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Interest payable on loans relating to property income from residential properties
This measure will restrict relief for finance costs on residential properties to the basic rate of income tax and will be introduced over four years from 6 April 2017.

The measure will not affect companies renting out property.

The measure will not affect individuals renting out commercial property or furnished holiday letting.

The measure will affect residential property in the UK and elsewhere.

The measure will affect mortgage interest, interest on loans to buy furnishings and fees incurred taking out or repaying mortgages or loans.

Landlords will no longer be able to deduct all of their finance costs from their property income to arrive at their property profits. They will instead receive a basic rate reduction from their income tax liability for their finance costs.

Landlords will be able to obtain relief as follows:
	
	Finance cost allowed in full
	Finance cost allowed at basic rate

	Year to 5 April 2016
	100%
	0%

	Year to 5 April 2017
	100%
	0%

	Year to 5 April 2018
	75%
	25%

	Year to 5 April 2019
	50%
	50%

	Year to 5 April 2020
	25%
	75%

	Year to 5 April 2021
	0%
	100%


The tax reduction is the basic rate value (20% for 2017/18) of the lower of:

1. Finance costs. Costs not deducted from rental income in the tax year (this will be a proportion of finance costs for the transitional years) plus any finance costs brought forward
2. Property profits. The profits of the property business in the tax year (after using any brought-forward losses) 
3. Adjusted total income. The income (after losses and reliefs, and excluding savings and dividends income) that exceeds your personal allowance.
The tax reduction can’t be used to create a tax refund.

If the basic rate tax reduction is calculated using the ‘property profits’ or ‘adjusted total income’ then the difference between that figure and ‘finance costs’ is carried forward to calculate the basic rate tax reduction in the following years.

These changes were made by the Finance (No2) Act 2015 section 24, which effectively made amendments to: 

Income Tax (Trading and Other Income) Act 2005 sections 272A and 272B introduced; and
Income Tax Act 2007 sections 399A and 399B introduced (relating to property partnerships)
No changes were made to corporation tax legislation relating to this matter.
You can see examples at bit.ly/ACCA-TA.
For the following examples assume the following:
· Personal allowance 
– up to £11,000

· Basic rate tax 20% – £11,001 to £43,000

· Higher rate tax 40%
 – £43,001 to £150,000

EXAMPLE 1
Mr A has rental income of £100,000, interest costs of £40,000 and other property expenses of £20,000. He has no other income. Property income losses brought forward as at 6 April 2017: £90,000.
	Year ended 5 April 2018
	£

	Rents received
	100,000

	Interest cost allowed in full (75%)
	(30,000)

	Property expenses other than interest

	(20,000)

	Property profits for the year
	50,000

	Property income losses brought forward
	  (50,000)

	Taxable property income
	         Nil


Property income losses carried forward (£90,000 less £50,000) £40,000
Property profits are £nil, therefore there is no tax reduction due to interest cost.

Finance costs incurred in the year which are carried forward: £40,000 less £30,000 = £10,000.
	Year ended 5 April 2019
	£

	Rents received
	100,000

	Interest cost allowed in full (50%)
	  (20,000)

	Property expenses other than interest
	(20,000)

	Property profits for the year
	60,000

	Property income losses brought forward
	(40,000)

	Taxable property income 



	20,000


The tax reduction is calculated as 20% of the lower of:
· finance costs £20,000 plus £10,000 brought forward = £30,000

· property profits £20,000

· adjusted total income (exceeding personal allowance) £20,000 less £11,000 = £9,000

	Income tax calculation
	£

	Taxable property income
	20,000

	Less personal allowance
	(11,000)  

	
	   9,000

	Tax at basic rate on £9,000
	1,800

	Less tax reduction for finance costs £9,000 x 20%
	(1,800)

	Tax payable


	      nil


Property income losses carried forward: £nil
Finance costs to be carried forward: £nil
	Year ended 5 April 2020
	£

	Rents received
	100,000

	Interest cost allowed in full (25%)

	  (10,000)

	Property expenses other than interest
	(20,000)   

	Property profits for the year
	   70,000


The tax reduction is calculated as 20% of the lower of:

· finance costs £30,000 plus £nil brought forward = £30,000

· property profits £70,000

· adjusted total income (exceeding personal allowance) £70,000 less £11,000 = £59,000
	Income tax calculation
	£

	Taxable property income
	70,000

	Less personal allowance
	(11,000)

	
	  59,000   

	Tax at basic rate on £32,000 x 20%
	6,400

	Tax at higher rate on £27,000 x 40%
	10,800

	


	17,200      

	Less tax reduction for finance costs £30,000 x 20%
	(6,000)

	Tax payable

	11,200


Property income losses carried forward £nil

Finance costs to be carried forward £nil

	Year ended 5 April 2021
	£

	Rents received
	100,000

	Interest cost allowed in full (0%)

	-  

	Property expenses other than interest
	(20,000)

