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Investment bonds are long term investment contracts with a minimal life assurance element and can be used either to accumulate a growing capital fund for use in the future, or to provide a tax-efficient income which can be taken on a regular basis.

Investment bonds are efficient investment wrappers for trusts as there are no ‘natural’ distributions from the bond which would require tax reporting. This can minimise administration, and cost, for trustees.

The trust capital will be invested in a unit linked investment where the value of the units can fall as well as rise. The capital will be pooled together with the capital from other investors, and this will be invested by professional fund managers into equities, fixed interest stocks, property and cash deposits.

The primary aim of this investment is to provide steady capital growth, which is in excess of that which could be achieved in a bank or building society. The most significant factor affecting the ultimate investment return is how well the fund performs. This fund will be managed for the trust by a professional fund manager.

A bond is intended as a long-term investment and it therefore requires sufficient time to grow. Should you withdraw the invested capital during the early years of the plan (typically within the first 5 years) you may not get back the full amount invested.

Whilst bonds are similar in function to collective investments there are key differences, particularly in the way they are taxed:

Investment bond chargeable gains are subject to income tax.
Collective investments are subject to capital gains tax (“CGT”) on capital growth.
Offshore bonds benefit from ‘gross roll up’ (explained below).
The first £500 of dividend income from a collective investment is tax free.
There is no CGT on gains following the death of a collective investment holder. 

Additional investment bond advantages

An investment bond can be held in joint names meaning in the event of the death of one of you it can continue in the name of the other, avoiding complication and enforced surrenders at an inappropriate time.

Withdrawals of up to 5% of the original investment can be taken every year, without having to pay an immediate tax charge.

They can be used for future inheritance tax (“IHT”) mitigation if gifted into trust, or moved to an IHT product such as a loan trust or discounted gift trust.

You have the option to assign segments of a bond to beneficiaries, with any tax payable applicable at their highest marginal rate.

Offshore bonds are issued outside the UK, therefore returns can roll up gross of tax within the fund, and so could grow faster. This is known as ‘gross roll up’.



Onshore and offshore bonds

Investment bonds can be in either the UK or an offshore centre (typically Isle of Man, Jersey or Dublin). The underlying investment is identical regardless of where the bond is held, however it impacts on the tax position of both the underlying investment and for the investor when a ‘chargeable gain’ occurs.

An offshore investment bond can be written either on a life assurance or capital redemption bond basis, as follows:

LIFE ASSURANCE BOND

There is no specific policy term – proceeds are payable on death of the last surviving life assured.
The amount payable under each segment is the surrender value on the dealing date following receipt of written notification of death, plus £1.

CAPITAL REDEMPTION BOND

There are no lives assured, only policy holders.  
Each policy has a term of 99 years.

Chargeable events

Chargeable events give rise to an assessment over whether a tax charge is payable. The chargeable events are:

Death of the last life assured (life assured policy only). This is why it is preferable to have more than one life assured and this could be a combination of trustee/beneficiaries.
Assignment for money or money’s worth.
Maturity of the policy (if capital redemption).
Withdrawals in excess of the 5% allowance in any one year or the cumulative 5% allowance (i.e., if no withdrawals are taken in the first 3 years and the individual draws more than 20% in year 4).
Surrender of individual segments or the bond as a whole.

A chargeable event is not incurred on the following:

A fund switch within the policy.
Assignment of the policy to another individual or into trust.
Withdrawals within 5% of the annual allowance or within the cumulative unused allowance.

When a chargeable event occurs, a certificate will be provided by the bond provider and this needs to be reported on the relevant tax return. The tax treatment of the chargeable event will depend on whether the bond is onshore or offshore and whether the trust still owns the bond or whether it was assigned to a beneficiary.



Taxation on trusts

ABSOLUTE / BARE TRUST

Any gains that arise within a bond held in an absolute / bare trust will be assessed against the beneficiary of the trust. However, if the trust was set up by the beneficiary’s parents, the parental settlement anti-avoidance rules will apply. In simple terms, this means that any chargeable gain over £100 is assessed on the parents whilst the beneficiary is under 18 and not married.

The gain is added to the beneficiary / parent’s income and taxed at their marginal income tax rate. An onshore bond has been deemed to have suffered basic rate tax so an additional liability is only created if the gain and income exceed the higher rate tax threshold. An offshore bond has had no tax credit so the whole gain is potentially taxable.

INTEREST IN POSSESSION / DISCRETIONARY TRUST

The gain is assessed first on the creator (settlor) of the trust. This is on the basis that the settlor(s) is alive and resident in the UK in the tax year of the chargeable event.

If the gain is assessed against the settlor(s), it will be added to their income for the tax year and taxed in the appropriate bracket. Top-slicing is available. An onshore bond once again has a basic rate tax credit available (an offshore bond has no tax credit).

If the settlor previously died or is no longer UK tax resident, the tax liability will fall to the trust and the trustees must pay the rate of tax at 45%. Top-slicing is not available. Again, an onshore bond has a basic rate credit applied.

ASSIGNMENT TO BENEFICIARIES

As an alternative to the above, the bond (or any number of segments) can be assigned to a beneficiary(ies) prior to creating a chargeable event. The act of assignment (unless for money or money’s worth) is not a chargeable event for the trust.

Once assigned, the beneficiary can incur a chargeable event with themselves being responsible for reporting and payment of any tax. The practical benefit of this is that in most circumstances, the beneficiary is likely to be taxed at a lower rate than 45% on some or all of the bond gain. Considering the availability of the personal allowance (and potentially the personal savings allowance and starter rate for savings allowance) there is potential for beneficiaries to pay no tax on some or all of a gain by having it assigned to them.

PERSONAL TAXATION

Personal tax on investment bonds in trust is payable on the Settlor or beneficiaries, and despite the overall similarity between an onshore and offshore investment bond, they fall in different places in regard to the order of taxation.

1.	Employment / self-employment income, rental income.
2.	Offshore bond gains & savings income.
3.	Dividend income.
4.	Onshore bond gains.

The main implication of the above is that an onshore bond gain, and the level of tax due, needs to be calculated after totalling employment income, savings income and dividend income.

An offshore bond gain is calculated without including dividend income (though this does mean any dividend income may fall into a higher rate of tax compared to an onshore bond).

TAX ON CHARGEABLE GAINS – ONSHORE BONDS

Onshore bonds come with a basic rate tax credit and as stated, means an individual does not pay tax unless the gain and other income in the tax year exceed the threshold for higher rate tax.

Top slicing is available to assess the tax rate at which the gain is charged. The total gain is divided by the number of full years the policy has been in force for and this amount is added to an investor’s taxable income for the year.

The tax bracket this puts an investor in (i.e., basic rate/higher rate/additional rate) is the rate in which the whole gain is taxed. If the top-sliced gain straddles two tax brackets, the overall gain is taxed under those brackets proportionally. You may lose your personal allowance if the total gain when added to your total taxable income exceeds £100,000.

TAX ON CHARGEABLE GAINS – OFFSHORE BONDS

Holders of offshore bonds are liable to tax on the full gain, to reflect the fact the bond has not paid any UK tax over the course of the investment.

Top slicing is again available with the same rules applying to both offshore and onshore bonds in this regard. It is possible to use the personal savings allowance for both the top slicing of the gain and the resulting gain. The starter rate for savings allowance is also available to offshore bonds.
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