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Offshore investment bond

What is it?

Offshore Bonds are collective investments in which the investments of many individual investors are
pooled. They are technically single premium life assurance contracts and therefore normally have
nominal life cover attaching, however they can also be written on a capital redemption basis without
a life assured. A wide choice of funds is available ranging from managed to specialist funds. A
number of companies market offshore life policies, particularly single premium bonds. The most
popular are those issued by subsidiaries of well-known UK life offices in countries such as
Luxembourg, the Republic of Ireland, the Channel Islands and the Isle of Man.

The income and gains of an offshore bond fund will normally be free of tax in the relevant
jurisdiction. Hence, they are often referred to as benefiting from ‘gross roll-up’.

Whilst there will normally be no tax in the particular tax haven that the insurer is based, the fund is
likely to suffer some withholding taxes on its underlying investments. There may be scope to reclaim
some of the tax under double taxation agreements but it is unlikely that an offshore fund with equity
content will ever be truly gross.

The ability to defer tax is greater under an offshore bond than an onshore bond, therefore the
longer it is held the greater the compounding effect of the tax deferment. All things being equal an
offshore fund will create a greater return than an onshore one over the longer term. However, the
greater the level of withholding tax and management expenses (an offshore fund has no tax from
which it is able to deduct management expenses) the less an individual will benefit from gross roll

up.

Eligibility
To be eligible to invest in an investment bond, an individual investor must be 18 years of age or over.
The investment can also be made on a joint basis, or by a company or trustee(s).

The nominated life (lives) assured is usually the applicant / investor but could also be an individual
aged under 18.

Contribution limits

The minimum lump sum is usually around £20,000 but this may be higher or lower depending on the
provider. The maximum limit will be set by the provider.

Taxation

Offshore bond gains are liable to tax and the rate will depend on the policyholder’s personal tax
position. The personal allowance, the starting rate band for savings income and the personal savings
allowance can all potentially be offset against offshore bond gains to receive some or all of the gains
tax free. If earned income falls below the total of the personal allowance and starting rate band for
savings (£12,570 plus £5,000 currently) gains up to that level can be taken tax free. In addition, if the
personal savings allowance is available this can also be offset to achieve tax free gains of up to
£1,000 (basic rate taxpayers) or £500 (higher rate taxpayers). Otherwise gains will be taxed at the
basic rate of 20%, higher rate of 40% or additional rate of 45%. If the policyholder has been UK
resident throughout the life of the offshore bond then the whole gain will be taxed in this way.
However, if the policyholder has been non-resident for part of the term then the chargeable gain is
reduced.
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Top-slicing relief is available on offshore bonds but can only be used to reduce (or eliminate) higher
rate tax liability — it cannot be used to reduce basic rate liability. It is also available to higher rate
taxpayers where the total gain is not covered by the higher rate band, in order to assess whether
any additional rate tax is due. The number of years used for top-slicing is reduced by the number of
complete years for which the policyholder was non-resident. Where the policyholder has been UK
resident throughout the life of the bond, the top-slicing period on a chargeable event resulting from
a partial encashment only runs from the date of the last chargeable event if there has been more
than one — this is the case for offshore bonds taken out from 6 April 2013 onwards (or those added
to or assigned on or after that date).

Changes to top-slicing relief calculations were made from 11 March 2020 and backdated to apply to
gains made in tax year 2018/19 onwards:

e Allowances and reliefs have to be set as far as possible against other income in preference to the
gain

e The personal allowance is reinstated within the top-slicing relief calculation where it has been
reduced by reason of including a gain in their income for the year i.e. in the step of the
calculation where the tax on the slice is worked out, the personal allowance used is that available
based on income plus the ‘slice’ (Note: This doesn’t change the fact that the full gain forms part
of Adjusted Net Income as described further below)

e From 2021/22 onwards, in the step of the top-slicing relief calculation where the tax on the slice
is worked out, the amount of personal savings allowance and starting rate band for savings is
assessed using the slice and not the full gain. However, the full gain is added to income to work
out whether there is loss of these allowances to use against income generally.

e Investment bonds are normally split into a number of segments (up to 9,999 are usually possible
with offshore bonds) with each segment being its own mini-policy. More segments provide
greater control over withdrawals and tax planning. Whole-segment encashments are a way of
withdrawing funds from the bond (alongside partial withdrawals across segments) and might help
minimise chargeable gains and support effective use of top slicing relief. Segmentation can also
enhance trust and estate planning, allowing individual segments to be assigned (gifted) to
beneficiaries with the assignment itself not being a chargeable event.

