RICHARD CURTIS looks at the rules relating to the taxation of UK income 

KEY POINTS
· Commonwealth citizens no longer automatically entitled to UK personal allowances. 

· Allowance entitlement under ITA 2007, s 56. 

· Capped liability and disregarded income. 

· Examples of comparative income tax calculations. 

I had a phone call from a reader recently who was trying to track down an article that I had written ‘a couple of years ago’ on non-residents and their entitlement to UK personal allowances and tax liability calculations. That’s right, I thought to myself, it wasn’t that long ago.

Having looked in the 2008 and 2009 issues, my search ultimately took me back to 2003 and  an article called Non-resident niggles. I am sure that there is an article (or perhaps a Doctor Who script) to be written on the effects of ‘time dilation’, but this magazine is probably not its natural home.

In the meantime, since 2003, the legislation relating to the aforementioned niggles has been rewritten and is now in ITA 2007. In the circumstances, perhaps it is time for an update on the subject in hand: non-residents, not time.

Personal allowances

One of the issues that I did remember from the 2003 article was my attempt to find a non-resident who was not entitled to UK personal allowances.

TA 1988, s 278 referred to ‘restricted classes’ who were entitled to allowances, but once one took into account that Commonwealth and European Economic Area (EEA) citizens were entitled to them, as were the citizens of many countries that had double taxation agreements with the UK, a substantial proportion of the world’s population was entitled to these allowances.

A major recent change (FA 2009, s 5 and Sch 1) was that Commonwealth citizens are no longer automatically entitled to these allowances.

The explanatory notes to FA 2009 state that the change would mainly affect citizens of the following countries: Bahamas; Cameroon; Cook Islands; Dominica; Maldives; Mozambique; Nauru; Niue; St Lucia; St Vincent & the Grenadines; Samoa; Tanzania; Tonga; and Vanuatu. This is presumably on the basis that double taxation agreements with other Commonwealth countries provide for relief to be given.

Tolley’s Taxwise has a chapter on the subject of the taxation of the UK income of non-residents and forms the basis of this updated recap of the rules by way of some case studies relating to Mr and Mrs Harding.

Mr and Mrs Harding

Mr Harding, a married man born in 1955, is a British subject who is not resident in the UK. His income for 2011/12 comprises UK rental income (the net amount after the deduction of basic rate tax under the non-resident landlords’ scheme is shown), overseas earnings and interest as follows:

 

	Source
	£

	UK rental income (after deduction of basic rate tax)
	3,816

	Interest (gross) from 3½% War Loa
	1,500

	Earnings from employment abroad
	60,000

	Interest from Canada (gross)
	150


 

His employment is with a non-UK resident company for which he has worked for seven years and no duties are performed in the UK, all work being outside the European Community and he is not a Crown servant.

His wife accompanied him abroad, but is not working there, and she returns to their UK home for the main school holidays when their children aged 17 and 14 are home from boarding school (approximately two months each year).

Both husband and wife are regarded as neither resident nor ordinarily resident in the UK. Mrs Harding has UK building society interest of £5,000 gross per annum (received in full without deduction of tax at source), an annuity from a family trust of £5,770 gross per annum (from which basic rate tax is deducted), and interest of £250 on a foreign bank account.

Ignoring double taxation relief, the UK income tax payable by or repayable with regards to Mr and Mrs Harding for the year 2011/12 is as shown in Mr and Mrs Harding: 2011/12.

As a non-resident, Mr Harding is only taxable on UK source income: logical if you think about it. The collection problems could give rise to some difficulty if worldwide income was charged to UK tax. Special rules in ITTOIA 2005, s 713 mean that individuals who are not ordinarily resident in the UK are not subject to tax on interest from 3½% War Loan bonds.

Furthermore, as a British subject with net adjusted income of less than £100,000, the reduction provisions of ITA 2007, s 35(2) to (4) do not apply and Mr Harding is entitled to a personal allowance (£7,475 for 2011/12) should he wish to claim it.

