


TAX MEMORANDUM

REMITTANCES -- A NEW ERA

Background

Any individual who is UK resident but either not domiciled or not ordinarily resident in the UK may be entitled to the benefit of the rule which permits them only to be taxed in respect of foreign income and gains if those income or gains are "remitted" to the United Kingdom.

Up until April 5, 2008, these rules were covered partly by statute and partly by case law, but in each case the rules, though complex in part, were readily understandable and applicable.  Since that date, the Government has introduced comprehensive legislation in this area which now, more than ever, requires such individuals carefully to consider tax issues, not least because, after at least 7 (out of 9) tax years residence in the UK, an individual will only be entitled to elect for a remittance basis for taxation if a flat tax of £30,000 is paid annually (the "£30,000 RBC").

It is still the case that overseas capital, untainted by overseas income or gains, can be remitted to the UK without UK tax liability.  However, because of the £30,000 RBC and the need to elect, individuals can no longer simply work on the basis that overseas income and gains are not taxable if they are not remitted.

Who do the rules affect

Individuals who are UK resident but who are not UK domiciled and also, individuals who are UK resident but non ordinarily resident even though they may be UK domiciled.  

Individuals who are not resident are not subject to the remittance rules and an individual who is UK domiciled (unless in the rare occasion he is not an ordinary resident) is not entitled to use the remittance rules.

Non UK domiciled individuals who have been resident in the UK for at least 7 out of the 9 tax years before the tax year in question are treated differently to those who have been resident for less than that period (these notes refer to those over that threshold as ‘longer term residents’). 

How the remittance rules apply -- step 1

Where an individual has less than £2000 or more of unremitted overseas income and/or gains in the current year, there is no need to make a claim for the remittance basis to apply and there is no need for the £30,000 RBC to be paid in circumstances where it might otherwise need to be.  Importantly, there will be no loss of personal allowances. Similarly, an individual who has no UK source income and gains and who is not a longer term resident, does not have to elect provided he or she does not remit any overseas income or gains.

For an individual who is under 18 years of age and any non UK domiciliary who is not a longer term resident, the remittance basis can be claimed and there will be no need for the £30,000 RBC to be paid.  However, the annual personal allowance and the capital gains tax allowance will not be available if the remittance basis is claimed.  Notably as well, the dividend upper rate of 32.5% also does not apply to dividend income taxable on the remittance basis in this situation but may be taxed at the marginal rate of 40%.

For those whose residence period does exceed the above (longer term residents) and who elect for the remittance basis, the £30,000 RBC has to be paid and the annual personal allowances for income and gains will be lost. The flat tax applies per individual and not per family, so steps may be appropriate to limit overseas income to, say, one spouse.

Will it be sensible to elect for the remittance rules to apply -- step 2

For an individual who is not a longer term resident, the decision as to whether to elect to claim the remittance basis will depend upon the straightforward computation as to whether less or more tax will be paid by not electing (and paying tax on a world wide basis) or remitting (and paying tax) (except £2,000) or not remitting (and avoiding tax but taking into account the losing of the annual personal allowances for income and capital gains and the taxation of foreign dividends at 40% rather than 32.5%). Where tax is paid, income and gains can be used in the UK (except the un-remitted £2,000 in that case). 

The computation becomes much more complicated where the £30,000 RBC has to be paid.  In principle, an individual needs to have at least £75,000 of overseas unremitted income or £166,666 of overseas unremitted capital gains, which in each case would generate £30,000 of UK tax at current rates, with the loss of personal allowances for income and gains also to be factored in.

It should be noted that, in default of an election being made, worldwide income and gains are taxable and that an election can be made no later than five years after the 31st January following the year at in which the income and gains arise.

If the £30,000 RBC applies, what are the considerations -- step 3

If it looks as if it is advisable for the £30,000 RBC to be paid, nevertheless, the new sections need to be approached with caution as there are a number of significant aspects to take into account.

The £30,000 RBC is, in substance, a charge to income tax and/or capital gains tax and an individual has to nominate income and gains up to an equivalent of an amount which will produce that tax.  A smaller amount can be nominated and, in many cases this is going to be advantageous.  This is because "nominated income and gains" are distinguished from "remittance basis income and gains"; they are mutually exclusive.  What the rules actually do is to ensure that, if nominated income and gains are remitted at a time when there are unremitted remittance basis income and gains, then because of the order which the taxpayer is deemed to have made his remittances, all current and future remittances will be characterised and treated as remitted in the order set out in the legislation, rather than what is actually remitted.  Nominated income and gains are last in the queue.  This set of rules does not apply if nominated income and gains are not remitted.

The effect of the above will be that, where an individual has different sources of overseas income and gains, the order in which they are deemed to have been remitted is, as somebody described it, the "worst first", so that the order, in effect, results in the most amount of tax being payable in the UK. 

Consequently, it is likely to be advantageous to nominate a very small amount of income and/or gains (even £1) and to segregate that into a separate account which will not be remitted at all, ever, unless all other remittance basis income and gains are also remitted.

A further complication arises however, where the individual may be seeking a tax credit in the foreign jurisdiction for the £30,000 RBC paid in the UK.  It will not necessarily be the case that foreign tax authorities will give a credit for the £30,000 RBC but if they do, then the taxpayer will have to nominate those income or gains taxed abroad in order for the £30,000 RBC to be creditable. This, in my view, is likely to be in point mainly in the US because of their tax system. Once nominated, the problem outlined above will materialise if the individual has other unremitted income and gains and wants to/does remit the nominated income and gains. There are uncertainties in this area as to how HMRC might view planning techniques to avoid such issues.

