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At a time when interest rates are at relatively low levels in the UK, it is worthwhile considering investing funds into UK commercial property.  Significant savings on potential tax liabilities can be made by taking some simple measures at the outset to appropriately organise the funding and ownership.

The full workings to the various tax computations on the scenarios outlined below are provided on the attached schedule.

Income Tax Implications

No Tax Planning
Let us first consider Mr X, who is neither resident nor domiciled in the UK. He wants to purchase a property for £1 million, which has a quality tenant paying a rent of £67,500. Unfortunately Mr X does not know how to structure this transaction. 

Mr X therefore decides to pay for the property with £1 million in cash. His annual tax liabilities as a result are £19,952 (assuming he has normal allowances and no other UK income) leaving a net profit of £47,548. 

With Tax Planning

Instead of paying cash for the property, it would be possible for Mr X to borrow up to 70% of the purchase price of the property from the bank. The likely interest rate that would be payable on this would be the base rate plus 1%.

The £700,000 not used could then be invested into a portfolio of shares and for the purposes of this example, we will assume that funds offshore obtain a tax-free return on a share based portfolio of 7%.

The cashflows, in this scenario, would then be as follows:

Mr X would have received the same rent of £67,500, but would have paid interest on the £700,000 advanced by the bank which would then be deductible for tax purposes. Again assuming normal allowances and no other UK income, this would therefore result in a much reduced tax liability of £2,923, leaving a net profit of £11,192.

In order to get to the final position, we would then need to add in the tax-free return on the equity portfolio of £49,000, which means that his net inflow of cash would be £60,192.

Inheritance Tax Implications

No tax planning

Let us assume that Mr X was not in very good health and when he saw how much tax he had to pay he had a heart attack and died. His executors would then face an inheritance tax bill to pay to the UK Revenue of £306,400.

With Tax planning

Instead of buying the property in Mr X’s own name, an offshore company could be used to purchase the property. On Mr X’s death the asset he would leave with this proposed structure is an offshore company. This offshore company is not a UK asset and therefore it would not fall into the UK inheritance tax net, thus saving his estate a liability in the UK of £306,400. 

Other Considerations

It is also worth noting that when borrowing funds for such a project the bank will look at the quality of your tenant and the length of tenancy, rather than the credit rating of the owner of the building.

There are also VAT issues that need consideration when investing in UK commercial property, and therefore prior to finalising any such deal it is advisable to consult with a UK VAT specialist.

The purchase of a property in the United Kingdom by a non-resident is also not subject to any taxation on the capital profit made on any ultimate sale, which also makes a property investment in the United Kingdom an attractive proposition for those clients who can also ensure that no ultimate capital gains tax would be payable on the gain in their own country of residence.

Conclusion

Without proper planning Mr X’s return in a year would have been £47,548, but with some basic tax planning he would have made a saving in the first year of £12,644. 

The inheritance tax consequences are even greater in that a potential liability of £306,400 can be avoided through correct structuring.

This note is intended for general guidance only. There may be additional considerations that need to be taken into account in certain cases. If you require further information, we will be happy to provide more detailed advice based on your particular circumstances.

If you require more information please contact us.
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TAX COMPUTATIONS











   £

1.
Rental Income – no tax planning

67,500


Personal allowance 2000/2001

(4,385)





---------





63,115





=====




£



Tax at 10%
1,520  =
152



Tax at 22%
26,880  =
5,914



Tax at 40%
34,715  =
13,886





---------


Tax Liability

£19,952




=====

2.
Rental Income – tax planning

67,500


Less interest on £700,000 @ 7%

49,000





---------


Profit before tax

18,500


Personal allowance 2000/2001

(4,385)





---------





£14,115





=====



Tax at 10%
1,520
152



Tax at 22%
12,595
2,771





-------


Tax Liability

£2,923




====


Profit after tax

11,192


Add tax-free return on portfolio

49,000





--------


Net Cash Inflow

£60,192





=====

3. Inheritance Tax


Value of property

1,000,000


Less:
Allowance 2000/2001

234,000





------------





£766,000





=======


Potential saving (assuming tax at 40%)

£306,400





======