Since Mrs Harding’s taxable income is all savings income (the annuity being covered by her personal allowance), she remains entitled to the 10% starting rate for savings income.

Again, as a non-resident she is not subject to UK tax on her foreign source interest and is entitled to UK personal allowances.

Personal allowances and tax credits

Non-residents are not entitled to UK personal allowances unless they qualify under the provisions of ITA 2007, s 56(3), or under the terms of a double taxation agreement.

Tolley’s Taxwise states that ‘the main categories of qualifying non-resident are citizens of the UK, or the Republic of Ireland, residents of the Isle of Man or Channel Islands and EEA nationals (the EEA covers the European Union plus Iceland, Liechtenstein and Norway)’.

Just as a minor aside, while the Isle of Man and the Channel Islands are specifically mentioned in s 56, neither the Republic of Ireland nor the UK are mentioned. Presumably the entitlement to UK personal allowances by non-resident citizens of those countries arises from their both being members of the EEA.

Other than the personal and age-related allowances for single and married persons, the only other allowance in ITA 2007, Part 3 (’Personal allowances’) is the blind person’s allowance. However, non-residents will not normally be able to register as blind and will not therefore be entitled to this allowance.

The available allowances may be set against any of the person’s income which is liable to tax in the UK (ITA 2007, s 34(2) and s 42(4)). Entitlement to UK tax credits is dependent on the claimant being ‘in the UK’ (physically present here) and ordinarily resident within the meaning of the tax credits legislation (see HMRC’s Tax Credit Technical Manual at TCTM02003).

It is unlikely that either Mr or Mrs Harding would qualify as ordinarily resident under the tax credits tests so no entitlement to the child’s tax credit (CTC) will arise. This might change if, say, Mrs Harding was able to establish ordinary residence in the future.

In that event she could make a claim as a single person and this would be based on the number of days she was ‘in the UK’ (see the Tax Credits (Residence) Regulations SI 2003 No 654, Reg 4). Only her income would count in the tax credits claim.

Investment income

Unless they are received as part of a trade carried on in the UK, government securities are not liable to UK income tax if they are in the beneficial ownership of persons not ordinarily resident in the UK (ITTOIA 2005, s 713). These securities are referred to as FOTRA securities (i.e. ‘Free Of Tax to Residents Abroad’).

On the other side of the coin, non-residents are not automatically entitled to a tax credit on UK dividends unless they are entitled to UK personal allowances (see ITTOIA 2005, s 397(4)).

Again, when dealing with any non-residents, reference should be made to the relevant double taxation agreement. Sometimes this may provide that income which is not exempt from UK tax should be charged at a reduced rate; for example, interest may be taxed only at 10%.

Tax credits for non-residents are provided for in most double taxation agreements (TIOPA 2010, s 2) and the agreement may provide that the UK tax is not to exceed 15% of the tax credit inclusive amount.

Although UK dividend tax credits are not repayable to UK residents, non-residents are still entitled to repayment under double tax agreements if the credit exceeds the rate under the agreement, but the reduction of the UK tax credit rate to 10% means that repayments will rarely arise.

Where a dividend is received by a non-resident who is neither within the categories entitled to UK allowances, nor entitled to relief under a double tax agreement, he is liable to tax only on the tax credit exclusive amount and then only to the extent, if any, of higher rate tax over lower rate tax (see ITTOIA 2005, s 399 and s 400).

Capped income tax liability

Having explained the entitlement of various non-residents in the UK to personal tax allowances, etc. one must then bear in mind that the UK income tax liability of a non-resident other than a company is subject to a limit. These rules were in FA 1995, s 128, but have been rewritten and are now in ITA 2007, s 811 to s 814.

Subject to some disapplications of the rule and the fact that it does not apply when ‘split-year’ treatment applies, the limit is given by the sum of ‘amount A’ and ‘amount B’ (see s 811).

