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Why might a private landlord want to incorporate?
Companies are not affected by restrictions on finance cost relief.
Incorporation relief can ‘wash out’ all capital gains to date.
For highly geared landlords (where finance costs are more than 30% of
gross rental turnover) the net effective tax rate is often lower than for a
private landlord, even if the landlord draws 100% of profits in the form of
dividends from the company and pays tax on these dividends at the
additional rate.
When building a rental property portfolio, profit is often retained for
reinvestment into buying more property or paying down debt. However,
these profits are taxed heavily for individuals. Companies pay corporation 
tax, which was 20% in 2016/17, 19% in 2017/18 and is scheduled to fall to
18% on 2018/19 and 17% in 2019/20. This is significantly more cost
effective than retaining profits as a private landlord at the higher or
additional rates of personal taxation.
Most non-resident landlords pay tax on dividends from UK companies in
their country of residence, which can result in significantly lower income
tax, sometimes none at all. This is highly dependent on the country of
residence.
Greater flexibility in terms of IHT planning.
Liabilities are limited to the value of the company. Mortgage lenders often
require personal guarantees but there are many other liabilities that are
ring fenced as a result of incorporation.
Ability to raise funding by adding new shareholders.
Ability to make pension contributions.

There are many more!
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When a property portfolio is transferred to a company the CGT position is
no different to selling the properties to a third party, i.e. base cost (purchase
price and capitalised improvements) are deducted from the open market value
of the property(ies) to establish a capital gain. This gain is then added to all
other income and taxed at a rate of 18% for basic rate tax payers or 28% for
higher rate tax payers. However, by claiming incorporation relief CGT may
be substantially reduced or removed completely.

Incorporation relief is available under section 162 TCGA 1992 to help
negate the requirement to pay CGT when converting a business to company
status.

At the point of incorporation, equity in properties is converted into shares in
the company. The value of those shares can be offset against the capital gain.
Therefore, if equity in the property portfolio is at least equal or greater than the
capital gain there is no CGT payable. It is all rolled over into the company
shares.

It is important to note that you cannot pick and choose which properties
are transferred to the company. Incorporation relief only applies when the
“whole business” is transferred.

Tax Consequences of Incorporation
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Case law was established in 2013 in the case of Ramsay v HMRC. Much has
been made of this case by advisers who assume that because HMRC
accepted that Mrs Ramsay spent 20 hours a week managing her block of 10
flats this is some sort of benchmark. The matter is of course subjective
because HMRC lost their case and Mrs Ramsay was indeed entitled to claim
incorporation tax relief. No similar cases have occurred since to our
knowledge. Naturally, the more properties involved in your rental property
business and the more activity you perform, the better your chances are of
being able to claim this relief.

However, since the Ramsay case, HMRC have provided further clues as
to how they now decide whether or not a landlord is running a business. The
best of these clues, in our opinion, came from the National Insurance
Contributions Act 2015 (NICA 2015), through the reform of Class 2 NIC from 6
April 2015. See HMRC’s National Insurance Manual  NIM23800 – “Special
cases – property letting: business for Class 2 NIC”.

To quote from the manual referred to above:

“In order for a property owner to be a self-employed earner, their property
management activities must extend beyond those generally associated with
being a landlord.

For example, ownership of multiple properties, actively looking to acquire
further properties to let, and the letting of property being the property owner’s
main occupation could be pointers towards there being a business for NICs
purposes.”

What is a rental BUSINESS?
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HMRC’s manual NIM23800 goes further to provide us with 4 examples:

1. Samantha lets out a property that she inherited following the death of her
great aunt. This will not constitute a business.

2. Bob owns ten properties which are let out to students. He works full time
as a landlord and is continually seeking to increase the number of
properties he owns for letting. Bob is running a business for NICs
purposes.

3. Claire owns multiple properties that are let. She spends around half her
working time carrying out duties as a landlord and is not looking to
increase the number of properties she owns. If the only duties that Claire
undertakes are those normally associated with being a landlord, then this
would not constitute a business.

4. Hasan purchases properties using “buy to let” mortgages. He places all
letting duties in the hands of a property letting agent who acts as landlord
on his behalf. If the only duties that the property letting agent undertakes
for Hasan are those normally associated with being a landlord, then this
would not constitute a business.

Non-Statutory Clearance
If the commercial viability of incorporation is reliant upon qualifying for
s162 incorporation relief to mitigate CGT falling immediately payable then we
strongly recommend you to seek non-statutory clearance from HMRC before
proceeding. If you don’t obtain non-statutory clearance, and HMRC
subsequently decide you are curating an investment as opposed to ‘running a
business’, they could force you to pay the capital gains tax.
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Property118 Limited provides assistance to landlords to document and submit
their case for non-statutory clearance. The fee for this service is £1,500 +
VAT. However, if HMRC refuse clearance the fee is refunded in full. Naturally,
Property118 Limited only offers this service to its own consultancy clients on a
discretionary basis, i.e. where we are confident that prospects of clearance
being granted are at least reasonable.

