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Factsheet

Real estate tax issues arise for all businesses, whether as owners 

or occupiers. The issues which are more commonly encountered 

in practice are summarised in this factsheet. A separate 

factsheet is available concerning the tax implications of owning 

a furnished holiday lettings business. 

Trading versus investment 
From a tax perspective, real estate may be acquired as trading 

stock with the intention of realising a profit on resale (possibly 

after development work has been carried out). Alternatively, it 

may be acquired as an investment i.e. primarily for the benefit 

of the rental income. There are significant differences in the tax 

treatment of these different activities, for example in the way 

that profits are taxed. Development by the owner of real estate 

is not a factor in determining the tax treatment. The key issue is 

whether the real estate is developed with a view to sale or 

retention as an investment.

Taxation of rental income 
Rental income in respect of UK real estate is generally taken  

into account in calculating the taxable profits of the owner’s UK 

property business and that in respect of non-UK real estate  

in calculating the taxable profits of the owner’s overseas 

property business. 

Exceptionally, rental income may be taxed as trading income 

where, for example, it arises in respect of tied premises or from 

letting temporarily surplus premises which were acquired for 

occupation for the purposes of a trade. 

The taxable profits of a rental business are calculated in 

accordance with generally accepted accounting practice and  

by applying many of the statutory provisions relating to the 

computation of taxable trading profits. In particular, expenditure 

cannot be deducted if it is not incurred wholly and exclusively 

for the purposes of the business or if it is capital expenditure 

(although capital allowances may be available, as  

discussed below).

The taxation of real estate and  
real estate transactions

Lease premiums etc 
Where a lease for a period of fifty years or less is granted at  

a premium, a proportion of the premium is treated as income. 

The longer the lease, the smaller the proportion that is taxed as 

income. This treatment can also apply in respect of:

•	 the cost of capital works which the tenant is required  

to carry out;

•	 a sum payable instead of rent;

•	 a sum payable for the surrender or variation or waiver of the 

terms of a lease;

•	 the profit on the assignment of a lease granted at  

an undervalue;

•	 a sale with a right to re-conveyance where the sale price 

exceeds the re-conveyance price; and 

•	 a sale and leaseback where the sale price exceeds the  

total of any premium for the lease and the value of  

the freehold reversion.

Generally, the landlord is taxable on the deemed income in the 

period in which the premium (or other amount) arises and the 

tenant can obtain relief for a corresponding deemed expense, 

spread over the period of the lease.

Where a tenant receives a reverse premium as an inducement  

to enter into a lease, the premium is treated as income which, 

generally, is taxable over the period of the lease.

Capital allowances
Capital allowances can be claimed on the cost of real estate 

where, exceptionally, it constitutes plant or machinery (for 

example, a cold store) and on plant and machinery included  

in real estate or which is used for the purposes of a  

property business. 
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Complex provisions apply in relation to capital allowances on 

fixtures (i.e. plant or machinery which is, in law, part of real 

estate). These include the facility for the purchaser and vendor 

of real estate to jointly elect to fix (within limits) the amount of 

the consideration which relates to fixtures. In the absence of  

an election, the consideration is apportioned on a just and 

reasonable basis but the purchaser cannot claim allowances on 

expenditure exceeding the disposal value brought into account 

by the vendor.

Capital allowances on integral fixtures (for example, lifts and 

escalators) are given at the reduced rate of 10% of the reducing 

balance per annum, rather than the normal 20% rate. The 10% 

rate will fall to 8% per annum with effect from April 2012.

Capital allowances are not available in respect of expenditure  

on plant or machinery for use in a dwelling-house but where 

the dwelling-house is let furnished an election can be made to 

deduct a wear and tear allowance equal to 10% of the rental 

income in respect of the property from the taxable rental profits.

Business premises renovation allowances 
A 100% allowance is available for capital expenditure incurred 

on the conversion or renovation of, or repairs to, a qualifying 

building. The building must be in a disadvantaged area 

(specified in regulations made by the Treasury) and it must have 

been unused throughout the year before work on the building 

begins and have last been used for the purposes of a trade, 

professional or vocation, or as offices, and not as a dwelling. 

Following the works the building must be used, or be available 

and suitable for letting for use, for the purposes of a trade 

profession or vocation or as offices. Relief is not available if the 

premises are used, or are available for use, as a dwelling or for 

specified trades. A balancing adjustment is made on the sale 

or occurrence of other specified events within seven years of the 

date on which the premises were first used or were first suitable 

for letting.

Loss relief 
Companies within the charge to corporation tax 

Losses incurred in a UK property business are offset against  

total profits of the accounting period in which they arise and, 

subject to the normal rules that apply to trading losses, can be 

surrendered by way of group and consortium relief. Any excess 

is carried forward for offset against the total profits of future 

periods provided the business continues to be carried on.

Losses incurred in an overseas property business can only be 

carried forward for offset against future profits of that business.

Unrelieved losses of both a UK and an overseas property 

business are disallowed in certain circumstances on a change  

in ownership of the company with the losses.

Other tax payers 

A property business loss attributable to capital allowances or 

allowable agricultural expenses can be offset against other 

income of the year in which the loss arises and of the following 

year. An unrelieved loss of a UK property business or of an 

overseas property business is carried forward for relief against 

future profits of that business.

Computational issues 
Capital gains on the disposal of leases 

Where the unexpired term of a lease at the date of disposal is 

less than 50 years, only a proportion of the cost of the lease is 

deductible in calculating the chargeable gain arising. The shorter 

the period, the smaller the proportion deductible.