Extended meaning of "remittance"

The basic concept of what constitutes a remittance has not changed, but the new legislation has tightened significantly the meaning so that practices which were possible before April 5, 2008 are no longer available.  In substance, the legislation now seeks to catch any direct or indirect receipt or benefit received by an individual in the UK who has overseas income or gains.

Notably, the following practices which were available before are no longer available: 

· "source ceasing" techniques; 

· the outright gift of income or gains to, for example, a member of the family who would then bring that money into the UK;

· the importation of property or representing overseas income or gains which used to be capable of being kept in (but not sold in) the UK.

Now, the legislation provides for three broad types of situation, namely overseas income or gains directly or indirectly i.e. whether represented by cash, property or services (provided in the UK), remitted by:

· the individual himself;

· a ‘relevant person’, namely his or her spouse, unmarried minor children or grandchildren and including some companies and trusts; and

· the actions of other persons where the individual (or relevant person) may still effectively benefit from the income or gains in question.

In effect, it is a question of looking at what property has been received in the UK; whether it is traceable to overseas untaxed income and gains of any individual; who has brought it in and, in some circumstances only, whether it has been used to confer a benefit or advantage on the taxpayer or his family. Overseas debts continue to be within the scope of what may be treated as remittances. 

The problem of "mixed funds"

As noted earlier, pure capital can still be remitted without liability.

The problem can arise where property is introduced to the UK which derives from a single overseas fund which is mixed with different sources of income and/or gains.  Prior to April 6, 2008, there were no statutory rules, but the general principle applied was that income was treated as coming out of a mixed fund (of capital and income) first but with the important proviso that taxed income was treated as coming out first.

Now there is a statutory order which, again, employs the "worst first" principle.  Record-keeping will be crucial from now on and the use of multiple bank accounts has become even more important (particularly, as well, in segregating pre-April 6, 2008 income and gains from those arising after).

The new legislation contains anti-avoidance provisions to try and negate arrangements which are implemented to minimise tax on remittances.

Miscellaneous points

Professional Fees

An important point for UK banks, brokers and advisers is the question of the payment of professional fees from an overseas structure.  Because of the wide definitions applicable, a payment of fees is quite likely to be a remittance unless the services relate "wholly or mainly to property situated outside the UK" and the payment is made to the service provider’s non UK bank account (or held on its behalf overseas) but there are some notable restrictions to this let out.

Payment of the £30,000 RBC

However, a payment of taxes directly to HMRC by cheque or bank transfer to pay the £30,000 RBC will not constitute a remittance if the payment is made in respect of the tax due for a year in which the remittance basis has been claimed and the RBC is due.  If a repayment becomes due, the £30,000 RBC is treated as a remittance.

Importation of Chattels

There is a statutory let out for the importation of certain chattels subject to monetary value limits and periods and purposes of importation etc. Care is needed if taxable property is imported because of the rule which values it at cost, not market value on import. 

Offshore Mortgages

Offshore mortgages for UK properties (land) which previously could escape the remittance rules, are now within them for new (post 6.4.08) mortgages. Care is needed if pre 6.4.08 mortgages are varied etc as the protection then ceases.

Capital Losses

Rules have been introduced in respect of foreign losses which permit a once and for all election in the first year remittance basis is claimed, without which no foreign losses will be ever by allowable. If the election is made, full disclosure of foreign unremitted gains will be required. It is likely that a first year election will be sensible in many cases. 

Short Absences Abroad (less than 5 years)

From 6.4.08, new rules are designed to prevent a remittance charge arising for individuals who ‘temporarily’ move abroad and remit income to the UK during that time. Treaty non residence is an important concept in the context of these rules.

Where are the possible solutions to the new remittance rules

If an individual is not resident in the UK, then these rules do not apply.  Similarly, if an individual is dually resident (and his position protected under a treaty), the above rules do not apply.

First, it will be important that every husband and wife considers their position, as indeed they must in relation to children over the age of 18.  The £30,000 RBC applies to each longer term UK resident and it may be sensible therefore to see if all overseas income and gains can be earned by one member of the family only to limit the £30,000 RBC to one charge per family.

The other important way will be to have structures which defer income and gains.  The £30,000 RBC is an annual charge and the election needs to be made annually.  The use of overseas trusts is still very important in relation to capital gains as, although, the charge now applies to UK resident non domiciliaries where it did not before, it is only chargeable when taxable payments or benefits are received out of the trust. The existing ‘supplementary charge’ regime still exists, so that gains from earlier years can be subject to tax of up to 28.8% on capital payments being made to a beneficiary. The same may apply for income, but where the UK resident non domiciliary is the settlor, it will only be where he or she and their spouse are excluded from being able to benefit under the trust.

In conjunction with deferral techniques, the ordering rules for remittances (most recent income/gains first), may provide a shelter for past unremitted income/gains, though the anti-avoidance ‘offshore transfer’ rules are designed to prevent this. 

In addition to or in conjunction with trusts, there is likely to be an increased use of financial products in the form of roll-up funds where income and gains are deferred until there is a disposal or part disposal of the funds invested in.

Finally, can further changes be expected?

The present Government has said that there will be no further changes introduced for, in effect, 5 years. Though we can expect changes which ‘clarify’ or prevent ‘tax avoidance’, to what was, perhaps, not the draftsman’s finest hour. 

Wycombe Hurd & Co

October 2008

These notes are for guidance only. No responsibility can be accepted by Wycombe Hurd & Co for action taken as a result of information provided or opinions expressed. The subjects covered are complex and no summary will be complete. Readers should take professional advice. 
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