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This article considers the top 5 U.K. tax issues that we see when dealing with U.S.
taxpayers. The commentary that follows is only intended to outline these issues from a
high level and does not constitute tax advice. As always, please discuss your specific
facts and circumstances with your tax advisor who will be able to provide you with
further guidance.
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1.

Living Revocable Trusts
Lack of transparency: LLCs, S-Corps and U.S./U.K.
double taxation
U.S. businesses exposed to U.K. Corporation Tax on
their U.S. profits
The rules on foreign ownership of U.K. real estate
have changed significantly
Don't forget the kids: the danger of U.S. trusts with
U.K. resident beneficiaries

Living Revocable Trusts

The issue?
Many U.S. based individuals have set up living revocable trusts as a
will substitute and to avoid the complications of state probate. Many of
these revocable trusts will be regarded as valid 'trusts' under U.K. law.
This can give rise to significant U.K. tax complications, as well as
double taxation caused by the asymmetry between the U.K. and U.S.
tax treatment of the trust.

Why does it matter?
If the revocable trust is a valid 'trust' under U.K. law, there are
generally three main scenarios where U.K. tax issues can arise;

Scenario 2: Individuals with no U.K. connection but the trust has
U.K. assets
Even if the grantor has no U.K. connection and they are not U.K.
domiciled, if any U.K. situated assets (e.g. U.K. stocks, real estate, etc.)
are transferred to or acquired by the revocable trust, then the same or
similar U.K. Inheritance Tax rules apply as above (except that the
Inheritance Tax charges are only on the U.K. assets, not worldwide
assets).

Scenario 3: Individuals who move to the U.K.
It might be that an individual does not fall within Scenario 1 or 2, but
what if they start spending time in the U.K. and they trigger U.K. tax
residency? If they are a trustee of the revocable trust, which is usually
the case, then they could migrate the entire trust to the U.K., resulting in
U.K. tax on all of the income and gains arising from the trust assets
(even though all of the assets may be situated in the U.S.). In this
situation, individuals can be exposed to double taxation, and worse still,
when the individual returns to the U.S. the trust may be treated as
exporting itself out of the U.K., meaning a deemed disposal and U.K. tax
charge on all of the unrealised trust gains. Even if these problems are
avoided by ensuring the trust remains non-U.K. tax resident, there can
still be U.K. tax consequences for the grantor and their family if they
move to the UK, for example if they are entitled to the trust income or if
the trust income is brought in to the U.K.

What's the solution?
Scenario 1: Individuals who originate from the U.K.
Even though an individual may be based in the U.S. with no
U.K. assets, if they are originally from the U.K. and they have
not broken their U.K. domicile (the English law definition), they
could be exposed to an immediate U.K. 20% Inheritance Tax
charge if they transfer any asset to the trust. Furthermore there
can be a 6% Inheritance Tax charge on the fair market value of
all the assets in the trust on every tenth anniversary since the
trust’s inception. It is also important to be aware of spouses
who originate from the U.K. if they are co-grantors of the trust they are also potentially caught under these rules.

Solutions will depend on the facts and circumstances, but may include
for example;
•

Reviewing the terms of the revocable trust deed and analysing
whether it is possible to argue that the trust is not a valid ‘trust’ for
U.K. tax purposes

•

Reviewing the domicile (under English law) of the grantor. If the
grantor is non-UK domiciled then some of these issues may be
alleviated

•

Managing the amount of time the grantor/trustee spends in the UK
so they do not become a UK tax resident

2. Lack of transparency: LLCs, S-Corps and U.S./U.K.
double taxation
The issue?
Many individuals hold their assets/investment in entities that are
disregarded or are otherwise 'flow through' entities for U.S. tax
purposes (e.g. LLCs and S-Corporations). In many cases these
entities are not transparent for U.K. tax purposes and are treated
as foreign corporations. There is a considerable lack of certainty
regarding the U.K. tax treatment of these entities, caused by a
lack of legislation in this area.

Why does it matter?
The following examples demonstrate how U.K. tax issues can
arise:

•

Amending the Operating Agreement with a view to trying to
achieve tax transparency for U.K. tax purposes or at least
to follow the Anson case. This may mitigate the double
taxation issues highlighted but this solution is not always
possible.

•

Consider restructuring the ownership of the LLC/SCorporation’s assets before the owner(s) become U.K. tax
resident.