Amount A is the total of sums either deducted or treated as deducted from ‘disregarded income’ and any tax credits attaching to that income.

Amount B is the non-resident’s liability if disregarded income and certain specified reliefs are left out of account.

The six categories of disregarded income are:

· disregarded savings and investment income; 

· disregarded annual payments; 

· disregarded pension income; 

· disregarded social security income; 

· disregarded transaction income; and 

· any other description of income which the Treasury designate by regulations. 

The reliefs to be left out of account are:

· personal allowances; 

· the tax reductions for married couples and civil partners; 

· relief for the life insurance related part of payments to trade unions and police organisations; 

· relief for compulsory payments out of earnings for the benefit of dependants; and 

· life assurance premium relief. 

In brief, the rules effectively limit the UK tax liability of a non-resident to the sum of:

· tax deducted at source (including tax credit on dividends from UK companies); 

· tax on property income; 

· tax on income from a trade, profession, vocation or employment carried on in the UK. 

Note that one must calculate the non-resident’s liability before applying the limit described above.

As an illustration of this, a non-resident individual who receives a gross dividend of £100,000 from a UK company would have no higher-rate tax liability.

As explained, this is because dividend income is ‘disregarded savings and investment income’ by ITA 2007, s 825(1)(a) and s 811 provides that the UK tax liability is limited to the tax credit on that dividend.

In contrast, if personal allowances were claimed instead (assuming they are available under a double tax agreement or otherwise) the dividend income would not be taxed under the disregarded income rules so the UK tax liability would be higher as shown Big Divi.

In preparing such calculations, it must be remembered that the personal allowances of individuals with taxable income between £100,000 and (for 2011/12) £114,950 will be reduced by £1 for every £2 of income received in excess of £100,000 (ITA 2007, s 35(2) to (4)).

A non-resident individual who receives, say, a net dividend of £1m from a UK company would have no higher rate or additional rate liability to UK tax and of course no entitlement to personal allowances due to the level of income.

Back to Mr and Mrs Harding

Returning to the example of Mr and Mrs Harding, apart from the £4,770 of net UK property rental income Mr Harding’s only other UK income is exempt interest on government stocks.

As such, it is beneficial for him to claim the personal allowance. His tax refund following his claim for UK allowances is the full amount of tax deducted, i.e. £954.

If Mrs Harding claims the personal allowance then her building society interest, although received gross and not in itself chargeable to UK tax, must be taken into account in the repayment claim. This means she can reclaim only £751 of the £1,154 deducted from her annuity.

By comparison, if Mrs Harding’s UK building society interest had amounted to £10,000, it would have been beneficial for her to forgo personal allowances.

Without a claim to allowances her liability would be limited to the tax deducted on the non-disregarded income – the annuity – being £1,154. If she had claimed personal allowances, her tax computation and the additional income tax liability would have been as shown in Mrs Harding.

Other points

Mr Harding has rental income. The rent-a-room relief provisions of ITTOIA 2005, Part 7 Ch 1 would not apply because – on the basis that he has been non-resident for the whole year – the property will not have been his main residence at any time during the taxable period.

However, the relief could be available in the year in which a taxpayer becomes non-resident if accommodation had been shared with the tenant before leaving the country.

Still on the subject of income from property, tax must normally be deducted at the basic rate under the non-resident landlord’s scheme. However, a landlord can apply to HMRC for permission to receive the rental payments gross.

If a non-resident UK taxpayer does have a self-assessment liability, this can be paid in sterling, euros or other foreign currencies. The payment is converted at the current rate of exchange, but any overpayment is repaid in sterling.

Conclusion

Finally, any advice regarding the taxation of non-residents must be qualified by saying that reference must be made to any double taxation agreement.

This may provide that UK income is only subject to taxation in the country of residence and claims for such treatment can be made on form HS304.

Tolley’s Taxwise 1: 2011-12 (which covers income tax, National Insurance contributions, corporation tax and capital gains tax) and Taxwise II: 2011-12 will both be published later this month.
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