	Property profits for the year
	80,000   


The tax reduction is calculated as 20% of the lower of:

· finance costs £40,000 plus £nil brought forward = £40,000

· property profits £80,000

· adjusted total income (exceeding personal allowance) £80,000 less £11,000 = £69,000

	Income tax calculation
	£

	Taxable property income
	80,000

	Less personal allowance
	(11,000)

	
	69,000 

	Tax at basic rate on £32,000 x 20%
	  6,400

	Tax at higher rate on £37,000 x 40%
	14,800

	
	21,200

	Less tax reduction for finance costs £40,000 x 20%
	(8,000)

	Tax payable
	13,200


Property income losses carried forward £nil

Finance costs to be carried forward £nil
Before these changes were introduced the situation would have been as follows:
	
	2017/18
	2018/19
	2019/20
	2020/21

	
	£
	£
	£
	£

	Rents
	100,000
	100,000
	100,000
	100,000

	Expenses
	(60,000)
	(60,000)
	(60,000)
	(60,000)

	Net
	40,000
	40,000
	40,000
	40,000

	Losses b/fwd
	(40,000)
	(40,000)
	(10,000)
	

	
	Nil
	Nil
	30,000
	40,000

	Personal allowance
	
	
	11,000
	11,000

	Taxable income
	
	
	19,000
	29,000

	Tax at 20%
	Nil
	Nil
	3,800
	5,800


As can be seen from the above, this taxpayer will pay £14,800 more tax under the new rules than would have been paid under the old rules during this four-year period.

EXAMPLE 2
Mr A has rental income of £100,000 interest costs of £40,000 and other property expenses of £20,000. Income from salary of £40,000 per annum. Property income losses brought forward as at 6 April 2017 £nil. 
	Year ended 5 April 2018
	£

	Rents received
	100,000

	Interest cost allowed in full (75%)

	(30,000)

	Property expenses other than interest
	  (20,000)

	Property profits for the year
	50,000


	Income tax calculation
	£

	Taxable property income
	50,000

	Salary income
	40,000

	
	90,000

	Less personal allowance
	(11,000)
  79,000

	Tax at basic rate on £32,000 x 20%
	6,400  

	Tax at higher rate on £47,000 x 40%
	18,800

	
	25,200

	Less tax reduction for finance costs £10,000 x 20%
	(2,000)

	Tax payable
	23,200


	Year ended 5 April 2019
	£

	Rents received
	100,000

	Interest cost allowed in full (50%)

	  (20,000)

	Property expenses other than interest
	(20,000)  

	Property profits for the year
	60,000


	Income tax calculation
	£

	Taxable property income
	60,000

	Salary income
	40,000
100,000

	Less personal allowance
	(11,000)

	
	  89,000

	Tax at basic rate on £32,000 x 20%
	6,400

	Tax at higher rate on £57,000 x 40%
	22,800

	
	29,200

	Less tax reduction for finance costs £20,000 x 20%
	(4,000)

	Tax payable
	25,200


Year ended 5 April 2020
£


Rents received
100,000

Interest cost allowed in full (25%)
(10,000)

Property expenses other than interest
(20,000)
Property profits for the year
70,000
Income tax calculation

Taxable property income
70,000

Salary income
40,000

Less personal allowance
 (11,000)

99,000

Tax at basic rate on £32,000 x 20%
6,400

Tax at higher rate on £67,000 x 40%
26,800

33,200

Less tax reduction for finance costs £30,000 x 20%
 (6,000)

Tax payable
27,200
Year ended 5 April 2021
£
Rents received
100,000

Interest cost allowed in full (0%)
-

Property expenses other than interest
(20,000)
Property profits for the year
80,000

Salary income
40,000
The tax reduction is calculated as 20% of the lower of:

· finance costs £40,000 plus £nil brought forward = £40,000

· property profits £80,000

· adjusted total income (exceeding personal allowance) £80,000 less £11,000 = £69,000

Income tax calculation
£

Taxable property income
80,000

Salary income
40,000


120,000

Less personal allowance
(11,000)


109,000
Tax at basic rate on £32,000 x 20%
6,400

Tax at higher rate on £77,000 x 40%
30,800


37,200

Less tax reduction for finance costs £40,000 x 20%
 (8,000)

Tax payable
29,200

Before these changes were introduced the situation would have been as follows:
	
	2017/18
	2018/19
	2019/20
	2020/21

	
	£
	£
	£
	£

	Rents
	100,000
	100,000
	100,000
	100,000

	Expenses
	(60,000)
	(60,000)
	(60,000)
	(60,000)

