Foreign investors applying Shariah compliant finance when investing into the United Kingdom 

I was recently asked to contribute an article to the Winter 2007 edition of “economic focus” which is the magazine of the Arab British Chamber of Commerce.

In the previous edition, an article had surveyed the recent changes to UK tax law intended to facilitate Islamic finance, explaining that the goal is equal tax treatment for Islamic finance products. Accordingly, I decided to follow on by considering the practical application of Islamic finance to two common cross border investment scenarios, namely the purchase of an investment property and the purchase of a trading company.

The article is reproduced below with the consent of the editor.

Assumed fact pattern
Envisage an individual Arab investor resident in the Middle East, who intends to invest in the UK.  The individual may either have enough funds to make the investment, or he or she may need to borrow part of the total investment from a bank.  Consider two different investments:

(1) an investment property in the UK

(2) the shares of a UK trading company

For simplicity, assume that the individual is resident in a country which has no local income tax, and also has no double tax treaty with the UK.

Purchase of UK investment property – conventional finance
When planning this investment, the individual needs to consider some key UK tax points:

· The UK charges inheritance tax on assets situated in the UK, even if the owner is resident and domiciled overseas. 

· UK source rent is taxable at 22% when paid to recipients who are not UK resident. 

· The UK charges UK residents capital gains tax on gains made from selling investment property, but does not charge non-resident investors on such capital gains.

Where conventional finance is being used, one would typically end up with a structure like Diagram 1 (click image to enlarge):





This is intended to achieve a number of benefits.

a) If the individual dies, there should be no exposure to inheritance tax, since he or she owns two overseas companies, not a UK property.

b) Overseas Purchasing Company should not pay UK capital gains tax if it sells the property at a gain, as it is not UK resident.

c) Overseas Purchasing Company has financed 100% of the purchase price of the property by means of loans from Bank and from Overseas Lending Company.  The interest on these loans should be deductible before UK tax at 22% is charged on the net rental income post interest.  (As third party property finance is often highly leveraged, for simplicity this article has not tried to address whether the UK transfer pricing rules could limit tax relief on part of the borrowing from Overseas Lending Company).  Obviously, if the individual does not need external finance, Bank disappears from the structure.

The location of Overseas Lending Company needs to be carefully chosen, as one would wish to reduce paying significant local taxes, but also to ensure UK withholding tax is not being charged on the interest payments.

Purchase of UK investment property – Islamic finance
Replicating the benefits of the above structure is challenging if the individual wishes to be Shariah compliant.  The finance from the Bank can be replicated using diminishing musharaka, referred to in UK tax law as diminishing shared ownership, as illustrated in Diagram 2 (click image to enlarge):




The diagram shows the individual injecting his or her initial equity into Overseas Purchasing Company.  The property is then purchased jointly by that company and Bank.  Under the diminishing shared ownership contract, Overseas Purchasing Company will have sole right (as between itself and its co-owner Bank) to use the property, so the tenant will pay all of its rent to Overseas Purchasing Company.  However, Overseas Purchasing Company is then obligated to pay rent to Bank on that part of the property which is owned by Bank.  There is no necessary linkage between the rent per square foot that the tenant pays and the rent that is payable to Bank.

There are a number of practical points to bear in mind when comparing Diagram 2 with the conventional finance structure of Diagram 1.

a) Overseas Purchasing Company will eventually buy Bank’s share of the property, either in small slices or as one purchase at an agreed date.  The UK has a specific relief from Stamp Duty Land Tax (SDLT) for that purchase, provided the various statutory requirements are met.

b) For Shariah compliance reasons, it is expected that the diminishing shared ownership contract between Bank and Overseas Purchasing Company requires the bank to share, to some extent, in falls in the value of the property.  This is a risk that Bank did not have in Diagram 1, for example because it could have a first charge on the property ranking ahead of overseas lending company, and if necessary could require the Individual to guarantee Overseas Purchasing Company’s bank loan.  As this is an extra risk for Bank, it is expected that the finance provided by the diminishing shared ownership contract would cost more than a conventional bank loan.

c) In Diagram 1, Overseas Lending Company was used to reduce UK taxes on the rent from that part of the property which was being paid for from the individual’s own resources.  Conversely, in Diagram 2 Overseas Purchasing Company will be taxed on all the rent it receives with a deduction for the rent that it pays to Bank.  Arithmetically this will mean that it effectively pays tax on the rent from that part of the property which is purchased with money from the individual.

With Islamic finance, it is not easy to replicate the tax planning that Diagram 1 achieves for the individual’s equity share of the building, as the UK tax law on Islamic finance requires the participation of a financial institution (as defined in the tax law in FA 2005).  One idea is for the individual to finance 100% of the property using diminishing shared ownership, while placing his or her own money with Bank as a Shariah compliant deposit.  While this may be tax efficient, Bank would be expected to charge for its increased participation in the structure (i.e. initially owning 100% while taking the deposit), so that the final result for Investor would be financially worse than Diagram 1.  One would also need to consider whether any provisions in the relevant tax law might apply to deny a tax deduction for any “excessive” finance routed through Bank in this manner.