Non-statutory clearance requests clearly outline the legislation your business is
reliant upon and shines a spotlight on ambiguities of the legislation and how we
believe it should be applied to your business.

None of the strategies outlined in this eBook fall under the DOTAS rules
(Disclosure of Tax Avoidance Schemes). We only provide bespoke advice on
how to optimise the structure of your business based on legislation and how
that legislation applies to your business. Our advice is not templated and you
will never be asked to sign a confidentiality agreement. Implementation is
always via an experienced, qualified, regulated and insured professional
adviser.

What About Stamp Duty? (read LBTT for Scotland)
Normally, when property is transferred to a third party (e.g. a company) even
if it is your own company, then Stamp Duty becomes payable. However, an
exemption exists for business partnerships which are incorporating.

Beware anti-avoidance rules. If you’re a sole owner at the moment it’s not
quite as simple as forming a partnership one day and incorporating the next.
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What is a partnership?

A partnership is defined in the Partnership Act 1890 act as ‘the relation
which subsists between persons carrying on a business in common with a
view of profit”.

However, the legislation goes on to say that “joint property, common
property, or part ownership does not of itself create a partnership.”

Therefore, it is imperative that to be exempt from Stamp Duty at the point
of incorporation, HMRC must also accept that joint property owners are running
a business.

A common myth is that a Partnership UTR makes some kind of difference.
This is untrue. Whether or not the owners of a property rental business have
had a partnership Unique Tax Reference number issued by HMRC or not
makes absolutely no difference to whether incorporation relief or exemption
from Stamp Duty apply at the point of incorporation.

Beneficial Interest Company Transfer Strategy
When properties are transferred to a company, ordinarily the mortgages will
have to be repaid and the company will need to arrange new mortgages.

However, many landlords have historic mortgage arrangements which they do
not wish to disturb for commercial reasons, i.e. the mortgage terms can no
longer be matched with an equally competitive mortgage product. Another
reason landlords may not wish to arrange new finance is cost. Arrangement
fees, valuation fees and legal fees can very quickly mount up.
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The good news is that refinancing can be avoided by using the Beneficial
Interest Company Transfer “BICT” basis of sale which includes:

1. A business sale agreement by Deed
2. A Deed which transfers the beneficial interest of ‘the whole business” from

the partnership to the company
3. An agency agreement whereby the company appoints the legal owners

of the properties as its agents to make payments to the
mortgage companies, for which the company has covenanted with the
legal owners to be responsible for paying finance costs as recorded in the
business sale agreement and the beneficial transfer Deed.

What is beneficial interest?

There are two parts to property ownership:-

1. Legal title – which is what mortgage lenders take their security against
2. Beneficial ownership – which is what HMRC base taxation on

A well-established principle is that taxation follows beneficial ownership. A
common example of this is if you ask your Bank or stock-broker to purchase
shares for you. The Bank (or Stockbroker) buy the shares as your nominee.
Technically, they your bank or your stockbrokers are the legal owners and you
own the beneficial interest. When dividends are declared, or the shares are
sold for the profit, you, as the beneficial owner, are responsible for the
resultant tax, not the Bank or the Stockbroker. Using the Beneficial Interest
Company Transfer model follows exactly the same principles. You take the
position of the Bank because you purchased the properties. However, the
Beneficial Interest is transferred to the company.
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The BICT process transfers 100% of the beneficial interest (income and
capital gain) in the property rental business to a company, which satisfied
HMRC’s rules for transferring the ‘whole business’. BICT involves no change
of legal ownership so far as HM Land Registry is concerned. The consequence
is that existing mortgages can remain in place without affecting the
mortgage lenders rights.

The Deeds empower the company to be able to call upon the legal owner(s)
to transfer the legal ownership of the property at any time. 100% of the net
sale proceeds must be transferred to the company. In reality, the
persons controlling the company are the same as the legal owners of the
properties, hence there should never be a conflict.

Due to the structure of the Deeds, the legal owners of the property
rental business now stand as bare trustees, i.e. they only hold the legal title in
name but don’t own any share of the rental profits or capital gains. The
outcome is that the entirety of the business sits on the balance sheet of the
company and all income and expenses associated with the property portfolio
accrue to the company.

Do mortgage lenders approve BICT?

In June 2016 Mark Alexander (founder of Property118) won a representative
action case in the Court of Appeal which provides useful case law on this point.
A crucial element of the case established whether mortgage lenders can call in
loans if the borrower is in default. The Court of Appeal ruled they CANNOT.

