



Tax

When I was a full time lecture one of the subjects I taught was taxation to accountants so I suppose I should have a good grasp of the subject.  I am not so sure.   The revenue law I learnt when I did my degree was not the same thing as I had to teach accountants and I find what goes on in the real world is something else.  The strict legal rules are often ignored and it appears what is allowed is down to particular tax inspectors and what your accountant is prepared to allow you to claim for.  I am, therefore, not going to give advice or hopefully make the mistake I have found nearly every other author has made and that is getting the technicalities wrong.  If you want advice on tax you need to go to the specialists and that is another problem how you find a competent, never mind a cost effective specialist.

Those authors I have read who cover taxation nearly always get something incorrect, for example some writers say you can claim for all your travel expenses.  Land lording is not a business for tax purposes so you cannot claim for your travelling expenses, only for travel between properties not to the property.  Presumably, if you only own one property you cannot claim travel expenses.  However, I am told that some Tax Inspectors allow travel claims in such circumstances.  I am not sure whether the Inspector has allowed it or it has just been claimed and not objected to which is not the same thing and could lead to back tax, interest and penalties.  Another is that you can claim for all your legal and valuation costs.  You can only claim for the expenses on the purchases you make, and then only when you sell.  You cannot claim the cost of abortive purchases and sales but again the same thing as for travel applies, the Local Inspector may allow you to claim and here is another interesting rule in tax.  If an allowance is given by other Tax inspectors, then in fairness you should be allowed to make the same claim.  The procedures the Inspectors operate by say there must be consistency between tax offices in the application of the rules and the giving of relief’s.  

Mortgage interest is the area of greatest misunderstanding especially where further advances have been made.  With mortgage interest you cannot claim all of it; you are only allowed to claim up to the purchase price of the property plus the cost of any improvements you make to any of your ‘Buy to Let’ properties.  Where you have a repayment mortgage you cannot claim for the capital part of the payment, only for the interest.  The above illustrates four mistakes I have seen made, but are they really mistakes if the Tax Inspector is allowing them?  Should the savvy investor forget about the law, except when it is too their advantage and go along the ‘what is allowed’ trail? But just in case Mr Tax Inspector, you too are reading this, my accountant does not allow me to claim any of the above whether it helped when I had my last tax investigation I am not sure.   

What I wish to share with you is a few observations about tax.  Firstly, let me let you into a secret.  You have very little chance in the early years of paying any tax unless you sell your property or buy with your own cash or mostly with your own cash.  Why? Because if you are buying in today’s market and with current interest rates there is no profit to be made! The yields are just far too low.  This is assuming you are claiming the 10% wear and tear allowance by letting your property furnished which you should always do especially if you are going to be a portfolio landlord.  I think the only chance you have of paying any tax is if you are letting a few HMO’s which are in good condition so you have very little repairs or maintenance to do, in an area of high demand and rents with low property prices and doing all or most of the work yourself.  In such circumstances you may pay tax.  Be grateful and remember you still can keep 60p in the £1.  You may also wish to investigate tax avoidance schemes in more detail and see if you can come to any better conclusion than I can (see later).

It is one of the strange anomalies of the tax rules that you cannot claim tax relief for your own labour, only if you employ someone else.  The moral maybe is to employ others and work on making profitable deals which increases your income to pay for employees and still leaves plenty left over after paying tax.  Remember, at the highest tax rates you are still left with 60p in every pound.

I find it odd just how many people are obsessed with saving tax.  I feel their time would better spent concentrating on improving and growing the business as there is little to be saved.  The number of schemes I have seen where you end up spending a pound to save 40p in tax is ridiculous and or you tie yourself up in complicated schemes which makes it difficult to revalue your portfolio and get the increase in value out so you can have the input capital to buy more properties or even spend it if you are so inclined.

Here are a few tips:

(1) Most accountants have not got much of a clue about tax.  They are number crunchers.  Like everything in this business you often have to find out for yourself what you are entitled to or can get away with and tell them.  It is therefore, useful at sometime to learn for yourself about the tax system and what expenses are allowable.

