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Is there a tax-efficient way for a brother to gift property to his sister?

My client owns a rental property that he acquired some years ago and which is standing at a
gain. He would like to give a half-share to his sister (or to his sister and her husband) but,
naturally, would like to do this without incurring a capital gains tax liability because he will not
receive consideration. I cannot see that the gain can be held over to avoid an immediate liability,
so can readers make any other planning suggestions here?

One idea was to transfer the property into a trust with the sister and husband as beneficiaries.
But I believe this would prevent them claiming main residence relief if, as I believe they will, they
live in the property.

My only other idea is that my client transfers the property in smaller shares, say a 5% interest
annually for ten years. Would this work? Could HMRC argue that the transactions should all be
treated as one and could the transfers be aggregated for stamp duty land tax purposes? Are
there any other tax pitfalls I am overlooking?

Query 19,193 – Generous.

 

Reply by  Annette Morley

Holdover relief would apply to a gift to a trust

Generous is correct. The proposed gift to the client’s sister or husband of a share in the property
he owns would not qualify for capital gains tax holdover relief. It is not a business asset, neither
can non-business asset gift relief apply if individuals are the recipients. The gain would be based
on market value. However, the capital gains tax could be paid in instalments over ten years
(TCGA 1992, s 281). Interest would be charged, based on the normal due date for payment.

The idea of gifting to a trust could have merit. With a properly worded deed, a future trust taxable
gain could benefit from main residence relief if the beneficiary had occupied it as such. It can
apply either to the whole or a part of the dwelling house.

TCGA 1992, s 225 is relevant here. Broadly, this permits the standard conditions (TCGA 1992, s
222 to s 224) to apply. The wording to comply with s 225 must be strictly adhered to. Specifically,
the property must have been the only or main residence of the person entitled to occupy it under
the terms of the settlement.

The case of Sampson v Peay [1976] STC 494 established that the deed did not have to specify
the actual dwelling, but the entitlement to occupy must be made clear within it.
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On a gift to a trust, TCGA 1992, s 260 offers capital gains tax holdover relief. The relief is
available when the gift is immediately chargeable to inheritance tax, as in these circumstances.

Generous did not indicate the property value but, as long as the loss to his estate for inheritance
tax purposes is less than the nil rate band of £325,000, there will be no inheritance tax cost. This
will not prevent s 260 applying. The client must then survive seven years for the nil rate band to
become available again.

The client must ensure that he (and spouse) are specifically excluded from benefiting from the
trust. He must also ensure that he is meticulous in paying his share of all property costs,
otherwise he will have received a benefit and the gifted share will return to his estate if within
seven years.

A transfer of land to trustees for no consideration is exempt from stamp duty land tax (SDLT)
under FA 2003, Sch 3 para 1. It will not attract SDLT unless the trustees also take over a loan.

The second idea, transferring small interests over several years, seems fraught with problems. It
is not SDLT that would bite, assuming all would be gifts. More likely, HMRC would contend that
they were all inevitable. This would mean that a single contract for capital gains tax purposes
existed at the outset. A mere couple of transfers in separate tax years might escape
aggregation, say 25% to the client’s sister initially and 25% to her husband next year. If the client
has a spouse, he could gift 25% to her first, then she might choose to transfer similarly.

 

 

Reply by Elman Wall Tax Team

Market value applies to a gift between connected persons

Here, the transfer of half a share in the property is between connected parties. Generous’s
concerns are valid because such a transfer will attract capital gains tax. Further, because the
transfer or gift is between connected parties, TCGA 1992, s 18(6) imputes market value as the
consideration for the transfer of the asset. A professional valuation is recommended in the event
of a challenge from HMRC.

On a part disposal, the allowable expenditure is calculated by reference to the formula A/(A+B)
where A is the consideration received or deemed to have been received and B is the market
value of the part retained. Here, the market value of a half share is likely to be less than a 50/50
split, thereby reducing the potential gain on transfer. This gain will be calculated at 28% for a
40% taxpayer or 18% for a basic rate taxpayer.

One way to mitigate the capital gain (as identified by Generous) is to claim holdover relief by
transferring the share of property into a trust. Depending on the value of a 50% share in the
property, this could attract inheritance tax on lifetime transfers if the value of the property
transferred exceeds £325,000. It is possible to double the nil rate band if the client is married or
in a civil partnership and the property is held in joint names before the transfer as long as both
owners transfer a share each into the trust.

Because the client will not be living in the property, the gift with reservation of benefit rules are
not in point. And if there is no consideration on the transfer and the property is not mortgaged,
there are no stamp duty land tax consequences either.

The trust beneficiaries (the sister) can claim only or main residence relief if the property is used
as such.

Susan
Highlight
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The property could be transferred out from the trust under a holdover election to the client’s
sister after the trust has existed for at least three months, after which it can be dissolved.
However, in that case only or main residence relief would not be available to the sister under
TCGA 1992, s 226A.
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