The short answer is no. However, unless their mortgage terms specifically
preclude the transfer of beneficial ownership there is little they can do to
prevent its use.
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Therefore, it is important to establish whether your mortgage terms contain
conditions precluding the transfer of beneficial ownership. To date, such
conditions have only been discovered in the Terms & Conditions of one
mortgage lender; Capital Homeloans CHL.

Transfers of beneficial interest are common practice for conveyancing solicitors
and there are no reported cases of a mortgage lender having ever been
granted possession on the basis of beneficial ownership having been
transferred.

It is also important to note that transfers of beneficial ownership are completely
invisible to mortgage lenders.

If you seek consent from your mortgage lender to transfer beneficial interest
the response will invariably be a refusal. However, given that there is no
requirement to seek consent, it is simply better not to ask for it!

What about making the mortgage payments?
The legal owner will continue to make the mortgage payments on behalf of the
company, which will have covenanted with the original borrower to service the
mortgage. The company appoints the legal owner/borrower as its clearing
agent to make payments, much like a landlord might instruct a letting agent to
pay contractors. The landlord will only pay tax on money received from the
company to service mortgage payments payments made for acting as the
agent of the company. If no payment is taken for acting as clearing agent for
the company then no tax is due.
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Only the legal owner of a property can grant a tenancy. However, a company
can be appointed to grant a tenancy on behalf of the legal owner in much the
same way as any landlord can instruct a letting agent to grant a tenancy. On
the basis that BICT will have established that the company is the legal recipient
of the benefit of any rent, the company will retain that rent and be taxed on it
accordingly.

What about when the time comes to refinance?
The company will already own 100% of the beneficial interests in the
properties. It will need to call for the legal title to be transferred to the
company before you can refinance. There will be no additional CGT or SDLT
payable on the transfers. This is because these matters would have been
accounted for when the beneficial interests of the partnership were transferred
to the holding company.

New refinancing applications will be in the name of the company. It is highly
likely that mortgage lenders will still underwrite their risks as if they are lending
to you personally, hence you will need to retain an unblemished personal credit
status as well as for the holding company. Mortgage lenders are also likely to
ask you to personally guarantee their exposure to risk.

Due to changes in tax legislation and underwriting rules set by the PRA, more
lenders are offering mortgage products to Limited Companies than ever
before. Their underwriting criteria is more relaxed than is for individual
borrowers as they are not required to consider the implications of finance cost
relief being restricted for companies. Such is the competition for new limited
company mortgage lending these days that most lenders providing mortgages
to companies do so at the same rates of interest as those offered to individual
borrowers. There is speculation that Limited Company mortgage rates might
even become more competitive than for individual borrowers

What about granting tenancies?
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Selling Property
The sale occurs in exactly the same way as it would have done before
beneficial interest was transferred to the company. However, 100% of the net
sale proceeds will become the property of the company once the conveyancing
solicitor dealing with the sale has settled any mortgages secured against the
property and after deducting any costs of sale such as legal and estate agency
fees.

Companies do not pay CGT on capital appreciation. Instead they pay
corporation tax which was 20% in the 2016/17 tax year, fell to 19% in the
2017/18 tax year and is scheduled to fall to 18% in the 2018/19 tax year and
then 17% in the 2019/20 tax year.

Note that companies do not have annual CGT exemption allowances. Instead,
they have indexation allowances. In other words, if your property grows at the
rate of inflation (or less) there will be no corporation tax to pay on sale,
regardless of the sale price.

The base cost for calculating appreciation in value is the value at which
property is transferred to the company. For example; let’s say you personally
acquired a property for £100,000 and that by the time you had transferred the
property to the  company via BICT it was worth £200,000. The £100,000 of
capital gain you had made will have been ‘washed out’ at the point of
incorporation by rolling the gain into the value of new shares created in the
 company and claiming incorporation relief on the creation of the new shares. If
the  company were to subsequently sell the property for £300,000 it would only
pay corporation tax on the additional £100,000 of gain in value, less any
indexation allowances.
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All net proceeds from rental profits and sale of assets belong to the  company.
It is for the Directors of the holding company to decide how much of the
retained profits are distributed to shareholders in the form of dividends, or used
to repay company debt, or held in reserve, or reinvested.

The  company could, theoretically, sell all properties and repay all creditors
(including mortgages and Director/Shareholder loans) and they pay dividends,
salaries or bonuses to Directors and shareholders until there is no money left in
the company. The company could also loan money to another company.

Clients of Property118 Limited and Cotswold Barristers are often shocked
to hear that the total cost of incorporation can be as little as £10,994.

Even landlords with more than 100 properties only pay £18,994.

The cost of incorporation must be considered alongside many other factors
including net effective tax rates and the future intentions of the business
owners. Property118 Limited have developed software for this purpose which
is explained further into this eBook.