(2) Don’t bother with the tax avoidance schemes except overseas residence, see later.  I have looked at all the schemes I have come across and they usually make life too complicated and save very little, but make the advisers rich.  With property if you want to sell and not pay the tax all you need to do is buy more property to cover the tax or wait a few more years and pay all the tax out of the increased value gained in those few years!  But, why do you want to sell?  Where are you going to get a better return than with property? What’s all this rubbish about ‘exit strategy’?  Why do you want to exit a money making machine that apart from being one of the best capital investments available multiples in income the longer you keep it – apart from some financial adviser and or estate agent makes a nice lot of fees out of selling them for you?  Remember, if you remortgage, the money released is tax free and on average property doubles in value every ten years.

(3) If you are married then statistically you are in for a divorce, so consider what is going to happen on a break-up.  Look at this seriously.  I was once at a conference with entrepreneurs and the one outstanding thing they all had in common was that all those who had been married were divorced.  I am sure that some statistician will one day be able to provide more scientific evidence to substantiate this.

UK divorce law states that even if your married partner stayed at home polishing their nails criticising everything you do and giving no support they are presumed to be entitled to half of everything you own.  Prenuptial agreements are unfortunately only indicative and not legally binding in this country.  I can not see an easy way to avoid the distribution of assets on divorce apart from not getting married in the first place but that may not be an option soon if the new reforms regarding unmarried partners are enacted.  But love is a wonderful thing but you do not have to marry for it and is it worth loosing half of your portfolio for it? If you do marry and lose the heartbreak may spur you and hopefully you will soon make it up!

(4) Don’t sell if at all possible, remortgage.  Any money released by remortgaging will be tax free.  Profit made on a sale is subject to CGT at your highest tax rate, at present 40% but due to be reduced in April 2008 to 18%.  I know there is an argument to sell at least one property a year to take advantage of the £9k CGT allowance but consider the alternative, how much would that property make you long term and is the effort risk and reward ratio in selling worth it?

The only draw back of remortgaging is it reduces your ability to make profit out of income because of increased mortgage payments especially if interest rates rise though you can use fixed rates or hedging to reduce this risk.  As I said earlier the interest on additional borrowings is only tax allowable up to the purchase costs of the house and the value of any improvements made to your properties.  You need to do your calculations to see if it is better to pay tax on income or pay no tax on the capital released by remortgaging and paying the extra interest with or without it being allowable for tax.

The other advantage of remortgaging is that it will reduce the Inheritance Tax (IHT) payable on death as the debt will be off set against the value of the property.

(5) Always let furnished as this allows you a 10% wear and tear allowance.  With a small portfolio the 10% will not seem significant but once your rental income hits £1m the advantage of having £100k per annum tax free will dawn on you.  Furniture need not cost a lot as furnished as far as the tax rules is concerned does not mean very much, all you need is a cooker, bed, chair & table.  I have heard of landlords providing a blow up bed, folding table and chair just to comply, which are left in a cupboard.

(6) Capital Gains Tax is the biggest impediment to landlords adjusting their portfolio and selling the less viable properties.  This can be reduced by buying the property in joint names and selling to maximise the CGT exemption of about £9k per annum per person which helps reduce CGT.  However, the best way I can see of avoiding CGT is to become resident overseas.  Look at it as having six months holiday a year, which with property investment you will soon be able to afford.

(7) If you are planning to sell in the future, consider becoming resident overseas before you start to sell.  There are over 25 countries e.g. Andorra, Bahamas, Dubai, Monaco, Cayman Islands etc have no CGT so you can avoid the tax completely but you have to stay out of the country for five years, though you can return for a few months each year.

(8) Avoid tax investigation.  Investigations are stressful and costly even if you prove you are innocent and with the strict money laundering rules which includes tax evasion the stakes and the investigators powers are so much greater.  In our target driven culture tax investigations, like parking fines, are now used to raise money so the attitude of the Revenue is often let’s get something and the interpretation of tax law allows enormous scope.  The revenue itself can be wrong, incompetent and inefficient, you, however, always have to be right.  Tax investigations are said to be triggered by:

(i)
Random selection

(ii)
Late tax returns

(iii)
Wrong tax returns

(iv)
Tip offs

I do not believe the first three.  I have, unofficially, been told by those who work in tax departments that they cannot cope with the number of good quality ‘tip offs’ they get, usually from ex spouses and business partners.  The moral, walk the line i.e. meticulously follow the rules evidenced with good record keeping and don’t trust anyone.

Sorry to end on a paranoid note but in life when you are up there are too many people out there who want to bring you down!
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