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THE NEW OFFSHORE
FUNDS RULES

What are the offshore funds rules and
why are they changing?

The offshore funds rules aim to prevent the tax-free roll up of income in an offshore fund. Without these
rules, the investor’s return on a sale of fund units would be taxed under the favourable capital gains tax rules.

Where the offshore funds rules apply any gains on the sale of fund units are taxed as income rather than
capital gains. And, the rules apply whether the fund's property is in the UK or overseas.

Until 1 December 2009, funds which distributed at least 85 per cent of their income were exempted from
these rules and profits on sales of units in such funds were capital gains. On 1 December 2009 the rules
changed. There is now no requirement for a fund to distribute income, but instead, the fund can opt to be
a ‘Reporting’ or ‘Non-reporting Fund’. There are transitional rules dealing with funds already in existence
on 1 December.

A Reporting Fund must report to each investor their share of the income of the fund (calculated according to
the rules). A UK resident investor must include this amount on his own tax return, and is taxed as if it were
his income, regardless of whether he has actually received any distribution from the fund. Subsequent sales of
units remain within the capital gains rules. For Non-reporting Funds, sales of units are taxable as income.

Investors in a Reporting Fund may face a tax charge even though they have not received a distribution from
the fund. Since a 'dry’ tax charge is possible, fund managers need to think carefully about whether their funds
should be reporting or non-reporting.

WHAT FUNDS ARE CAUGHT BY THE OFFSHORE FUND RULES?

The definition of ‘offshore fund’ under the rules is wide and encompasses most overseas entities or co-
ownership arrangements, other than partnerships, where the investors:

B do not have day—to-day control over the fund’s assets
B where the investor can realise his interest in the fund at a price calculated by reference to the net assets
of the fund.

The definition normally catches funds which are ‘open ended’, that is, which allow investors to redeem their
units, for example a Jersey Open Ended Investment Company (OEIC) or a Luxembourg SICAV.

For a normal close-ended company, such as a Luxembourg SICAF or SOPARFI, an investor would expect to
realise his investment only on liquidation. The offshore fund rules do not usually apply, unless the fund is
designed to wind up on a specified date.
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There is an exemption for ‘tax transparent funds’, whose investors are in any event subject to UK tax on their
share of fund income. Provided the fund makes sufficient information available to investors to meet their UK
tax obligations, it is not required to report under the offshore funds rules. The investor is taxed on unit sales
as capital.

SHOULD A FUND BE REPORTING OR NON-REPORTING?

Capital gains treatment on unit sales is normally better than income, because of lower tax rates and more
available reliefs. In most cases then, reporting status will be beneficial, especially where capital growth is an
important part of the investor’s return. Exceptions are:
B f a fund has no, or few UK investors, the cost of reporting may outweigh any tax benefit to UK investors
B where a fund's investors are taxed as income on unit sales (for example traders)
B where an investor’s tax treatment under income or capital gains rules is similar

(for example for UK corporates).

UK resident investors in Reporting Funds which do not distribute all their income, are nevertheless liable to
UK tax on the reported income, which may be unattractive. The costs of complying with the reporting regime
also needs to be considered.

WHAT INCOME IS REPORTED TO INVESTORS?

The income reported under the offshore fund rules is the figure of income shown in the fund’s accounts, after
adjusting for capital items. There are special rules for calculating reported income where a fund owns
interests in other funds.

PROVISION OF INFORMATION TO INVESTORS AND HMRC

A Reporting Fund must provide to investors and to HMRC details of the amount of reportable income and
other supporting information and documents. To be accepted into the Reporting Fund regime, the Fund
manager must undertake to HMRC that:

B it will provide to investors and HMRC the information required under the rules

B it will either prepare its accounts under international accounting standards ('IAS’); or if not, show how IAS
equivalent figures can be computed from its accounting results.

BDO can help investors and fund managers understand their tax position and reporting
obligations under the new rules, and to decide what status their funds should opt for. Opting

for the wrong status can lead to investors paying tax earlier than they should do, or paying too
much tax on eventual sale of their units. BDO has an extensive list of fund clients, and has
considerable experience in advising both funds and investors on tax issues arising.
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