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Investing surplus cash: buy-to-let property or investment 
portfolio?

Residential property has been a popular asset class for investors in recent 
decades, and in many cases has provided strong returns.  However, this 
has not gone unnoticed by the taxman, and a number of changes in recent 
years could affect the outlook for future returns from residential property 
investments.  We consider these changes and, assuming all pension and ISA 
allowances have already been used, the pros and cons of investing through 
buy-to-let property, relative to investing into liquid investments within a 
taxable investment account.

Taxing Times for Buy-to-Let

The first trio of changes were made in April 2016, as the government introduced a 3% stamp duty 
land tax surcharge for buyers who already own residential property (doubling the upfront stamp 
duty on a £500,000 property), reduced capital gains tax (CGT) rates by 8% for most gains except 
on residential property, and abolished the automatic 10% wear and tear allowance popular amongst 
landlords of furnished homes.  Therefore, buy-to-let investors suffered a triple blow of higher 
acquisition costs, relatively higher rates of tax on disposals, and often higher income tax bills in-
between as well.
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However, worse was arguably still to come for some, as the government then began to phase out 
higher and additional rate relief for finance costs on residential property.  Previously, landlords 
were able to deduct finance costs (such as mortgage interest and fees) from rental income in 
calculating their taxable profits.  But from April 2020 onwards, leveraged landlords will not be 
able to deduct any finance costs, and will have to declare a higher taxable “profit”, potentially 
pushing them into a higher tax band in the process; then, from the resultant tax liability, they will 
only be able to deduct a tax credit equal to 20% of their finance costs.  Particularly if interest 
rates continue to rise, this will result in many leveraged buy-to-let properties having a negligible 
or negative cash flow, with most (if not all, or more) of the rent received swallowed by costs and 
taxes each year.

The full force of the change has not yet been felt, as this is being phased in across four tax 
years, with 25% of finance costs moving from the old tax regime to the new one each tax year 
from April 2017 (in the current 2018/19 tax year, 50% of finance costs are deductible, and 50% 
are not), the first tax bills under the new regime only payable by January 2019, and interest rate 
rises still to bite.  Nevertheless, the property market has slowed considerably in the last couple of 
years, particularly affecting the regions and types of property most popular with investors; while 
other factors, such as Brexit, will no doubt have played a role, taxation has no doubt also played 
its part.

Finance costs on furnished holiday lets (involving multiple short-term lets throughout the year) 
and properties owned by companies are still fully deductible, the latter leading to an initial 
clamour among individuals to incorporate their buy-to-let investments.  However, this should be 
carefully considered, as moving existing properties into a company can trigger both CGT and 
stamp duty land tax liabilities, and the government took steps in January 2018 to stem such 
moves (and investors buying new properties within companies) by removing indexation relief, 
to increase the tax payable when a company comes to sell in the future.  Mortgage rates are 
often higher for corporate borrowers, there may be extra professional costs for filing a company 
tax return each year, and the strategy for extracting profits from the company needs to be well 
planned, again potentially resulting in additional professional costs.

Finally, tighter energy efficiency measures apply from April 2018 onwards, and the government 
is currently legislating to prevent letting agents charging fees to tenants, some of which may be 
passed on to landlords instead.  With all of the above in mind, is it still worth being a landlord?

An Example

Consider, for example, a higher rate taxpayer who owns their own home, has fully used their 
valuable pension and ISA allowances, has further surplus cash to invest, and is considering the 
purchase of a £500,000 buy-to-let property with an interest-only mortgage at a competitive 
long-term rate of 3.5% per annum.  The initial cash outlay might be as follows:
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The property might increase in value by 3% per annum, and provide a gross rental income of 4% 
(increasing each year in line with the value of the property), initially equivalent to £20,000 per 
annum.  Mortgage interest is £13,125 per annum (i.e. there is no element of capital repayment) 
and one fifth of the rent is spent on non-finance costs, such as letting agent fees, insurances, and 
property maintenance and renovation.  

