Business Development Manager

& 07827 820470
D pete.coombes@osb.co.uk

Amanda Lammers
Business Development Manager

Q& 07552 821759
>< amanda.lammers@osb.co.uk

Nick O’Leary

Business Development Manager

& 07540 157700
P< nick.oleary@osb.co.uk

Zouhair Mihramane
Business Development Manager

QS 07385 938749
< zouhair.mihramane@osb.co.uk
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Gareth Heywood

Business Development Manager

& 07867 448975
< gareth.heywood@osb.co.uk

Claire Aston
Business Development Manager

&S 07769 282302
< claire.aston@osb.co.uk

Sarah Hopkins

Business Development Manager

& 07393 145787
D sarah.hopkins@osb.co.uk

Michael Walsh

Business Development Manager

& 07584 619582
<4 michael.walsh@osb.co.uk

Charlotte Parker

Business Development Manager

& 07584 777934
D<) charlotte.parker@osb.co.uk

Susan Baillie
Business Development Manager

& 07548 239401
< susan.baillie@osb.co.uk

Kate Welland

Business Development Manager

& 07753 136779
B kate.welland@osb.co.uk

Alternatively, call us on 01634 835791 to speak to our team of experts.
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EYBuiIEIinq a better
working world

EY is a global leader in assurance, tax, transaction and advisory services.

The insights and quality services we deliver help to build trust and confidence in
capital markets and economies the world over. We develop outstanding leaders
who work to deliver on our promises to all of our stakeholders.

In so doing, we play a critical role in building a better
working world for our people, for our clients and for
our communities.

EY’s Private Capital team offers tax-related domestic

and cross-border advice and compliance assistance to
business-connected individuals and their associated
entities. Additionally, in today’s global environment,
cross-border services can help meet the ever-growing needs
of internationally positioned clients. Our talented people
and in-depth knowledge can help you effectively manage
your requirements on a global basis, whether you require
our advice or compliance services.

EY refers to the global organisation, and may refer to one
or more of the member firms of Ernst & Young Global
Limited, each of which is a separate legal entity. Ernst &
Young Global Limited, a UK company limited by guarantee,
does not provide services to clients. Information about how
EY collects and uses personal data and a description of the
rights individuals have under data protection legislation are
available via ey.com/privacy. For more information about
our organisation, please visit ey.com

This material has been prepared for general informational
purposes only and isn’t intended to be relied upon as
accounting, tax or other professional advice. Please refer
to specialist tax advisors for specific advice.

EY contact

Jodie Cummings-Barker
Tax Manager | Private Capital | Tax

. +44 (0) 191 255 1035
& Email: jcummings@uk.ey.com
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