This train of thought gives rise to a Shariah question.  Is it permissible under Shariah for one company that is owned 100% by one person to pay interest to another company which is also owned 100% by that same person?  The argument would be that, in economic terms, the owner is only paying interest to him or herself with their own money, so essentially they are doing nothing.  Comments from Shariah scholars on this point would be welcomed.

Purchase of a UK Trading Company – Conventional Finance
The planning goals when purchasing a UK company are similar to those when buying a UK investment property:

· to obtain tax relief on external finance costs. 

· to the maximum extent possible, obtain tax relief for that part of the price which is paid for from the individual’s own funds. 

· avoid creating an exposure to UK inheritance tax.

One possible structure that could be used is illustrated in Diagram 3 (click image to enlarge):  




When comparing this structure with Diagram 1, the following points should be noted:

a) Overseas holding company is used to avoid the individual owning an asset in the UK on which he or she could be charged to inheritance tax.

b) UK Purchasing Company is needed to obtain a UK tax deduction for the finance costs.  In this structure, it will have no taxable income, as the dividends from UK Trading Company are not taxable when received by another UK company.  It will have a tax loss from its interest expense, and this loss can be surrendered as group relief to UK Trading Company to reduce that company’s tax liability.

c) The UK has rules to protect Government tax revenues against companies like UK Purchasing Company being “thinly capitalised”.  Very briefly, UK Purchasing Company needs to have a sufficient level of equity to support its interest bearing liabilities, so that they do not exceed what it could borrow on an arm’s length basis from third parties without any guarantees, explicit or implicit, from the individual or any companies he or she controls.

Purchase of UK Trading Company – Islamic Finance
One possible structure to make this acquisition is illustrated in Diagram 4 (click image to enlarge):  




This shows the same overall structural approach as with conventional finance in Diagram 3.  However, the interest bearing bank loan has been replaced by a tawarruq contract.

Diagram 5 shows such a contract (click image to enlarge):  




Here the goods would be something that can be purchased and re-sold very easily, such as copper in the commodity markets.  Bank would purchase the requisite amount of copper and sell it to UK Purchasing company at a higher price, with payment being due in, say, two years time.  However, UK Purchasing Company can then re-sell that copper in the commodity market to generate immediate cash.  That cash, along with the cash it received for issuing shares, is used to pay seller to acquire UK Trading Company.  With the figures in Diagram 5, the cost of finance illustrated is 5%pa simple interest over the two years.

When the tawarruq contract is completed at the end of the assumed two years, UK Purchasing Company can, if necessary, roll over the finance by entering into another such contract.  The following points need to be borne in mind when considering Diagram 4.

a) There is no obvious way of getting tax relief for that part of the purchase price which is being financed from the individual’s own resources.  The legislation in FA 2005 that gives UK Purchasing Company relief for the cost of a tawarruq contract requires its counterparty to be a financial institution.  (The tax legislation does not refer to tawarruq contracts by name, or indeed refer to Islamic finance at all.  Instead, it defines certain types of contracts, and if a transaction falls within its definitions, then specified consequences such as tax relief for the finance costs follow).  Accordingly there would be no point in the Individual setting up a company in Diagram 4 to mirror Overseas Lending Company in Diagram 3, as UK Purchasing Company would not receive tax relief for the cost of a tawarruq contract with such a company.

If there is scope (without making UK Purchasing Company thinly capitalised) the individual could channel part of his or her funds to UK Purchasing Company via UK Bank by making a Shariah compliant deposit with Bank while Bank enters into a larger tawarruq contract with UK Purchasing Company.  However, as discussed above, this is likely to involve greater costs than the conventional finance approach outlined in Diagram 3.  Also as mentioned above, one would need to consider whether channelling such extra finance could cause any other adverse UK tax rules to be applied.

(b) A simple tawarruq contract gives UK Purchasing Company a fixed cost of finance over its life, whether two years or say five years.  However, it is possible that UK Purchasing Company may have wanted a floating finance cost.  One approach would be to enter into a series of shorter tawarruq contacts, with the cost of finance being re-set at each rollover date.

Conclusion
As we have seen, the various changes introduced into UK tax law in 2003 (for SDLT) and 2005 and 2006 (for finance costs) do make it possible for Muslims to carry out transactions similar to those possible with conventional finance.  However the tax rules are very detailed, and as illustrated in many cases it is not possible to replicate what can be achieved with conventional finance.  Accordingly, we are still a long way from equal tax treatment for Islamic finance products.
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