
INTRODUCTION
The property market has taken a few knocks in the past few 
years from Stamp Duty Land Tax announcements to the 
shock Brexit vote and more recently layers of new legislation 
announced for non UK domiciled individuals. All of this triggers 
degrees of turmoil and uncertainty. Now, the forthcoming 
general election has put on hold key announcements for non 
domiciliaries resulting in yet further uncertainty. Amidst all of 
this, depreciation of sterling has helped affordability amongst 
some overseas investors and interest rates remain low.  This 
mix of good news and bad makes for a challenging and very 
unpredictable landscape.

At Mercer & Hole, we view a changing market and tax 
landscape as ‘business as usual’ but we appreciate that the 
lack of certainty and accurate forecasts cause discomfort. 
Many of our clients have invested in property of one sort or 
another whether it be for own use, development or long term 
investment purposes. In this edition, our panel of experts have 
collaborated to bring you a range of topical property articles 
to provoke thought, provide up to date insight and guide you 
through the never ending layers of complexity.

Alice Pearson sets out the proposed inheritance tax rules for 
non domiciled individuals owning UK residential property. 
Alice considers a range of typical ownership structures and 
the impact of proposed legislation to each of them as well as 
action points to consider for clients affected by this.

Lynsey Lord analyses what to watch out for when disposing 
of UK property navigating through the tax charges and filing 
requirements.

Directors and shareholders may benefit from demerging 
property activities from other business activities. Steve Smith 
considers the tax consequences associated with such a 
demerger and highlights the importance of careful planning.

Property development has another dimension to it. Mark 
Cassidy looks at the situation for property developers and how 
a change in intention can affect their overall position.

International clients often face tax obligations in more than one 
jurisdiction. Double tax relief is considered in another article by 
Lynsey Lord and how this can work in practice.

Going forwards, more news will follow after the general election 
as we keep you advised on the rules and opportunities ahead. 
In the meantime, we hope we have provided you with plenty 
to think about and some clarity to reassure you. We would 
be delighted to discuss any of the issues raised in relation to 
your own circumstances. Please do get in touch with me or my 
colleagues and we will be happy to help you.
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It has been common practice for non UK domiciliaries to acquire 
UK residential property via a non UK company of which they are the 
ultimate beneficial owners. In doing so the owner was viewed as 
holding a foreign asset (the shares), which represented excluded 
property. Furthermore, the shares may have been settled on to a 
trust prior to the settlor becoming deemed domiciled in the UK 
and thereby preserving excluded property status for the future.

The government announced that with effect from 6 April 2017 
an IHT charge would be imposed on UK residential property 
no matter how it is held.  However, as a result of the June 2017 
general election, the new rules have been placed on hold. We 
expect these provisions will be reintroduced in due course but 
it is not yet clear whether they will apply from 6 April 2017 or 6 
April 2018. 

We will outline the new rules using scenarios on the basis that 
these will be introduced from 6 April 2017 in accordance with 
draft legislation.

Common scenarios
Scenario 1

The value of the shares in Non UK company as attributable to 
the UK residential property falls within Ben’s personal estate for 
IHT purposes. If Ben makes a transfer of the shares during his 
lifetime or upon his death this will be an IHT event.  

Debts: When determining the chargeable value of the shares, 
the company’s debts can be offset, which includes the loan 
from Ben of £2M (£4M-£2M=£2M). Debts are deducted 
proportionately from each of the company’s assets based on 
market value. 

Although Ben’s loan is deductible when determining the 
chargeable value of the shares, he is also liable to IHT on the 
loan itself of £2M. Effectively, the full value of the property is 
exposed to IHT (£2M+£2M=£4M).

Two year rule: Following the sale of shares in Non UK company 
or the repayment of Ben’s loan, the proceeds of sale/loan 
repayment will continue to be subject to IHT for a two year 
period. However, if the company sells the property, IHT exposure 
ceases immediately.

