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Tax implications of a limited company building a house for its shareholder.

My client operates a building business through a limited company of which he is the director and shareholder. He acquired a plot of
land and has built a house on it. The possible complication is that the house was built by employees and subcontractors working for the
limited company.

My client paid the company for the cost of the labour, but this was only for the amount that the company in turn paid to its workers. In
effect, he has acquired a house at ‘cost price’. If the company had been carrying out the same work for a client at arm’s length it would,
of course, have added a healthy premium to ensure that a commercial profit was made.

What are the tax implications here? Presumably, the director could make an extra payment to represent the profit to the company. But
suppose he does not. Is there a benefit in kind and, if so, what are the income tax and National Insurance implications?

Alternatively, could HMRC treat this as anything else, for example a distribution? Is there any other advice that can be given to mitigate
matters? It has occurred to me that we could treat the ‘profit’ element as a loan, but would that be advantageous?

I should be grateful for advice from Taxation readers.

Query 19,065– Visitor

 

Reply by Elman Wall Tax Team

At the heart of Visitor’s query there are two basic questions. What is the value that the director/shareholder has received and has he
therefore fully reimbursed the company for this value? Although the primary concern thus relates to income tax and National Insurance,
there may be other taxes and non-tax regulations that need to be considered, such as corporation tax and possibly VAT.

Consideration also needs to be given to how this transaction is recorded, particularly as we are now in the era of fair value accounting
under FRS 102/105 and these in turn form the base point for measuring taxable profits. Further, the accounts should generally disclose
any transactions between the director/shareholder and the company so this is something HMRC could pick up on.

Visitor is not precise as to whether his client’s business is that of a property investment or property development and this could have tax
implications. See the replies to a similar query in Taxation at here [1].

In considering the value received by Visitor’s client there are various helpful pointers, especially case law. Simon’s Tax Planning
states: ‘HMRC have accepted that the following situations involve no or negligible net benefit:

(a) rail or bus travel by employees on terms which do not displace fare-paying passengers (the position of airline staff is apparently still
under discussion);

(b) goods sold at a discount which leave employees paying at least the wholesale price;

(c) teachers paying at least 15% of a school’s normal fees;

(d) professional services, eg legal or financial services, which do not require additional partners or staff (provided that the employee
meets the cost of any disbursements).”

The leading cases in this area are Sharkey v Wernher (1955) 36 TC 275 and Pepper v Hart [1992] STC 898. Sharkey established
that the appropriation of stock should be at market value although, as set out in CTA 2009, s 156(2), trading stock does not encompass
materials and services supplied in the ordinary course of trade.

Pepper v Hart established that, in some situations, the marginal cost of a supply takes precedence over the average cost, although this
should be contrasted with Xi Software Ltd v Laing, Collins v Laing [2005] SSCD 249. In this case it was held that the marginal cost
basis did not apply to legal charges incurred by a company, a proportion of which provided a benefit to its managing director.

We have not been told whether the company bought building materials and paid for professional services of, say, architects and
lawyers. Other factors, such as whether the workers in question were gainfully employed, may affect the tax cost of using the company’s
resources. Indeed what were the contractual hours of the workers? If the company had to engage other contractors to compensate for
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the services, the tax cost would be the price paid for these services as opposed to the lower marginal cost, or even nil cost if the
employees were on full-time contacts but had no other work to do.

Having determined the value, we then need to establish what ‘paid the company’ means? Does it mean wages including employers’
NIC? Did the client pay VAT on relevant costs?

In the absence of all facts it is recommended that Visitor’s client discloses the cost of services procured from the company on their
return in accordance with the principles in Pepper v Hart. Also, refer to HMRC’s Employment Income Manual at EIM21110 and
confirm that the company has been reimbursed for the cost of the relevant services and materials.

On the basis, therefore, that Visitor’s client has fully paid the relevant costs his company incurred, no income tax or National Insurance
charge arises. Further, it is unlikely that HMRC could seek to charge this as a distribution and nor is it likely to treat the profit element as
a loan.

 

Reply by Daenerys

The general rule for valuing benefits provided to an employee or director is the expense incurred by the employer in providing this, less
the amount made good by the employee to the employer. There may be problems ascertaining the cost of the benefit. The case
of Pepper v Hart [1992] STC 898 tested the meaning of cost to the employer.

The cost to the company will be salaries and the materials, if the company purchased them. Employers’ National Insurance
contributions will be an additional cost.

Visitor’s client has reimbursed the company for the cost of labour, but what about the cost of materials and employers’ National
Insurance contributions? If these costs have been reimbursed, no benefit-in-kind arises because the total cost to the company has been
made good by the director. I suspect that materials purchased by the company would have been cheaper than directly purchased by the
director, so perhaps it is unlikely that he paid for the materials himself.

The director will have a large additional cost of reimbursing the National Insurance to the company or be taxed as a benefit.

If the director was building a new home and had carried out the project, hired builders and purchased materials and such like himself,
he would have been able to apply for a VAT refund on building materials. Perhaps he can still claim a refund if he has reimbursed to the
company the total cost including VAT.
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