The impact of the changes to the taxation of finance costs is evident below, as despite rental 
income over the first seven years exceeding £153,000 (assuming no void periods at all), the 
investor only sees just over £2,000 of this, after costs and taxes:

After 20 years, the property is sold (twelve weeks after going on the market), the estate agent 
charges 1% (including VAT), and the gain (after deduction of an annual CGT exemption that 
is assumed to increase by 2% per annum over the period) is subject to CGT at 28%.  After 
repayment of the mortgage, the investor cashes out with nearly £425,000, as shown below:
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Crunching the Numbers, and the Pros and Cons Relative to a Liquid Portfolio

Factoring in the initial cash outlay and cash flows over the full 20 year period, this equates to a 
total return of c5.6% per annum, net of all taxes and costs. This certainly suggests that it is still 
possible for landlords to benefit if the property market rises over the long term, especially if 
using leverage.  As a tangible asset class that many find easy to understand, against which it is 
easy to borrow at competitive rates, and where illiquidity discourages the short-termism that can 
hamper returns in more liquid (and noticeably volatile) asset classes, residential property clearly 
can have its merits.

However, the risks inherent within the above example are worth making clear, with leverage and 
illiquidity both double-edged swords:

• Without leverage, the underlying total return for a cash buyer using otherwise the same 
assumptions is 4.0% per annum net of all taxes and costs, fairly modest for a long-term 
illiquid investment.  If house prices stagnated over the next two decades, total returns would 
be -1.4% per annum (with leverage) or 1.6% per annum (without), and the picture darkens if 
house prices actually fall. 

• If an individual’s circumstances or objectives change, or the tax net continues to tighten, 
illiquidity stands in the way of a swift change of strategy, particularly if this coincides with a 
downturn in the housing market.

It is also worth noting that residential property is not always easy to diversify, significant sums 
are required to build a portfolio of residential properties, and most buy-to-let investors focus 
close to home, doubling down on their exposure to the local property market.  Investors are 
therefore often relatively exposed to localised risks (as aptly demonstrated by Brexit), as well as 
void periods between tenants and the costly damage that bad tenants can cause, not to mention 
the administration that can come with owning any property.

Finally, it is worth considering the proportion of the market return that investors might capture 
after all taxes and costs.  In our example, the return (with leverage) before taxes and costs is 
16.5% per annum, but the actual net investor return of 5.6% per annum represents just over 
one third of this (37%).  Even for cash buyers without leverage or mortgage interest costs, the 
percentage of the return captured by the investor in the example is less than half, at only 47%. 
And even for basic rate taxpayers, these percentages only increase to 47% (with leverage) and 
55% (without).

By comparison, there are a number of tax-free allowances aimed mainly at investors in other 
asset classes.  Up to £1,000 per person of interest income is tax-free within the annual personal 
savings allowance, up to £2,000 per person of dividend income is tax-free within the annual 
dividend allowance, and up to £11,700 per person of capital gains are tax-free within the annual 
CGT exemption.  Furthermore, dividends and capital gains in excess of these allowances and 
exemptions are generally taxed at more favourable rates, including CGT rates of just 10% and 
20%. 

With a long-term approach, appropriate active management of asset allocation and fund 
selection, and a sharp eye on investment costs, client portfolios (diversified across cash, fixed 
interest, commercial property and equities) often have the potential to capture upwards of 100% 
of market returns in those asset classes, with a high degree of liquidity and without the risks of 
leverage, and an overall level of risk tailored to the client’s specific circumstances, objectives and 
time horizon.
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Conclusion

The recent (and ongoing) tax and regulatory changes certainly make investing in buy-to-let 
residential property a more challenging proposition going forwards, with costs and taxes likely 
to erode more of future returns.  For cash buyers, however, buy-to-let can still provide a decent 
yield, with likely inflation protection in the long term.  For those comfortable using leverage, 
bullish on the long-term prospects of the residential property market, and happy to take on the 
administration, the asset class can still provide a reasonable return. 

However, the government has deliberately and sharply tilted the playing field away from buy-to-
let investors and, given the available tax allowances for other investments, we would typically 
recommend that once clients have maximised their pension and ISA allowances, those with 
appropriate means also build a liquid, highly diversified and tax-efficient portfolio of investments 
within a taxable investment account, either alongside or instead of going “all in” on housing.

If you have any questions on the above, please do not hesitate to contact your usual Saunderson House 
adviser.

This note is for general guidance only and represents our current understanding of law and HM Revenue and Customs practice as at 30 August 2018.  
We cannot assume legal liability for any errors or omissions and detailed advice should be taken before entering any transaction. The value of investments 
and any income therefrom can go down as well as up and you may not get back the full amount you invested.  Performance data is purely indicative  
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