Scenario 2

Both Jane (as settlor) and the trustees are exposed to IHT:

Settlor: As Jane is the settlor and also a beneficiary she 
has made a gift with reservation of benefit.  As long as the 
reservation continues, the value of the shares in Non UK 
company as attributable to the UK residential property is within 

NON UK DOMICILIARIES ARE ONLY SUBJECT TO UK INHERITANCE TAX (IHT) ON THEIR UK ASSETS. FOREIGN ASSETS 
ARE TREATED AS EXCLUDED PROPERTY, WHICH ARE OUTSIDE THE SCOPE OF UK IHT WHILE THEY ARE NEITHER 
DOMICILED NOR DEEMED DOMICILED IN THE UK (BROADLY ONCE THEY HAVE BEEN RESIDENT IN THE UK FOR MORE 
THAN 15 OUT OF THE PREVIOUS 20 TAX YEARS, UNDER THE PROPOSED NEW RULES).
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her estate and will be subject to IHT upon her death at 40%. 
Again, the company’s debts are deducted when determining the 
chargeable value of the shares (£4M-£2M-£1M=£1M).

Relevant loan: Where a loan is made to enable an individual, 
trustees or a partnership to acquire, maintain or improve UK 
residential property or to invest in a close company which 
uses the money to acquire, maintain or improve UK residential 
property the loan is a UK asset in the lender’s estate (along with 
the collateral for such loans). Therefore, the loan from Jane to 
the trustees of £2M also falls within her personal IHT estate 
(total exposure: £1M+£2M=£3M).

Trustees: The value of the shares in Non UK company as 
attributable to the UK residential property (£1M) is regarded 
as relevant property, which is subject to 10-year anniversary 
and exit charges (explained below). In addition, the loan from 
the trustees of £2M is also treated as relevant property (total 
relevant property: £1M+£2M=£3M).

10-year anniversary charge: IHT will be charged on every tenth 
anniversary of the trust at a maximum rate of 6% based on 
the value of relevant property on that occasion. It is reduced 
proportionately where the first charge takes place less than 10 
years after 6 April 2017. 

Exit charge: There will be an exit charge if and when relevant 
property leaves the trust. For example, if the trustees distribute 
the company shares or the UK property to a beneficiary. 

As you will see, there is an element of double taxation as both 
the trustees and Jane have IHT exposure on the same property. 
This is a consequence of the gift with reservation of benefit 
provisions.

Options to reduce IHT exposure
There are a number of options and there is no single solution. It 
is important to consider all of the UK tax consequences of any 
restructuring, together with the long term objective:

•  ‘De-envelope’ the property into personal ownership: Once 
removed from the trust, the trustees will no longer be subject 
to IHT in connection with the property. In addition, once 
removed from the company, the Annual Tax on Enveloped 
Dwellings (ATED) will no longer be in point (if applicable). 

•  Re-invest in non UK residential property: If the property is sold 
and replaced with assets which are not UK residential property 

(e.g. commercial property or shares), the shares in the 
company would fall outside the scope of IHT. The trust assets 
would also be treated as excluded property with no 10-year 
anniversary or exit charges. 

 
•  Exclude the settlor from benefitting: The settlor (and their 

spouse) could be irrevocably excluded from benefitting from 
the trust, which would limit the IHT exposure on the shares in 
the non UK company to the trustees only. 

•  Transfer the company shares from the trust into personal 
ownership: This would remove the trustees’ exposure to 
IHT and the shareholder/s can then gift shares to the next 
generation to spread the personal IHT exposure. However, 
ATED will still apply (if in point).

•  Do nothing and accept the IHT exposure: There may be other non 
UK tax related reasons why the IHT exposure is a price worth 
paying. In which case, life insurance could be used to cover the 
IHT risk.

Our private client tax specialists can guide you through the 
complex layers to find the most appropriate solution for your 
circumstances.
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IF YOU WISH TO DISCUS S T HIS F U RT HE R , PL E ASE 

C ON TAC T A LICE PE A RSON OR A ME MBE R OF T HE PRI VAT E 

CLIE N T TA X SE RV ICE S T E A M FOR MORE A DV ICE .
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What to watch out for when disposing 
of a UK rental property 

Deductible costs
The simplest way of reducing a capital gain is to ensure all 
costs of acquisition and sale are claimed together with any 
capital improvements. Capital improvements encompass 
a wide range of expenditure but all costs not already 
deducted against rental income should be reviewed.

Main residence and Lettings Relief
If the property has ever been used as a main residence 
by the vendor, Principal Private Residence (PPR) relief 
should be available to exempt part of the gain from Capital 
Gains Tax (CGT). This relief is available to individuals and 
certain trusts.

