REAL ESTATE INVESTMENT TRUSTS – “REITs”

The 2006 Budget contained the eagerly awaited final proposals for the constitution of UK Real Estate Investment Trusts (REITs) which are to become effective from 1st January 2007.

Clearly, the Chancellor of the Exchequer has responded favourably to certain aspects of the original proposals which received a somewhat hostile response from representatives of the UK property industry.

The following are the principal features of UK REITs:

1.
A REIT must be a corporate entity which is resident in the UK for taxation purposes whose shares are listed on a recognised stock exchange.


The draft legislation envisages that only those companies with a “full listing” on the London Stock Exchange would qualify in the above respects.

2.
A REIT must not be a “close company” for Corporation Tax purposes which means that it must not be under the control of five or fewer persons (including associated parties).

3.
The Issued Share Capital of a REIT would principally take the form of Ordinary Shares.  However, a REIT will also be able to issue fixed-rate preference shares and convertible bonds if such are considered to be appropriate for its funding purposes.

4.
Whereas there is no restriction on the proportion of Share Capital to be held by any one person, a REIT will be restricted from paying Dividends to a person who holds more than 10% of the Share Capital (or voting rights).

5.
Borrowings of a REIT will be limited by reference to “interest cover” whereby the ratio of interest payable on loans to fund the “tax-exempt rental business” to rental income of that business must be less than 1.25:1.

6.
A REIT must conduct “Tax exempt business activities” which fulfil the following conditions:

6.1 There must be a “property rental business” which has a minimum of three properties.  

6.2 Rental Income must account for at least 75% of  total income.

6.3 Investment property must represent at least 75% of total assets. 

6.4 No single property may have a value exceeding 40% of the aggregate value of the properties forming part of the “rental business”.

6.5 At least 90% of the profits of the “property rental business” must be distributed by way of dividend each year.

7.
A “tax-exempt business” will include activities which are chargeable to tax under “Schedule A” in respect of UK property rental or under “Schedule D Case 5” in respect of overseas property rentals (and also encompass capital gains on disposal of relevant properties).

8.
Dividends paid out of tax exempt profits (including capital gains) will be subject to deduction of income tax at 22%.


Any “non-qualifying business” carried out by the REIT will be subject to the full rate of Corporation Tax and any dividends paid therefrom will be treated as normal dividends for taxation purposes.

9.
A recipient (shareholder) of a distribution from the REIT’s “tax-exempt business” would be regarded as receiving rental income but will not be able to off-set losses from other properties owned by that recipient.

10.
Companies or groups wishing to become REITs will pay an “entry charge” of 2% of the market value of their investment properties at the date the company or the group joins the REIT regime.  This tax charge will be collected at the same time as any Corporation Tax that is due for the first accounting period of the REIT.  Companies or groups will, however, be able to spread the charge over four years in instalments of 0.5%, 0.53%, 0.56%, and 0.6%.

11.
It is envisaged that if a REIT acquires another property company, it will have to pay the “entry charge” on the value of the underlying properties as they move from the acquired company into the REIT.

The amount of the “entry charge” coupled with the reduced requirements so far as “distributions”, “interest cover” and “single shareholdings” are likely to make REITs far more attractive to the property industry than was originally envisaged.

A number of property-groups have already indicated the possibility of their “converting” into REITs and, one or two major retailing groups have expressed interest in putting their substantial property portfolios into a REIT and, thereby, generating additional liquid resources.

Notwithstanding the above, there are distinct disadvantages from the point of view of foreign investors who wish to acquire a portfolio of UK-sited investment properties: at present such can be held by non-UK resident company where the Income Tax on Rental Income can be sheltered by means of interest on commercial borrowings and where there is total exemption from Capital Gains Tax in respect of surpluses arising on disposal of the properties.  If such properties are contained within a REIT the foreign investor will suffer UK Income Tax (by deduction at source) not only in respect of distribution from net rental income but also as regards capital gains.

As with any fiscal innovation, it is hoped that the detailed legislation will not restrict unduly what might otherwise be an interesting development in UK-property investment activity.
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