Transfers between trading stock and fixed assets

When real estate is appropriated from trading stock to fixed 

assets it is treated as having been sold at market value at the 

date of appropriation in calculating the taxable profits of the 

trade. Similarly, an appropriation of real estate from fixed assets 

to trading stock gives rise to a deemed disposal at market value 

for the purposes of computing capital gains. In the latter case, 

the taxpayer can make an election to treat the real estate as 

disposed of for such an amount that neither a gain nor a loss 

arises thereby deferring recognition of the gain until the real 

estate is sold to a third party (and then treating it as income). An 

election cannot be made where real estate is appropriated from 

trading stock to fixed assets.

Transfer pricing 
The UK’s transfer pricing provisions may require adjustments  

to be made in calculating the taxable profits if there are 

transactions with connected parties. In particular, if the 

acquisition of a property is funded by related party debt, and 

the interest paid exceeds the amount that would have been 

paid to a third party, the interest that can be deducted may be 

restricted. Such an excess may arise if a third party would have 

lent a lesser amount (for example, they would have required the 

owner to invest more capital to fund the acquisition) or if the 

interest rate is excessive. 

Non-resident landlords
Ownership of UK real estate by non-UK residents is attractive as, 

provided the non-resident is not trading in the UK, the UK does 

not tax capital gains realised by non-residents.
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When rent is paid in respect of UK real estate to a person whose 

usual place of abode is outside the UK, the payer (whether the 

tenant or an agent) has to deduct income tax at the basic rate 

(currently 20%) and pay the tax withheld to HMRC. Non-

resident landlords may apply to HMRC to receive rental income 

without deduction of tax if they meet various conditions and 

give undertakings as regards their UK tax obligations. (This does 

not mean that the income is exempt; merely that it is paid gross 

in the first instance.)

Real Estate Investment Trusts (REITs)
A REIT is a UK resident real estate investment company the 

shares of which are quoted on a recognised stock exchange. 

Provided that the relevant conditions are satisfied, the rental 

income and real estate gains of the REIT are exempt from 

corporation tax. Generally, the REIT has to deduct income tax  

at the basic rate (currently 20%) from dividend payments and 

shareholders are taxable on the dividends as income of a UK 

property business.

Anti-avoidance provisions
A wide ranging, but rarely used, anti-avoidance provision can 

apply where:

•	 UK land, or property deriving its value from land, is acquired 

with the object of realising a gain from disposing of the land 

or property;

•	 the land is held as trading stock; and 

•	 it is developed with the object of realising a gain on disposal.

The effect of the provision is to tax as income a gain realised on 

the direct or indirect disposal of the land or property.

Under another wide ranging provision, a UK resident who has 

an interest in an offshore investment structure may be liable to 

UK tax on income (including income from UK real estate) which 

arises within the structure.

Where real estate is owned by a non-resident company and the 

company is, broadly, controlled by five or fewer shareholders or 

by its directors, UK tax resident shareholders who own (directly 

or indirectly) 10% or more of the company are generally liable 

to UK tax on their share of the gain arising on the disposal of 

the real estate.

Relief for rent payable following a sale and leaseback is 

restricted to an arm’s length amount.

Value Added Tax 
The following is a summary of the VAT treatment of UK real 

estate transactions.

Zero rated 

The first grant of a major interest (freehold sale or a lease with  

a term exceeding 21 years) by a person constructing a building:

•	 designed as a dwelling or as a number of dwellings; or

•	 intended for use solely for a relevant charitable or relevant 

residential purpose (as defined).

Also zero rated is the first grant of a major interest in a building 

designed as a dwelling or as a number of dwellings or intended 

for use solely for a relevant residential purpose, which has been 

converted from a non-residential building by the person making 

the grant.

Standard rated 

i) The grant of the freehold interest in a new or uncompleted 

building other than a building designed as a dwelling or as a 

number of dwellings or intended for use solely for a relevant 

residential or relevant charitable purpose. A building is “new” 

if it was completed less than three years before  

the transaction.

ii) The sale or letting of real estate where the vendor/landlord 

has exercised the option to tax on the real estate concerned. 

There are certain circumstances where the option to tax does 

not apply, such as where the property is intended to be used 

as a dwelling or where the anti-avoidance rules apply. Please 

see our factsheet “Option to tax”.

Generally, if a transaction is neither zero rated nor liable to VAT 

at the standard rate (currently 20%) it is exempt from VAT.  

VAT incurred on costs relating to exempt supplies cannot  

be reclaimed.

The VAT treatment of UK real estate is complex and the 

foregoing is a high level summary of some of the key points. 

Stamp Duty Land Tax
Stamp duty land tax (SDLT) is payable on the purchase of 

non-residential or mixed use UK land or property as follows:

On the grant of a lease of non-residential or mixed use UK land 

or property, the net present value of the rent is charged at 1% 

on the excess over £150,000.

Various reliefs and exemptions are available from SDLT including, 

for example, intra-group transfers.

Consideration SDLT

£150,000 or less: annual rent is less than £1,000 nil

£150,000 or less: annual rent is £1,000 or more 1%

£150,001-£250,000 1%

£250,001-£500,000 3%

Over £500,000 4%
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Other issues
Accommodation available to a director or employee by reason 

of their office or employment may give rise to a taxable benefit 

in kind.

A special tax regime applies to the taxation of furnished holiday 

lettings. Please see our factsheet “Benefits of furnished  

holiday lettings”.

Individuals who take in domestic lodgers may be entitled to  

tax free income of up to £4,250 per annum under the rent-a-

room relief.

Flat Conversion Allowances (FCAs) at the rate of 100% are 

given on the cost of converting part of a qualifying building into 

a qualifying flat, renovating such a flat and repairs to a 

qualifying building that are incidental to such a conversion or 

renovation. A balancing adjustment may arise on the sale or the 

occurrence of other specified events within seven years of the 

date on which the flat was first suitable for letting as a dwelling. 

It is proposed to withdraw FCAs from April 2013.