	Net
	40,000
	40,000
	40,000
	40,000

	Salary income
	40,000
	40,000
	40,000
	40,000

	
	80,000
	80,000
	80,000
	80,000

	Personal allowance
	11,000
	11,000
	11,000
	11,000

	Taxable income
	69,000
	69,000
	69,000
	69,000

	Tax at 20%
	6,400
	6,400
	6,400
	6,400

	Tax at 40%
	14,800
	14,800
	14,800
	14,800

	
	21,200
	21,200
	21,200
	21,200


As can be seen from the above, this taxpayer will pay £20,000 (£23,200 plus £25,200 plus £27,200 plus £29,200 less £21,200 x 4) more tax under the new rules than would have been paid under the old rules during this four-year period. Thereafter £8,000 more in tax each year, this equates to relief for interest charge £40,000 at 20% instead of 40%.
EXAMPLE 3
Mr H has rental income of £80,000 interest costs of £36,000 and other property expenses of £22,000. Pension  income of £33,000 per annum. Property income losses brought forward as at 6 April 2017 £75,000.
Year ended 5 April 2018 
£
Rents received
80,000

Interest cost allowed in full (75%)
(27,000)

Property expenses other than interest
 (22,000)
Property profits for the year
31,000

Property income losses brought forward
(31,000)
Taxable property income 
Nil

Property income losses carried forward (£75,000 less £31,000) £44,000

Property profits are £nil, therefore no tax reduction due to interest cost
Finance costs incurred in the year which are carried forward £36,000 less £27,000 = £9,000

Income tax calculation 
£

Pension income
33,000

Less personal allowance
 (11,000)


22,000
Tax at basic rate on £22,000
4,400

Year ended 5 April 2019
£

Rents received
80,000

Interest cost allowed in full (50%)
(18,000)

Property expenses other than interest
(22,000)
Property profits for the year
40,000

Property income losses brought forward
 (40,000)
Taxable property income 
Nil

Property income losses carried forward (£44,000 less £40,000) £4,000

Property profits are £nil, therefore no tax reduction due to interest cost.

Finance costs incurred in the year which are carried forward £36,000 less £18,000 = £18,000. These are added to finance costs brought forward of £9,000 to give £27,000 finance costs carried forward.

Income tax calculation
£

Pension income
33,000

Less personal allowance
 (11,000)



   22,000
Tax at basic rate on £22,000
4,400

Year ended 5 April 2020
£
Rents received
80,000

Interest cost allowed in full (25%)
(9,000)

Property expenses other than interest
 (22,000)
Property profits for the year
49,000

Property income losses brought forward
(4,000)
Taxable property income 
45,000

The tax reduction is calculated as 20% of the lower of:

· finance costs £27,000 plus £27,000 brought forward = £54,000

· property profits £49,000 less loss of £4,000 = £45,000
· adjusted total income (exceeding personal allowance) £45,000 plus £33,000  less £11,000 = £67,000

Income tax calculation 
£
Taxable property income
45,000

Pension income
33,000
Less personal allowance
 (11,000)


67,000
Tax at basic rate on £32,000 x 20%
6,400

Tax at higher rate on £35,000 x 40%
14,000


20,400

Less tax reduction for finance costs £45,000 x 20%
 (9,000)

Tax payable
11,400

Property income losses carried forward £nil

Finance costs to be carried forward £54,000 less £45,000 = £9,000
Year ended 5 April 2021
£

Rents received
 80,000

Interest cost allowed in full (0%)
-

Property expenses other than interest
 (22,000)
Property profits for the year
58,000

The tax reduction is calculated as 20% of the lower of:
  
finance costs £36,000 plus £9,000 brought forward = £45,000

property profits £58,000

adjusted total income (exceeding personal allowance) £58,000 plus £33,000 less £11,000 = £80,000

Income tax calculation
£

Taxable property income
58,000

Pension income
33,000

Less personal allowance
 (11,000)


80,000
Tax at basic rate on £32,000 x 20%
6,400

Tax at higher rate on £48,000 x 40%
19,200

25,600

Less tax reduction for finance costs £45,000 x 20%
 (9,000)

Tax payable
16,600

Property income losses carried forward £nil

Finance costs to be carried forward £nil

Before these changes were introduced the situation would have been as follows:
	
	2017/18
	2018/19
	2019/20
	2020/21

	
	£
	£
	£
	£

	Rents
	80,000
	80,000
	80,000
	80,000

	Expenses
	(58,000)
	(58,000)
	(58,000)
	(58,000)

	Net
	22,000
	22,000
	22,000
	22,000

	Losses b/fwd
	(22,000)
	(22,000)
	(22,000)
	(9,000)

	
	Nil
	Nil
	Nil
	13,000

	Pension income
	33,000
	33,000
	33,000
	33,000

	
	33,000
	33,000
	33,000
	46,000

	Personal allowance
	11,000
	11,000
	11,000
	11,000

	Taxable income
	22,000
	22,000
	22,000
	35,000

	Tax at 20%
	4,400
	4,400
	4,400
	5,800

	Tax at 40%
	     0

	     0

	     0

	1,200

	Total tax payable
	4,400
	4,400
	4,400
	7,000


As can be seen from the above, this taxpayer will pay £16,600 more tax under the new rules than would have been paid under the old rules during this four-year period.
