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Trusts, Interest and Compliance — A Perfect Storm

This article will be of interest and relevance to anyone (trustee, settlor and beneficiary specifically) associated with
an offshore settlement that has made loans. The UK tax consequences of such loans can be far-reaching, both for
income tax and inheritance tax (IHT). This article considers only the income tax issues arising and does not consider

situs for IHT purposes.

Abstract

The UK takes a multifactorial approach in determining the
source of an interest payment, with Ardmore Construction Ltd
and Perrin v HMRC' being the precedent case law.

If the interest is considered to arise from a source in the UK,
there are tax implications, including withholding tax, that must
be considered.

Trustees who are now in receipt of interest from loans made
to UK resident settlors or beneficiaries following the post-2017
changes need to weigh up these factors and consider any UK
tax obligations.

Source of Debt

The situs of adebt and the source of interest are not synonymous.
A foreign situs loan can have UK source interest and be subject
to withholding tax obligations. The situs of a debt is dependent
on whether the debt is a simple debt or a specialty debt.

Simple debts are debts created by a simple contract and specialty
debts are debts created by deed or an instrument under seal.

It is fairly well established that simple debts are located where
the debtor is resident. Thus, in English, Scottish and Australian
Bank v IR Commrs?, the court held that simple contract debts
are situated where the debtor is resident and where the debt
can be enforced. This is notwithstanding any contrary intention
expressed in the loan agreement.

In Kwok Chi Leung Karl v Commr of Estate Dutys3, involving a non-
negotiable promissory note which was payable at a future date,
the Privy Council maintained that the debt was subject to the
general rule as it concerned a simple debt. Thus, the debt was
held to be located in Liberia where the company which issued
the loan note was registered.

For specialty debts, the prevailing rule is that they are located
where the deed is kept, although HMRC will argue a UK source if
the debt is secured with UK assets.

Source of Interest: a little bit of history

Historically, the UK has never had a statutory position or test
to determine when interest arises from a source in the UK.
Instead, the determination of the source of an interest payment
arising from a debt has been a journey through consensus and a
handful of court cases, and there is still no prescriptive solution
to determining the location of the source of interest.

In relation to specialty debt, the view of HMRC Pre-2013 was that
the source of interest paid on a specialty debt was dependent
on the location of the deed (which followed the source of debt
position). However, its current view, which is backed by statute,
is that the location of a deed is otiose when determining the
source of interest on a specialty debt.4

(2015) UKUT 633
[1932] AC 238
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3. [1988 BTC 8073]

4. Section 874 Income Tax Act (ITA) 2007
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As stated, the source of interest on simple debts pre-1993 was
accepted to be the location of the debt. However, HMRC changed
its approach in Rl 58(1993) to follow a multifactorial approach.
The case that led to this approach was actually an older case
- National Bank of Greece SA v Westminster Bank Executor &
Trustee Co (Channel Island) . The court had to determine whether
interest arose in the UK and did so by considering not only the
residence of the principal debtor, but also that of the guarantor
of the loan and the situs of the security provided (which were all
in Greece). Taking this multifactorial approach, the court found
that the interest was non-UK source.

Another key point from the decision is that debt does not move
with the debtor should they subsequently reside elsewhere, i.e.
once UK always UK.

The effect of National Bank of Greece was that after years of
consensus on a situs approach to the source of interest, taking
into account IHT situs and international law, HMRC then adopted
a multifactorial approach to determine the location of the source
of interest using the following indicators:

» where the debtor is resident;

+ where the assets of the debtor are located;
+ where the debt is repaid to;

+ in which country can the debt be enforced,;
+ place and performance of contract;

+ proper law of contract; and

+ location of any security.

HMRC considered the residence of the debtor to be the most
significant of the indicators.

The source of interest was tested again in both Ardmore
Construction Ltd and Perrin in 2014.

In Perrin,6 the First Tier Tribunal (FTT) had ruled that the factors
of residence of the debtor, the source of funds for payment and
the place of enforcement (which were all in the UK) outweighed
the factors of place of actual payment and jurisdiction in which
judgement could be obtained (which were all in the Isle of Man).

In Ardmore?, the appellant had argued that the source of
interest is located in the place credit is provided (in this case the
British Virgin Islands). However, the FTT, ruling in favour of the
respondents that the interest payment had a UK source, adopted
a multifactorial approach. The factors weighed were:

+ the residence of the debtor and the debt;
+ the source or origin of the fund for paying the debt; and
+ the place of enforcement;

all of which were in the UK.

The taxpayers (Ardmore and Perrin) appealed to the Court of
Appeal8, which upheld the multifactorial approach adopted by
the FTT in both cases.

