it is likely that they will have advised
you to invest in non-US funds (due to
the returns that can be achieved) or a
stocks and shares ISA (due to benefi-
cial UK tax treatment). Unfortunately
for US citizens or green card holders
the IRS might then regard you as
having invested in a Passive Foreign
Investment Company (PFIC) and
when non-US funds are sold they can
be subject to onerous tax charges.

This is attributable to the fact that
the IRS does not want people invest-
ing in non-US funds and accumulat-
ing the income within the fund and
then, when the fund is sold, for it to
be treated as a capital gain.

A PFIC is defined as any foreign
corporation which meets one of the
following tests:

i. 75% or more of the gross
income of such corporation for the
taxable year is passive income, or

ii. The average percentage of
assets held by such corporation dur-
ing the taxable year which produces
passive income or which are held for
the production of passive income is
50% or more.

In broad terms, passive income
means non-trading or investment
income such as rents, interest or divi-
dends. Therefore an investment in a
non-US fund (be that held in a stocks
and shares ISA or independently)
would fulfill either one or both of
these tests.
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rates (rather than long-term capital
gains rates), and (b)any such gain is
then also subject to a penalty interest
charge that is designed to put the US
shareholder in essentially the same
position they would have been in
had they earned the income person-
ally over the holding period. There-
fore in summary, the UK tax benefits
of investing in an ISA for example,
are simply canceled out by the US
income tax and interest charge.

Reporting Requirements

PFICs are reported on an annual basis
by filing a separate Form 8621 “Infor-
mation Return by a Shareholder of
a Passive Foreign Investment Com-
pany or Qualified Electing Fund” for
each PFIC investment (i.e. each non-
US fund), which is attached to and
filed with the tax return by the due
date (inc. extensions).

Taxpayers owning PFICs treated
under the Mark-To-Market or Quali-
fied Electing Fund rules are required
to file a Form 8621 on an annual
basis to report the annual income
from the PFIC. Individual taxpayers
owning a PFIC treated under the
excess distribution (default method)
must file a Form 8621 to:

ii. Report certain non-income
information in the event the tax-
payer’s ownership in the PFIC invest-
ments exceed specific valuation
thresholds.

Excess Distribution Method
(Default method) Unless you make
a formal election you will be taxed
on this basis and an “excess distribu-
tion”is tied to the relative frequency
that the PFIC earns and distributes
income as a measure of the defer-
ral of US taxation and the amount of
such distributions.

The amount of an “excess distri-
bution” is calculated with reference
to 125% of the average amount
received during the three preceding
taxable years (or shorter if the hold-
ing period is).

Onreceiving a distribution or sell-
ing a non-US fund, all of the income
and gains held within the fund are
taxed at the highest income tax rate
(currently 39.6%). In addition to this,
theincome and gains are considered
as being earned ratably over the
term of your investment, and inter-
est is payable on income and gains
which are considered earned in ear-
lier years. The interest is currently 3%
and compounded annually.

Also, itis worth noting that losses
can be disallowed.



Mark-to-Market Method
The mark-to-market method allows
an owner of PFIC shares to make an
election for the year in which the
fund is obtained to mark gains to
market at each year-end - i.e. pay
tax on the difference between the
fair market value of the fund at the
beginning and end of the year.
Similar to the “Excess Distribu-
tion” method, gains and losses are
considered as ordinary gains and
losses, not capital.

Qualified Electing Fund Method
This election is not usually available
to people who just have non-US
funds or stocks and shares ISAs as
the election is made on an investor-
by-investor basis and can only be
filed by the first US person that is a
direct or indirect shareholder in the

PFIC. Given that you cannot be cer-
tain that you are the first American
in the fund you cannot make this
election.

If it can ever be made, it allows
the PFIC to be treated as a US based
mutual fund such that any income
or capital gains earned by the PFIC
would be recognized currently by
the US shareholder. Income recog-
nized is picked up as ordinary, while
capital gains are classified as long
term. Losses generated by the PFIC
cannot be passed through to the US
shareholder.

A US investor increases his or
her basis in the QEF's stock for any
income inclusions and reduces his
or her basis in the stock upon receipt
of distributions of previously taxed
income so there are no double tax
issues.

Conclusion
As you can see being invested in
funds or a stocks and shares ISA can
potentially have severe US tax conse-
quences but there are ways to miti-
gate the liability and we can assist you
in this process. *

Phil Hawkins is Senior Manager at

Tax Advisory Partnership

14 Devonshire Square, London, EC2M 4TY.
T.020 7655 6959
www.taxadvisorypartnership.com

Tax Advisory Partnership provides a broad
range of UK and US tax services to private
clients both in the UK and abroad.

Please contact us at +44 207 655 6959 for
an initial consultation or email
info@tap-london.com and we will contact
you at the earliest opportunity.

Wishing a very Happy New Year
to all readers of The American
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