All statements concerning the tax treatment of products and their benefits are based on our
understanding of current tax law and HM Revenue and Customs’ practice. Levels and bases of tax
relief are subject to change.

Withdrawals

You can withdraw some or all of your money whenever you need to.

You can benefit from the '5% rule' which allows you to withdraw up to 5% of the initial premium in
each policy year (until such time as all of the original investment has been withdrawn, for example
20 years if 5% is withdrawn each year) with no immediate tax liability. At the start of each policy
year, a tax deferred allowance is accrued of 5% of the premiums paid. If this allowance is not used it
can be carried forward to use in future policy years (the cumulative allowance).

Should you need to make withdrawals in excess of the cumulative 5% entitlement in order to
achieve the necessary ‘income’ level in the future, any such excess would be added to your taxable
income in the tax year and charged to income tax. Top slicing relief is available to those who are not
already higher or additional rate taxpayers when assessing whether any higher or additional rate tax
is payable on the policy gain. Some gains may not incur a tax liability at all if, when added to other
income, the total gain falls within the personal allowance (and starting rate band if available).
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On death of the last life assured a lump sum will be paid out based on the surrender value of the
investment, this will be taxed in the same way as a surrender. Where the capital redemption option
has been selected, the bond will continue for a term of 99 years unless it is surrendered before then.

You should also be aware that if a chargeable gain occurs, the full gain is added to your other income
in the tax year for the following purposes:

e |n order to assess whether ‘adjusted net income’ exceeds £100,000 and the Personal Allowance is
reduced or lost (lost completely once total income reaches £125,140 currently)

e In order to assess whether ‘adjusted net income’ exceeds £60,000 and the High Income Child
Benefit Tax Charge is applied (the child benefit is clawed back completely by way of the tax
charge once adjusted net income reaches £80,000)

e In order to assess whether Married Couple’s Allowance is reduced (i.e. where at least one of the
couple was born before 6/4/ 1935) - This allowance is reduced if ‘adjusted net income’ including
the full gain exceeds £39,200 (2026/27)

e To calculate ‘adjusted income’ (a different figure to the above) and ‘threshold income’ when
assessing whether the pensions annual allowance needs to be tapered — If adjusted income
exceeds £260,000 and threshold income exceeds £200,000 the annual allowance is reduced (to a
minimum of £10,000 if adjusted income reaches £360,000 plus)

The Provider may apply penalties to your investment in the event of partial or full surrender of the
Bond within the first few years of investment.

These are applied on a sliding scale basis, over the period.

Bonds held in trust

Trustees are able to use the tax-deferred allowances when making withdrawals in the same way as

bonds owned personally. Or they have the usual options of surrender of whole bond, surrender of

segments or assignment out of the trust to beneficiaries. Trustees can’t benefit from top-slicing

relief.

Bare / absolute trust

In most cases, an absolute (or bare) trust is effectively looked through and all tax is assessed on the
absolute beneficiary as if they owned the investment personally. So ‘trust tax’ isn’t relevant and the
trustees would have no tax returns to complete. The tax treatment would be as for personal
ownership. The trust assets form part of the absolute beneficiary’s estate for IHT purposes.

An exception to the above (known as the parental settlement rule) is where the funds came from a
parent for the benefit of their minor, unmarried child. If income from the trust assets (chargeable
gain if a bond) exceeds £100 p.a. per parental donor, all income is assessed for tax on the parent(s).

With a designated account, if it can be evidenced that an irrevocable gift has been made, an
absolute trust will have been created and the tax treatment is as described above. If the gift isn’t
irrevocable, the tax assessment remains with the donor personally and the funds remain within their
estate for IHT purposes.

