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Residential Property Investment 
 
Summary 
 
1. Property as an asset class is usually divided into two main types – commercial and residential. Although 

residential and commercial property investments tend to be related to the overall performance of the 
economy in the long term, they generally display very different investment characteristics.  

2. Historically, residential property has not been considered as an investment class in its own right. 
However, relaxation of lending criteria in the 1990s, and the strong relative performance of the 
residential property market in recent years, has made this an increasingly popular investment choice. 

3. As with equities and fixed interest investments, there is usually a place for residential and commercial 
property investment in some proportion in any long term investment portfolio, as this can provide useful 
diversification from other asset classes. However, most investors will already have a significant exposure 
to residential property through their own homes (often geared by way of a mortgage), and should be 
careful not to overweight themselves in this area. 

4. In practice, most investors obtain exposure to residential property through ‘buy-to-let’ or ‘let-to-buy’. 
Indirect exposure can also be gained through investment in shares in residential property companies, or 
Real Estate Investment Trusts (REITs), although share prices will also be affected by issues other than 
the pure value and rental yield of underlying properties, and hence may be a more volatile investment. 
There are also Property Authorised Investment Funds (PAIFs) available, which are open-ended vehicles, 
where values will directly reflect the underlying holdings.  

5. Residential property values have historically been related to people’s earnings, although the relationship 
is by no means fixed, and basic supply and demand issues are also increasingly playing a large factor in 
price movements. Recent government Budgets have also moved to reduce the demand for buy-to-let by  
increasing the costs of direct residential property investment, by increasing relative levels of stamp 
duty, capital gains tax, and removal of higher rate relief for finance costs, together with the wear-and-
tear allowance deduction.   

 
 
General Advantages of Direct Property Investment 
 

• Property is an asset backed investment, and so tends to keep pace with inflation over the longer term. 
Of course, this does not mean that all property is a guaranteed hedge against inflation, as local factors 
(location/demand from tenants) will also affect valuations. Shorter term fluctuations are also often seen 
– for example, the falls in the residential market values in the 1980s/1990s. 

 

• Gearing is a readily acceptable method of investing directly in property, which will magnify gains and 
also losses (and hence increase the investment risk), and can be tax-efficient (offsetting the loan 
interest against rental income). A large proportion of mortgage lenders now offer buy-to-let mortgages 
based upon rental yields rather than the purchaser’s income. However, the level of tax relief is now 
restricted to basic rate relief only.  

 

• Property is familiar and tangible, and hence many investors prefer this form of investment. However, 
investors should be careful not to overweight themselves in this asset class, especially as many investors 
will already have significant (and often geared) exposure to residential property through the family 
home. 

 
 
  



 

 

 

General Disadvantages of Direct Property Investment 
 

• Property can be a highly illiquid investment and delays in selling can be long.  
 

• Each individual property is different from all others, making fair valuations and price comparisons 
difficult. 

 

• The costs involved with investment can also be high – e.g. costs of purchase (stamp duty – which is 
charged at 3% more than the normal rate for non-primary property holdings - and legal fees), sale, and 
ongoing costs of management if the investor does not have the time or expertise to manage the property 
themselves (management fees are usually in the region of 15% of the gross rent). In addition, property 
needs to be refurbished periodically and maintained. All of these costs will reduce the net return 
(capital and rental yield) achieved. 

 

• It can be difficult to achieve a sufficiently diversified property portfolio for all but those with the largest 
portfolios. Direct investment in just one or two properties means that the investor is highly exposed to 
specific risks such as defaulting tenants, environmental risks, structural problems and the local economy 
– resulting in a much higher risk portfolio.  

 

• There may be ‘void’ periods where a tenant cannot be found, further reducing the net rental yield 
achieved. The average void period between tenancies is about 3 weeks, although this of course will vary 
considerably between landlords and properties.  

 

• Property is also heterogeneous and indivisible. As property cannot generally be partially sold, it can be 
difficult to manage the crystallisation of capital gains over a number of years (e.g. in order to use the 
annual exemption).  

 

• Long term performance statistics show that equities have generally outperformed property (see the 
separate Research Note on Risk and Return). Again, a well balanced portfolio will usually contain 
elements of all the major asset classes in order to optimise the risk/return profile. 

 
Investment in a diversified property vehicle such as a Real Estate Investment Trust (REIT) or Property 
Authorised Investment Fund (PAIF) may help to overcome some of the above problems. 
 
