





UK real estate insights

Tax issues for international investment in UK real estate

Interest paid on third-party debt to
acquire real estate should normally be
tax-deductible. In addition, it may be
possible to further gear the investment
by use of shareholder debt. Both loans
may be subject to transfer pricing
restrictions (e.g. in relation to parental
guarantees, the quantum of debt and the
applicable interest rate). Consideration
should now also be given to whether the
worldwide interest cap proposed in the
draft provisions relating to the ‘Taxation
of the Foreign Profits of Companies’

will bite to restrict the amount of

available interest relief, although these
draft provisions do not apply for

UK income tax (as distinct from
corporation tax) purposes.

The payer of ‘yearly interest’ with a UK
source is normally required to deduct
withholding tax (WHT) at 20 per cent
from interest payments. However, a
number of tax treaties reduce this WHT
rate to nil and, in the absence of treaty
relief (which must be claimed), it may be
possible to issue a quoted Eurobond, for
example a bond listed on a Channel

Islands stock exchange, to circumvent
the withholding requirement. Payments
to UK banks or UK branches of overseas
banks are not, in any event, caught by
the requirement to withhold.

Investment or trade?

The tax treatment of a disposal of UK
property will depend on whether the
property is held as an investment (so
that capital gains are subject to
corporation tax or potentially exempt in
the case of the non-UK tax resident
investor), or on a trading account (so
that trading profit is subject to
corporation tax when realised through a
UK PE or otherwise income tax, subject
to treaty).

Badges of trade

There is no statutory definition of what
constitutes a trade except that it
‘includes every trade, manufacture,
adventure or concern in the nature of a
trade’. The motive of the taxpayer is the
key consideration. However, case law
has established a number of ‘badges of
trade’, which provide guidance as to the
likely motive: for example, short-term
financing, multiple similar transactions
and work carried out on the property
prior to sale would all be indicative that a
trade is possibly being carried on.

If a property that is being let and held as
an investment is refurbished, prior to
sale, then provided the refurbishment
relates to dilapidations that occurred
during the investor’s period of
ownership, this should not in itself be
considered to result in trading; but

if there is a significant element of
improvement in the refurbishment, this
could lend weight to the existence of
a trading activity.

Property developers, property dealers
and opportunistic funds

The purchase and development with
the main object of selling the property
after development is prima facie

a trading activity.

But the distinction between a property
investor and a property dealer (or trader)
is not always straightforward. Broadly,

a property investor acquires or develops
property with a view to its retention for
rental income, but he will hope to also
realise a capital gain when he eventually
realises his investment.

On the other hand, a property trader
acquires or develops the property with
the main intention of selling it on at a
profit, but will be happy to earn rental
income while he identifies a purchaser.
The key question is what was the main
intention at the time of acquisition and
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has that intention changed during the
course of ownership of a property. If a
property investor changes his intention
he is required to appropriate investment
property to stock, and indeed vice versa
in the case of a property trader who
subsequently decides to retain his
property as an investment.

Opportunistic funds acquire real estate
with a view to exiting at a (significant)
profit. The assets may or may not be
acquired in a distressed situation, but
more typically where significant
development value is being added.
Holding periods can be short and it may
be the case that the assets are sold on
to ‘core’ or ‘core-plus’ funds or other
investors, prior to long-term tenants (or
indeed any tenants) being found. In such
circumstances it may be difficult to argue
that anything other than a trading activity
is being undertaken by the fund
manager.

Is a building/construction site
always a UK PE?

It is sometimes suggested that a
construction site will always gives rise

to a UK PE. This may derive in part from
S148 FA 2003, which includes ‘a building
site or construction or installation
project’. Article 5 of the OECD model
convention states that a PE will only

arise if such a building or construction
site ‘lasts more than twelve months’.

A construction site is certainly a PE of
the person undertaking the construction,
and such a person is therefore trading
through that PE (although the
construction site may be subject to a
minimum period of 12 months or similar
if an OECD model treaty applies).
However, if the building contractor
carrying on the construction work is not
a dependent agent of the non-resident
property trader, then it may be possible
to structure a trading activity of the
property trader that is not subject to UK
corporation tax.

Hotels

Operating a hotel is considered to be

a trading activity and the profits will

be subject to UK corporation tax for
both UK residents and non-residents.
A planning opportunity arises if the
running of the hotel (i.e. trade) by an
Op Co is separated from the ownership
and rental of the hotel (i.e. investment)
by a Prop Co. Whether this may be
easily achieved will depend on factors
such as banking covenants, the size of
any embedded gain within the current
Hotel Co and potential SDLT costs.
Recent falls in market values may,
however, offer an opportune moment for

hotel investors to be reviewing their
existing Hotel Co arrangements, in timely
preparation for future increases in value.