This is how we have broken down the costs of incorporation using the BICT
structure:

Incorporation costs less than you might think
Given that incorporation can ‘wash out’ all capital gains to date, and
that Limited Companies are not affected by the Section 24 restrictions on
finance cost relief, the costs often pale into insignificance in comparison to the
savings made.
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£400 Initial Consultation (inclusive of VAT)
£1,500 + VAT for assistance to obtain non-statutory clearance
from HMRC (fees refunded if clearance is denied)
£0 Capital Gains Tax. This assumes that equity in the property
portfolio has a higher value than the capital gain
£0 Stamp Duty (LBTT in Scotland). This is because partnerships
are exempt at the point of incorporation
£0 Mortgage valuation fees. There is no need to remortgage
£0 Lenders fees. The transaction can be structured in a way to
enable existing finance terms to be unaffected by using the “Beneficial
Interest Company Transfer” structure

The costs of the Beneficial Interest Company Transfer incorporation structure
are an initial set up cost only, there are no ongoing costs. Fees are based on a
scale as follows:-

£6,995 + VAT up to 10 Properties
£7,995 + VAT for 11-20 properties
£8,995 + VAT for 21-30 properties
£9,995 + VAT for 31-40 properties
£10,995 + VAT for 41-50 properties
£11,995 + VAT for 51-75 properties
£12,995 + VAT for 76-100 properties
£13,995 + VAT for 100 or more

To be crystal clear, the above is the total cost of incorporating your
‘whole business’.

Many landlords expect incorporation to cost £1,000’s for each property. In
fairness, some professional advisers do charge eye watering fees, but you
have a choice not to use them.
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For clients of Property118 Limited the entire process is risk free because our
consultations are backed by our guarantee of total satisfaction, or else we will
refund you in full with no quibbles whatsoever.

If our assistance to obtain non-statutory clearance from HMRC fails we
will refund you in full. If clearance is granted there can be no come backs from
HMRC, providing the transaction proceeds in accordance with the terms
clearance was granted on of course.

Implementation of strategies we recommend is via experienced, fully qualified,
regulated and insurred professional advisers.

Note for Accountants
Retention of landlord clients is becoming a major issue for practices without the
necessary experience to help their clients to consider and implement the
optimal structure to deal with recent tax changes. For this reason, Property118
Limited and Cotswold Barristers have developed several working relationships
with Chartered Accountancy practices  whose clients have approached us
directly for assistance with their their predicaments caused by the
restrictions on finance cost relief for individual landlords. Neither business
offers any competing accountancy services such as payroll, book-keeping, tax-
returns or audits. Our specialism is landlord tax planning.

Incorporation isn’t a one size fits all strategy, there are many
more opportunities for landlords to structure their businesses for optimal
tax results.

There is no ‘one-size-fits-all’

Guide To Incorporation For Private Landlords

https://www.property118.com/guide-incorporation-private-landlords/


Guide To Incorporation For Private Landlords

Analysis Software
The Property118 landlord tax analysis software is used by 100’s of
accountants throughout the UK to compare their clients current structure to
what the tax position would be if the business was transferred to a Limited
Company.

We made it incredibly easy to use, although it can appear quite daunting at first
glance because it performs literally thousands of computations which
involve any accountant weeks of research to produce a similar spreadsheet.
The spreadsheet is designed for each owner/partner to calculate their own tax
position.

All YOU need to do is enter details of the rental properties owned by the
business, plus details of any other income. The software will produce a side by
side computation to show the difference between remaining as a private
landlord or incorporating the business. You will see how much tax will be
payable each year in both scenarios and also calculations of the effective tax
rate based on income from all sources.

You can also 'stress test' the business to see how interest rate rises and other
external factors could affect profits. The new tax legislation is, of course, built
into the software.

You can even add factors into the calculations such as inflation on rents and
other costs with just a few clicks on your keyboard.

The software also calculates how much the net sale proceeds would be on
sale of the business and what the costs of incorporating the business would be,
including CGT and SDLT. The software is even smart enough to tell you what
tax reliefs are applicable and you can even stress test future tax bands and tax
rates if numbers are your thing.

We sell this software for £97 via this link.
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1. It improves client retention
2. It often results in referrals to other landlords from existing clients based on

pro-activity and a reputation for providing solutions
3. Restructuring results in more accounting work such as tax returns,

company formations, producing company minutes and dividend
certificates, audit work etc.

Referrals
Neither Property118 Limited nor Cotswold Barristers pay introductory fees.
Nevertheless, many accountancy practices refer their clients because:

To book an initial consultation please click on the link below. If you
are acting on behalf of a client please make this clear in the notes

on the booking form

BOOK HERE

The Next Step
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