 
Taxation of Direct Property Investment 
 
Income Tax 
 
Income from directly owned property (whether residential or commercial) is taxed under the Schedule A 
rules. Amongst other things, this means that: 
 

• Interest on borrowings taken out ‘wholly and exclusively’ to purchase the rental property can be relieved 
against rental income. However, from April 2020 the deduction has been limited to basic rate relief only.  
 
The asset that the borrowing is secured upon is irrelevant (i.e. whether it is the rental property itself, 
the main residence or another asset), it is the purpose for which the loan is taken out that is the ‘test’. 
Hence investors thinking about ‘let-to-buy’ should be aware that any increase in the mortgage on the 
property to be rented, which is to be used to finance their new home, would not be allowable. For this 
reason, many investors choose to use excess cash to reduce the mortgage against their own residential 
property, and leave the buy-to-let mortgage as an interest only mortgage. 

 

• ‘Revenue’ expenses are also allowable against rent, for example: 
- General repairs/ maintenance costs (breakages, plumbing etc) 
- Painting and decorating 
- Damp & rot treatment 
- Council tax 
- Insurance  
- Cost of rent collection 



 

 

 

- Agents fees 
- The option to claim a “wear & tear” allowance of 10% of the annual rent is no longer available. 

 
If a repayment mortgage is taken out, the capital repayment element is not allowable. In addition, if any 
expenditure is made on improving the property, this may be classed as capital expenditure rather than 
revenue expenditure. If a large project is planned, then investors are advised to seek advice prior to 
commencement to establish which items could be claimed for. 
 
Losses can generally only be carried forward and set against future Schedule A income. 

 
Please note that separate rules apply to qualifying furnished holiday lets, and income received from renting 
out a room in your main private residence. 
 
Capital Gains Tax 
 
Capital gains tax on the sale of residential property is charged at 8% above the levels for other investments 
(i.e. at 18% for basic rate and 28% for higher rate), and applies to both UK and non-UK residents. The annual 
exemption is available to reduce the chargeable gain, and married couples may wish to transfer all or part of 
the property between themselves prior to sale for maximum tax efficiency – however, beware of stamp duty 
land tax charges if the property is mortgaged.  
 
Where a property was previously the owner’s main residence, more favourable CGT treatment can apply. For 
example, the last 9 months of any period can be treated as if it were owner-occupied (with the capital gain 
being apportioned on a time basis). In addition, the first £40,000 of chargeable capital gain can be tax free 
(£80,000 if the property is jointly owned) for properties which are occupied by owners together with their 
tenants. 
 
 
Real Estate Investment Trusts (REITs) 
 
REITs are a type of tax efficient collective investment vehicle investing in commercial or residential 
property, UK listed versions of which became available from January 2007. The REIT structure protects the 
company from corporation tax, in return for an undertaking to distribute at least 90% of rental yield out to 
shareholders within 12 months of receipt. REITs are also qualifying investments for ISAs. As a REIT is a closed 
ended fund, the share price may trade at a discount or premium to the net asset value of the underlying 
holdings, and so may be more volatile than a direct property holding. Investors who currently do not feel 
that a direct property investment is suitable or possible for them may therefore be able to gain additional 
exposure to the property market through these diversified vehicles. Individual REITs may be concentrated in 
certain sectors (e.g. property development, or commercial property such as London offices), meaning a 
single REIT investment may not offer the diversification in exposure required.  
 
 
Property Authorised Investment Funds (PAIFs) 
 
PAIFs are similar to REITs, except with an obligation to distribute 100% of income, and an open-ended 
structure – meaning that the unit price will more directly reflect the underlying value of the assets held. 
However, the PAIF may hold a substantial amount of cash (10-20%) to ensure liquidity to meet redemptions, 
which in turn will affect overall returns. PAIFs pay out three separate income streams according to the type 
of underlying income generated (property income, interest income, other income e.g. dividends), which in 
theory should enable investors to suffer the lowest amount of tax possible for their circumstances and the 
tax wrapper in which the fund is held. However, PAIFs often have associated feeder funds which are used 
instead, as certain investors are either unable or ineligible to invest in the PAIF. For example, many 
platforms are unable to process the three streamed income payments and so the feeder fund enables 
exposure to the performance of the PAIF, whilst also offering an income tax structure that can be processed 
by the platform.  
 
 
 
 
 



 

 

 

 
Risk Warning: The past is not necessarily a guide to future performance.  The value of your investment and the income from it can fall 
as well as rise and is not guaranteed. You may not get back the full amount invested.  

 
Our views are based upon our understanding of current legislation in England. Levels and bases of, and reliefs from, taxation are 
subject to change and their value to you will depend upon your personal circumstances. You should not act on any of the information 
without seeking professional advice. 
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