HMRC guidance has followed the case law and the current
position is at SAIM9090, with HMRC stating the factors they
consider to be most important:

“Whether or not interest has a UK source depends on all the
facts and on exactly how the transactions are carried out. HMRC
consider the most important of factors in deciding whether or not
interest has a UK source to be

+ the residence of the debtor and the location of his/her
assets. This will influence where the creditor will seek to
enforce any judgement following default;

+ the place of performance of the contract and the method
of payment. Here we are looking at the substantive (not
immediate) origin of the funds out of which the interest was
paid;

+ the competent jurisdiction for legal action and the proper
law of contract;

+ the residence of the guarantor and the location of the
security for the debt.”

This leaves taxpayers without a conclusive test to determine
source of interest - a multifactorial approach is needed in all
cases, which are then decided on their own facts and merits.
No doubt there will be further cases in the future that may
provide a greater degree of certainty, but HMRC guidance has
been updated and now does not assign any weighting to the
indicators where previously it had pointed to the residence of
the debtor and where the debt can be enforced as being those
that attracted most weight.

Trusts and Settlements

Where trustees have a UK connection relating to a debt (simple
or specialty) they need to consider the facts and whether there
is a UK source of interest.

What does this mean in practice for trustees and companies/
individuals? If the interest is yearly (annual) interest, located in
the UK and paid to a person situated outside of the UK, there will
be a statutory requirement to withhold UK tax at 20%, subject to
any available treaty relief. The withholding tax is required to be
reported and paid to HMRC.?

[1971] A.C. 945

Perrin v. Revenue & Customs [2014] UKFTT 223 (TC)

Ardmore Construction Ltd v Revenue & Customs [2014] UKFTT 453 (TC)
Ardmore Construction Ltd and Perrin v HMRC (2015) UKUT 633

Section 874(2) ITA 200
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Non-resident trusts

The 2017 changes to settlor interested trusts, and the rules for valuing benefits, has meant that debt relationships involving UK
resident settlors and their offshore trusts deserve considerable attention. Previously it was commonplace for deemed domiciled
settlors to receive interest-free loans from the trust without a need to consider the interest payment implications. However, with the
2017 changes, it has become imperative for settlors to consider paying interest at the official rate of interest to avoid a tax charge on
the benefit (i.e. the interest foregone). Note that the interest has to be paid by the end of the tax year or a benefit still arises. This, in
turn, requires a review of where the source of interest is and whether there are UK reporting and tax consequences.

Where there is UK source interest, the administration process can be convoluted and different tax rates and reporting requirements
apply depending on whether the trust is an interest in possession trust, discretionary trust and/or settlor interested. For settlor
interested trusts, where there is a UK source of interest, the settlor picks up the interest that they have paid to the trust as income on
their tax return. An example to demonstrate this has been included below:

Example:

Mr X is UK tax resident and deemed domiciled having been in the UK for the last 18 years.

Mr X took a £1m loan from a non-UK discretionary trust that he settled whilst he was non-UK domiciled.

Mr X pays interest on the outstanding loan at 2.25% (current ORI). This results in an interest payment of £22,500 per annum.
Step 1:

On the basis the source of interest is treated as UKsource, this requires Mr X to consider whether withholding tax at 20% (£4,500)
should be paid over to HMRC by Mr X and Mr X paying the net 80% (£18,000) to the trustees.

The trustees need to consider any treaty position they may have that can reduce / eliminate the withholding tax requirement.
Step 2:

The trust now has UK source income, with a UK resident settlor and beneficiary.

The trustees are treated as receiving the £22,500 gross but are given a tax credit for the £4,500 withheld.

The trustees are liable to tax on UK source income at the discretionary rate of tax, i.e. 45% (excluding trust allowance in these
calculations).

The trustees calculate the tax which, in this example, is £21,500 at 45% = £9,675.

There is a credit of £4,500 already paid and the trustees must report the income on a tax return and pay over the difference of
£5,175 to HMRC by 31 January following the tax year the interest was received. This will also trigger payments on account that
need to be factored in.

Step 3:

As the income is UK source income and the trust is settlor interested, Mr X is liable to tax on that same interest income that he
has paid to the trust. Mr X must report this on his tax return. The tax that has been paid by the trustees is taken as a tax credit
by Mr X to avoid double tax.

If Mr X is a higher rate taxpayer (40%) and not an additional rate taxpayer, he will get a refund of 5% as 45% has been paid over
to HMRC.

Help!!! What about the past?

If there is a UK tax liability that has not been reported then the tax position will need to be remedied and, if not already registered, the
trustees would need to register under the Trust Registration Service to ensure they are compliant going forward.

If you would like us to carry out a review of a debt relationship and the tax implications, then please do contact us and we would be

happy to discuss this with you.
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