Less widely known is “Lettings Relief” which further exempts 
up to £40,000 of an individual’s gain if a property (which has 
been their main residence for any length of time) has been 
let. Property held jointly between spouses can benefit from 
two sets of Lettings Relief.

Non UK residence
Non UK residents have only been in the scope of UK tax 
on the sale of residential property since April 2015. They 
are subject to Non Resident Capital Gains Tax (NRCGT) 
and there are three main differences from CGT:

1. Only the gain arising post April 2015 is chargeable.

2.  If the property is held in a non UK company, the company 
rate of NRCGT is 20% and therefore greater than the 
current corporation tax rate.

3.  A NRCGT return must be filed within 30 days of the sale. 
The tax must also be paid by this date unless a Self-
Assessment tax return will be filed in which case the due 
date is the usual tax return filing deadline.

Care should be taken should an individual sell a property 
during a period of non UK residence which lasts less 
than 5 years because any pre-April 2015 gain will become 
chargeable on their return to the UK.

The impact of ATED
For companies holding residential properties which have paid 
the ATED charge the gain calculations can be particularly 
complicated.  The gain relating to the ATED period will be 
subject to ATED related CGT (at 28%) and a separate return 
filed. The remainder of the gain will be subject to corporation 
tax or NRCGT as appropriate.

Development land
Where the property was purchased with the sole or main 
purpose to make a profit it is possible for the gain to be subject 
to income tax rates. This is most relevant to developers but 
can occur, for example, where the sale takes places shortly 
after purchase. New legislation came into effect in April 2016 
to close a loophole for offshore companies developing land 
but this should affect a limited number of taxpayers.

WITH THE BUY-TO-LET MARKET BOOMING, MANY PEOPLE WILL DISPOSE OF A RENTAL PROPERTY IN THEIR LIFETIME. 
THIS ARTICLE EXPLORES SOME OF THE FACTORS WHICH CAN AFFECT THE TAX POSITION ON SUCH A SALE:

IF YOU A RE C ONSIDE RING DISP OSING OF A U K RE N TA L 

PROPE RT Y A ND WOU L D L IK E TO DISCUS S T HIS IN GRE AT E R 

DE TA IL PL E ASE , C ON TAC T LY NSE Y LORD OR YOU R USUA L 

ME RCE R & HOL E C ON TAC T.
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TYPICALLY, SUCCESSFUL COMPANIES HAVE OFTEN REINVESTED THEIR SURPLUS NET (OF TAX) PROFIT INTO 
PROPERTY. AS THE RATE OF CORPORATION TAX HAS FALLEN, MANY COMPANIES HAVE FOUND THEMSELVES WITH 
INCREASING SUMS OF SURPLUS CASH. DIRECTORS AND SHAREHOLDERS DO HAVE TO CONSIDER HOW TO PUT THE 
SURPLUS CASH TO GOOD USE AND MANY HAVE THEREFORE CHOSEN INVESTMENT IN BOTH RESIDENTIAL AND 
COMMERCIAL PROPERTY.
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Demerging property businesses 
and trading activities 

For many, investing in property has proven to be a successful 
strategy. However, the increase in property values may create 
an imbalance in the business assets such that a property 
portfolio may be worth as much, if not more, than the value of 
the trade. We are seeing more instances where this is the case. 
As a consequence, directors and shareholders are looking 
to de-risk their business and investment property activities 
by demerging their company’s interests into two or more 
individual companies or groups.

A problem in carrying out a relatively simple process 
of transferring trades, properties or other company assets 
is that the transfer is likely to crystallise some significant tax 
liabilities. Although the demerger of business activities is for 
good commercial reason and with no realisation of cash for the 
shareholders, anti-avoidance tax rules generally give rise to tax 
charges both on the company / companies involved and their 
shareholders. By following processes set down in legislation, 
the demerger of a property portfolio from trading activities 
can be achieved with minimum or no immediate corporation 
tax or income tax cost, subject to shareholders retaining the 
same value of their interest, both before and after the demerger. 
Careful planning around Stamp Duty Land Tax will also 
be essential where a demerger involves properties.

Given the economic uncertainty of the consequences of 
UK Brexit negotiations on businesses, de-risking trading 
activities and property portfolios are coming more into focus.