3. U.S. businesses exposed to U.K. Corporation Tax
on their U.S. profits

Scenario 1: the LLC or S-Corp has U.K. income or holds U.K.
situated assets

The issue?

In this instance the LLC or S-Corporation could be subject to
U.K. tax on its U.K. income or gains (particularly in the case of
real estate) and may have a requirement to file U.K. Corporation
Tax returns.

Many U.S. companies have senior individuals that spend time working
in the U.K. If such individuals (including senior executives, directors,
owners or other stakeholders with influence) are making strategic
decisions for the business whilst they are physically present in the
U.K., then the U.K. tax authorities may argue that the U.S. company
has its 'Central Management and Control' (CMC) exercised in the U.K.

Scenario 2: the owner(s) of the LLC or S-Corp becomes U.K.
tax resident
If the owner becomes a U.K. tax resident and they receive a
distribution from the LLC or S-Corporation, they may be treated
as receiving a foreign 'dividend' for U.K. tax purposes. The first
issue with this is timing of taxation - the U.S. LLC might produce
annual income that is taxable on it’s owner(s) on a yearly basis,
but it might only distribute the profits of the LLC once every 5
years. This means that there would be a U.S. taxing event every
year, but a U.K. taxing event only every 5 years. Secondly, double
taxation typically arises because the U.K. tax authorities can
consider the receipt of a ‘distribution’ and a ‘share of profit’ as
two different types of income, and a foreign tax credit can only
be claimed against income of the same type.
A further issue linked to scenario 2 is the owner's presence in the
U.K. leading to U.K. Corporation Tax on the LLC or S-Corp's
worldwide income and gains. This issue is discussed further in
the next topic.

What's the solution?
Solutions will depend on the facts and circumstances, but may
include for example;

•

Review the LLC/S-Corporation’s Operating Agreement and
the relevant governing law to ascertain whether there is an
argument for following a 2015 Supreme Court decision (the
‘Anson’ case) which held that double tax can be avoided,
with the correct fact pattern.

Why does it matter?
A U.S. corporation that exercises its 'Central Management and
Control' (CMC) in the U.K. is subject to U.K. corporation tax at 19% on
its worldwide income and gains. The company's operations could be
exclusively in the U.S. (with no trading or investment activity in the
U.K.), it doesn't matter - if there is CMC in the U.K. then U.K.
corporation tax is charged on worldwide income and gains.
This issue doesn't just apply to C-Corporations, it applies to any nonU.K. business and so will include almost all S-Corporations and LLCs.
Partnerships are also caught. When a non-U.K. partnership is deemed
to have its CMC in the U.K., not only does the partnership have to file a
U.K. tax return but also all of the partners are potentially required to file
a personal non-resident U.K. tax return reporting their share of the
profits and pay tax at up to 45%.
These entities could now be in a position where the U.S. and the U.K.
tax authorities are seeking to tax the same business profits - and to
resolve who has the taxing right, competent authority approval will
normally need to be obtained (this is where senior officials of the
relevant revenue authorities discuss in which territory the company
should be resident). However, this is often a protracted and expensive
exercise.

What's the solution?
Solutions will depend on the facts and circumstances, but may
include for example;
•

•

The best solution is to avoid creating a CMC in the U.K. in
the first place. CMC is the place where decisions about the
strategic policy and direction of the corporation are taken.
These decisions can generally be distinguished from
decisions of a more day-to-day operational nature.
It is essential to ensure that if an individual is a key
individual in a U.S. organisation (i.e. senior executive,
director, owner or other important stakeholder with
influence), and they are spending time working in the U.K.,
that their business activity is limited to clearly defined
parameters. It may be appropriate for the U.S. organisation
to implement a policy that would help to reduce the CMC
risks.

4. The rules on foreign ownership of U.K. real estate
have changed significantly

Before April 2017, if a U.S. person owned U.K. real estate via a U.S. (or
other offshore) company then there would normally be no exposure to
U.K. Inheritance Tax to the owner.
The U.K. government eradicated this perceived tax loophole in April
2017, and you now effectively look through the company for
Inheritance Tax purposes if it holds U.K. real estate.
This generally creates a U.K. Inheritance Tax exposure at 40% on the
value of the property. Worse, you do not have the generous $11.58
million estate and gift tax exclusion (that is given to U.S. citizens) in the
U.K., the Inheritance Tax exclusion amount is only £325,000.
Additional U.K. tax issues have arisen since April 2017 where the U.K.
real estate is owned in a trust structure, including Inheritance Tax
charges every 10 years and if the property (or its holding company) is
distributed out to a trust beneficiary.
To top it off, a non-U.K. tax resident can no longer dispose of U.K. real
estate without a Capital Gains Tax charge, following U.K. tax law
changes in 2013 and 2015.