Offshore holding companies
Tax residence

As the UK does not tax a non-resident
on bona fide gains, a commonly used
strategy by international investors is to
invest through an offshore vehicle to
shelter gains on UK real estate. Ideally,

a territory that has a tax treaty with the
UK will be preferred. EU holding
companies have the added advantage of
potentially being able to benefit from EU
directives, for example the dividends and
the interest and royalties directives. If the

holding company territory does not tax
the gain arising, then it should be
possible to, in effect, realise a tax-free
gain. If a UK PE does not arise, both
capital and trading profits may be
realised tax-free.

To ensure that this planning strategy is
successful (and that UK corporation tax
at 28 per cent is not applicable to the
gain), it is critical to ensure that the
holding company is tax resident where it
is established and does not inadvertently
become tax resident in the UK. This
could arise if, for example, central
management and control is exercised
from the UK by UK director(s) of the
holding company dialling-in to board
meetings from the UK rather than

Continued 30



UK real estate insights

Tax issues for international investment in UK real estate

attending the board meetings in person.

Recent experience suggests that HMRC

are looking closely at the implementation
of holding company structures.

Failure to observe robust operational
guidelines will certainly increase the
likelihood of HMRC scrutiny and
challenge.

UK investors in overseas holding
companies

HMRC seeks to ensure that the ability to
shelter gains in the manner noted above
is not used in inappropriate
circumstances by UK investors, who
would have been subject to tax on the
capital gain had they not interposed an
offshore vehicle. A number of anti-
avoidance provisions have been
introduced for both corporate and
individual shareholders to prevent this
occurring. In particular, s 13 Taxation and
Chargeable Gains Act (TCGA) 1992 may
apportion capital gains arising to UK
investors where they have more than a
10 per cent stake. The tax is payable,
regardless of whether the proceeds of
the gain are remitted to the investor, that
is, there is a risk of taxable ‘dry’ income,
without the corresponding cash flow
from the investment to pay the tax.

Gains of a capital nature: s 776
Income and Corporation Taxes
Act (ICTA) 1988 and s 756 Income
Tax Act (ITA) 2007

Anti-avoidance legislation also exists to
bring certain gains of a capital nature
within the charge to UK tax on income.
This legislation would typically apply in
the following circumstances:

() where a landowner who is not a
property trader sells the land to a
developer (trader) for a consideration
that includes a share of any profit or
proceeds from the subsequent
development of the land (‘slice of
action’ schemes); and

(i) where a capital gain is realised by a
person who is outside the charge to
UK tax and he obtained the
opportunity to realise the gain from a
UK resident, for example, where a
non-resident company acquires land
from a connected UK resident
company (‘diversion’ schemes); and

(iiiy where a non-resident group acquires
UK property in a non-resident
investment holding company with the
intention of developing the UK
property and then selling the non-
resident investment holding company
on completion of development.

Certain treaties provide some protection
against the application of s 13 TCGA and
s 776 ICTA or s 756 ITA 2007, so this
may be an influencing factor in the
choice of holding company jurisdiction.

NRL scheme

Tenants of a non-resident landlord (or
agents acting for a non-resident landlord)
are required to deduct income tax at the
basic rate (20 per cent) from any rent
payable net of expenses (or any net rent
collectible, respectively). However, a
non-resident landlord who can satisfy
HMRC that it will comply with the
requirements of UK tax law may apply to
receive its rent without deduction of tax.

Conclusion

As can be deduced from the above,
there are a number of interlinked
corporation and income tax issues for an
investor to consider in structuring
investment into UK real estate, as well as
planning opportunities. Although not
considered in this article, full
consideration should also be given to
minimising SDLT costs and VAT leakage,
and maximising the availability of capital
allowances on any real estate
investment.

Bas Kundu is a partner in the London

office of PricewaterhouseCoopers, and

specialises in the structuring of real
estate and infrastructure funds.

31



pwc.com

© 2009 PricewaterhouseCoopers. All rights reserved. PricewaterhouseCoopers refers to the network of member firms of PricewaterhouseCoopers International Limited, each of which is a separate and independent legal entity.

PricewaterhouseCoopers provides industry-focused assurance, tax, and advisory services to build public trust and enhance value for its clients and their stakeholders. More than 155,000 people in 153 countries across our network share their thinking, experience and solutions to develop
fresh perspectives and practical advice.

This report is produced by experts in their particular field at PricewaterhouseCoopers, to review important issues affecting the financial services industry. It has been prepared for general guidance on matters of interest only, and is not intended to provide specific advice on any matter, nor is
it intended to be comprehensive. No representation or warranty (express or implied) is given as to the accuracy or completeness of the information contained in this publication, and, to the extent permitted by law, PricewaterhouseCoopers firms do not accept or assume any liability,
responsibility or duty of care for any consequences of you or anyone else acting, or refraining to act, in reliance on the information contained in this publication or for any decision based on it.