Discretionary (or interest in possession) trust

These types of trusts are subject to specific rules on taxation in respect of investment bonds. If the
trustees incur a chargeable gain, the taxable person is as follows:
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e The settlor if alive at some point in the tax year of the chargeable event, and UK resident.
The tax calculation is based on their personal tax position as if they had always owned the
bond personally. Top-slicing can be used. Any tax due can be reclaimed from the trustees (if
not reclaimed, that value remains within the settlor’s estate and is a transfer of value if not
covered by a gifting exemption). If there were joint settlors and one died in a previous tax
year, the gain would be split 50/50 between surviving settlor and trustees. If all settlors died
in previous tax years or aren’t UK resident, you move to the next bullet point....

e The trustees if UK resident, at the 45% trust rate with no top-slicing. If the trust’s total
income including the bond gain is below £500 in the tax year, the income isn’t assessed for
tax. If the settlor has created other trusts, the £500 is divided by the number of trusts but
can’t be less than £100. If none of the trustees are UK resident, move to next bullet point......

e Any UK beneficiary receiving a benefit from the bond (no top-slicing).

Or a popular alternative where possible is for the bond, or segments of it, to be assigned to a
beneficiary. Any chargeable event following assignment is then assessed for tax on the beneficiary
personally as if they had always owned the bond / segment. The assignment itself isn’t a chargeable
event. It would be a distribution of capital from the trust and therefore if the trust is a relevant
property trust, such as a discretionary trust, an inheritance tax exit charge might apply in the same
way as if the trustees encashed and distributed the cash to a beneficiary.

As bonds are non-income producing and the only tax point is when a chargeable event occurs, they
can be a more straightforward option for trustees from an administrative perspective.

As they are non-income producing, they aren’t usually suitable investments, in isolation, for an
interest in possession trust as they don’t create an income for the life tenant. A bond could
potentially be used alongside other income-producing investments or possibly in situations where
the trust permits capital payments to be paid to the life tenant.

Trust Registration Service (TRS)

The Trust Registration Service (TRS) is a government register of the beneficial ownership of trusts.
From 6 October 2020, the scope of the TRS was extended. The new rules are to ensure that the UK
has an anti-money laundering and counter terrorist financing regime that is up to date, effective,
and proportionate. The rules will improve transparency about the ownership of assets held in trust.

If the investment bond is written under trust, it will need to be registered on the TRS. The deadline
for registration is 90 days from trust creation.

Where the offshore bond is with a life office based in Ireland, the trust also needs to be registered
on the Irish Central Register of Beneficial Ownership of Trusts (CRBOT). The CRBOT ‘FAQs and
troubleshooting for UK trustees and advisors’ document gives the latest information.

The trustees can designate a ‘lead trustee’ to register the trust or an ‘agent’. The ‘agent’ would need
to be a business which operates as an accountancy service provider.

Risk considerations

There are a number of risk considerations that need to be taken into account. It is important that
you are aware of these.
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https://www.revenue.ie/en/crbot/forms-guidance-material-for-the-crbot/index.aspx
https://www.revenue.ie/en/crbot/forms-guidance-material-for-the-crbot/index.aspx

e FSCS cover doesn’t apply to offshore bonds. Investor protection will depend on the jurisdiction of
the bond provider.

e Past performance is no guarantee of future returns.
e |[f growth is low, charges may eat into the capital invested.

e Any ad-hoc or ongoing adviser charges being paid from an investment bond will count towards
the 5% tax deferred allowance.

e The value of this investment is not guaranteed and on encashment you may not get back the full
amount invested.

e |f withdrawals are made at a rate which exceeds the net growth of the fund, capital will be
eroded.

o Before making any withdrawals in excess of the cumulative 5% allowance, you should seek advice
in respect of the most appropriate and tax efficient method of achieving this.

e The price of units and the income from them can fall as well as rise.

e Asurrender penalty may apply if you encash this investment in the early years.

e An early withdrawal charge may apply.

e The government may change the tax rules that currently apply to offshore bonds.

e Please be aware that there may be occasions when an individual fund or funds may have a higher
risk rating than your overall stated attitude to risk. If this is the case, then the overall risk rating
applied to all of the combined funds being recommended will still be designed to meet your
stated tolerance.

e The illustration uses certain assumed rates of growth, as prescribed by the Financial Conduct
Authority, these rates are not guaranteed.
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