The issue?
What's the solution?
It used to be common for individuals to acquire U.K. real estate
through offshore trust/company structures and not pay any U.K.
Capital Gains Tax on the sale of the property, and there was
usually no U.K. Inheritance Tax exposure.
However U.K. tax law changes in 2013, and again in 2017, have
made many legacy property holding structures using trusts and
companies completely tax inefficient, and in many cases now tax
punitive.

Solutions will depend on the facts and circumstances, but may
include for example;
•

Reviewing the ownership structure of the U.K. real estate. If the
real estate is owned by a U.S. revocable trust and/or U.S. LLC for
example, it may be worth considering how these entities are
treated for U.K. tax purposes and whether they may be treated as
transparent entities under U.K. tax law (in which case the ATED
charges may not be applicable).

•

If property prices are depressed (for example due to the recent
coronavirus situation), then now may be an appropriate time to
consider ‘de-enveloping’ properties already held within a
structure.

Why does it matter?
If U.K. real estate is owned by a U.S. company (including LLCs
and S-Corporations), then since April 2013 there is an annual
charge payable, calculated based on the fair market value of the
property.
This is known as the Annual Tax on Enveloped Dwellings (ATED).
As an example, if the value of the property is greater than £1
million the annual charge is £7,500 per year, and going up the
scale if the value is greater than £20 million the annual charge is
£236,250 per year. These charges did not exist prior to April
2013.

5. Don't forget the kids: the danger of U.S. trust
with U.K. resident beneficiaries
The issue?

•

It is common for children who are beneficiaries of U.S. family trusts to
relocate to the U.K. for educational purposes (and quite often they
remain in the U.K. once their studies have concluded). Whilst for U.S.
federal tax purposes those living in the U.S. under an F or J student visa
are usually not treated as U.S. tax residents (for a period of up to 5
years), there is no such equivalent residency carve out for foreign
students living in the U.K.

In other cases it may be possible for foreign tax credits to be
claimed on the U.K. resident beneficiary's U.S. tax return. For
example, if the trust is a non-grantor trust then credits can often
be claimed provided that the distribution is of 'distributable net
income' (DNI), and of a type which can be treated as 'foreign'
sourced on the beneficiary's U.S. tax return, either under U.S.
domestic law or under the U.K./U.S. tax treaty.

•

Sometimes the simplest solution is to arrange for the U.K.
resident beneficiary to receive the trust distribution before they
have become a U.K. tax resident. Due to anomalies in the UK tax
rules, it is often in fact necessary for the distribution to take place
in the U.K. tax year before the beneficiary becomes a U.K.
resident.

•

Where the beneficiary is already a U.K. tax resident, it may
occasionally be preferable to find alternative ways to fund their
U.K. expenditure (for example, via direct gifts from their parents).

Why does it matter?
If a U.S. person is U.K. tax resident they will ordinarily be subject to U.K.
tax on their worldwide income and gains (subject to relief under the
U.K./U.S. double tax treaty), unless they are eligible to claim non-U.K.
domiciled status. If they are eligible to claim non-U.K. domiciled status
the U.K. tax exposure is generally limited to
(i) U.K. sources of income and gains, and

Further information
(ii) any foreign income or gains that are brought in to the U.K.
Sometimes a U.K. resident beneficiary of a U.S. family trust may receive
a trust distribution. This could be a large distribution that will be used to
acquire U.K. real estate for example, and therefore the distributed
amount is treated as being brought into the U.K.
The starting point is that the distribution will usually be subject to U.K.
Income Tax, irrespective of the underlying character of the trust income
that is being distributed. For a U.S. grantor trust, where the U.K. resident
beneficiary is not the grantor, there is a risk of double taxation since
different individuals are being taxed in the U.K. (the beneficiary) and the
U.S. (the grantor).

What's the solution?
Solutions will depend on the facts and circumstances, but may include
for example;
•

In some cases it may be possible to claim a credit in the U.K. for
the foreign tax paid by the trust, but this is not straightforward and
will be dependent on the particular facts.
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