You can find a more detailed explanation of the mechanics 
of a demerger process in our ‘Corporate Demergers’ 
publication which is available for download here: 
http://www.mercerhole.co.uk/images4/uploads/general/
Corporate_Advisory_News_03.pdf

Steve Smith 
Corporate Advisory Partner
01727 869141 
020 7236 2601
stevesmith@mercerhole.co.uk

SHOU L D YOU REQUIRE A N Y F U RT HE R INFORM ATION 

OR WISH TO DISCUS S DE-RISK ING YOU R C OMPA N Y ’S 

BUSINE S S E X P OSU RE BY WAY OF A DE ME RGE R , PL E ASE DO 

NOT HE SITAT E TO C ON TAC T S T E V E SMIT H OR YOU R USUA L 

PA RT NE R .



Property developers’ common 
queries and potential pitfalls

This article highlights some common issues and potential 
pitfalls which should be born in mind by developers.  This doesn’t 
include purchases at auction, which carry their own set of issues.

A change of intention
Many developers looking at opportunities, such as the conversion 
of an industrial unit into a residential property, or possible green 
field developments will often start a project with the intention of 
buying the land in total, building out the development in full and 
then selling on all the properties to realise their profit.  In taking 
initial advice, they will often plan and structure their affairs to 
follow such a route. However, market conditions and indeed 
commercial factors can influence this decision making part way 
through the project and therefore the intention changes.

Example 1
A developer whose original intention on a piece of bare land, 
following the grant of planning permission, was to build out a 
number of residential dwellings and for these to be sold in full to 
third parties on completion of the building project. From a VAT 
perspective all of the input VAT on the development would be 
fully recoverable with some notable exceptions (i.e. white goods 
in fitting out any houses). 

However, market conditions change and, with them, the 
developer’s intention is forced to change. They now decide to 
hold some or all of those properties once built out and rent them 
out to third parties on a long term basis. This changes the nature 
of the initial supply from one of a zero rated supply on a sale 
of the new build property to an exempt supply of letting.  The 
implication is that if VAT has been recovered on the building 
costs up to the point of the first supply because the original 
intention was to sell, then this VAT is now repayable to HMRC.

A planning solution around this potential loss of VAT could be 
actioned to avoid the clawback. Timing is key; planning after the 
event is generally ineffective.

Example 2
A one-off developer has had an opportunity to convert an existing 
industrial property into residential units. They then propose to 
hold all of the residential assets as a long term investment. The 
treatment of the building out of those properties would be that of 
creating an investment to produce future rental income. 

The impact of legislative changes, such as the change in the tax 
deductibility of mortgage interest, may have a serious impact on 
a large scale, holding a residential property where the holding 
is highly geared with mortgage debt. The developer may decide 
that they have to dispose of some or all of the newly developed 
residential properties in order to reduce the tax impact of the 
change in deductibility of mortgage interest. 

The interesting implication is that ‘has this change of legislation 
and resulting change in intention created a trading activity for 
the developer?’

We would argue that this is not the case, however, HM Revenue 
& Customs may be inclined to look at the sale of some of the 
properties as a trading activity and tax it accordingly as income, 
which would be disadvantageous to the developer.  Therefore, to 
avoid such pitfalls, it is important that the audit trail surrounding 
intention is robust.
 
Again, VAT considerations could be significant here with early 
consideration offering significant potential savings.

THE WORLD OF A PROPERTY DEVELOPER IS AN EVER MOVING LANDSCAPE OF CHOICES AND, FOR EACH OPPORTUNITY, 

THERE ARE A MYRIAD OF POTENTIAL DIRECTIONS THE DEAL CAN GO IN. BECAUSE OF THE NEED FOR FLEXIBILITY THE 

PATHS WHICH CAN BE TRAVELLED ARE OFTEN LITTERED WITH POTENTIAL COMMERCIAL AND TAXATION PITFALLS.
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Example 3
Some developers will purchase options over land rather than 
purchasing the land outright whilst they apply for planning 
permission. The intention at the outset may be for the option 
to be exercised and the land purchased wholly and then built 
out. However, once planning permission is received, offers may 
come in on the land unbuilt out, which the developer decides 
may be a lucrative opportunity for them to cash out the deal and 
use their capital and profits on the next deal. This would result 
in a VAT issue being created. VAT may have been recovered 
initially where the intention was to build out and have a zero 
rated supply at the end of the process. With the change of 
intention, the supply becomes that of a simple land transaction, 
which is an exempt transaction for VAT and all the recovered 
VAT on input can then be clawed back by HMRC. Even where the 
land has been opted to tax, this may not always prove effective.

In some circumstances whereby the change of intention is forced 
upon the developer there may be an argument for VAT clawback, 
only from the point of change of intention and notfor the whole 
of the period.

Joint venture financing
We are often asked questions regarding developments funded 
by groups of investors. For example, the lead developer is 
holding the asset inside a limited company and receives loans 
from third party investors into the limited company.  They will 
then partake in the profits of the development at a future date. 
How should such investments should be structured? 

The options are as follows:

Shareholdings
The investors could take shares in the investing company 
and from an investor’s point of view, this would be fairly 
secure as they have some degree of control over the destiny 
of the business. However, from a cost perspective, drawing up 
complex shareholders’ agreements can be time consuming, 
as well as expensive, and may be too cumbersome for some 
investors.

Loan
Often where the investors know the developers, the financing 
can be in the form of a simple loan with a fixed coupon interest 
rate based on an agreed return for an unsecured loan. This 
is paid out as interest to the investor. If the loan is from an 
individual, the developer company would need to complete 
form CT61 when paying out the interest and pay over any tax 
deducted from the interest. Interest payable to corporate 
investors would not need to suffer any income tax deduction.

Loan with variable coupon rate depending on the 
profitability of the company
There may be a situation whereby a loan is made to a 
corporate vehicle, which has a non-defined coupon, calculated 
by reference to the property development profits after the 
properties have all been sold. A mechanism would need to be 
agreed up front between the investor and the developer and 
this could be complicated due to the need for loan agreements. 
However, a lawyer should be able to assist in the drawing up of 
these. Again, any payments to the investors can take the form 
of interest payable by the developer company. 

Occasionally, the investing company may also be in the activity 
of development and, therefore, this may create opportunities 
for the investing company. Not only, could they lend capital 
at, potentially, a very low rate of interest, but, because they are 
adding some form of skill or added value to the development, 
they may be able to charge a fee, agreed or variable, to the 
developer based on the outcome of the profits.  This may be 
a finder’s fee or for services rendered. This would be taxed as 
trading income in the recipient’s hands.

Some pitfalls of the above financing arrangements may be 
again related to VAT in that if there is some form of service being 
provided by the investor, is this a VATable supply and should the 
investor be VAT registered for this trading activity?  Also, if the 
income is not interest and is deemed to be of a trading nature, 
how does this impact on the investor personally or, if through a 
company, the other activities carried on by that company?

As a final note, there is no doubt that property development will 
nearly always carry with it VAT and structural issues. Seeking 
advice in advance of carrying out a transaction is invariably the 
safest route to avoid VAT leakage, very expensive VAT problems 
or to be caught in a structure, which is not suitable to the 
developer.

Gaming possible scenarios at an early stage may well prove a 
valuable investment in today’s property market as early action 
to pre-empt risks may not be possible further down the line.

Mark Cassidy 
General Practice Partner  
01923 771010
markcassidy@mercerhole.co.uk
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Double trouble 
Since April 2015 non UK residents have been in the scope of 
Capital Gains Tax (CGT) on UK residential property and therefore 
it is more common than ever for a taxpayer to be subject to tax 
in two jurisdictions on the same income or gain.

In nearly all cases double taxation will be relieved and the 
method will be dictated by the relevant tax treaty between the 
two jurisdictions.

The OECD model treaty provides a credit and exemption method 
and most modern treaties have adopted the credit method so 
that the country of residence will allow a credit for the UK tax 
paid.

The situation can be more complicated where the taxpayer is 
resident in two countries and the tiebreaker provisions in the tax 
treaty will determine which country has the primary taxing rights. 
Where there is no tax treaty and the taxpayer is UK resident, 
credit will be given against the UK tax under unilateral relief. 

Particular care should be given to the computation of the 
gain under the differing tax rules and the effect of currency 
fluctuations which can both provide for surprise tax bills. 
Specialist advice should generally be taken in both jurisdictions 
and we have member firms in our international alliance in many 
jurisdictions who we work with for the appropriate advice.

IF T HIS A FFEC TS YOU A ND YOU WOU L D L IK E MORE 

INFORM ATION, PL E ASE C ON TAC T LY NSE Y LORD OR YOU R 

USUA L ME RCE R & HOL E C ON TAC T.
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