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This year’s Budget was a fitting finale for Gordon Brown. It resulted in another large
Finance Bill (305 pages), fine tuned a variety of taxes and contained a sweetener
which turned out to have a rather sour aftertaste. To make matters worse, there were
many Budget announcements which will not take effect until after this tax year ends,
which have left question marks about the detail of the proposed changes.
From the planning viewpoint the main areas of interest are:

• There will be a sharp rise in the upper earnings limit (UEL) for NICs in the next
two years. The eventual ceiling in 2009/10 is likely to be close to £43,000 against
£34,840 in 2007/08. This means greater scope for benefiting from salary sacrifice.
It will also mean that some employees with fringe benefits will find their marginal
tax and NIC rate is 51% because the gap between the UEL and the top of the
basic rate band will disappear.

• For the vast majority of taxpayers, the 10% band will disappear from 2008/09.
The 10% band will not apply to earnings or pension income, which is the first
slice of income to be taxed. As yet it is unclear whether property income will
qualify for the 10% band. The reform is a good reason to revisit independent
taxation planning for married couples.

• The increase in Corporation Tax for small Companies does not alter the dividend
versus salary argument significantly because NIC rates remain unchanged.
However, the higher tax rate does make employer pension contributions more
attractive. In this respect it is comforting to see that HMRC seem to be taking a
relaxed attitude to Director’s remuneration packages in their latest revisions to the
Business Income Manual for tax inspectors (see web link).

• The ISA increase – from 2008/09 – was derisory. It underlines the importance of
taking the maximum advantage of each year’s allowance. Next tax year will also
see the end of the distinction between PEPs and stocks and shares ISAs, a long
overdue simplification.

Web reference: www.hmrc.gov.uk/manuals/bimmanual/BIM47000.htm

Taper relief was one of Gordon Brown’s earliest tweakings of the tax system. It was
designed to encourage long term investment, although in the context of business
assets, that now means only two years. Taper relief has been a costly innovation for
the Treasury compared to the old indexation relief which it replaced. It is often
thought of as reducing the maximum CGT rate to 24% (40% x 0.6) for investments
held for over ten years. However a more interesting way of looking at it is to say taper
relief increases the annual exemption for such long term investments to £15,333
(£9,200/0.6).



Taper Tops

6 April 2007 was a Capital Gains Tax landmark. Any Capital Gains Tax liability on
ordinary investments you owned before 17 March 1998 is now subject to the maximum
possible taper relief of 40% of the gain. So if you have a gain of £15,000 on an
investment, the relief will bring the taxable gain down to £9,000 (£15,000 x [100% –
40%]). In most cases, that would be covered by this year’s annual capital gains tax
exemption of £9,200. Tax rules change and the FSA does not regulate taxation advice.

Did you feel the earth move at the end of February?

On 27 February 2007, world stock markets experienced a serious tremble, with the US
market falling 3.3%, its seventh largest ever one-day decline.  All sorts of reasons were
put forward, from the threat of capital gains tax on Chinese investors to an attempted
suicide bomb in Afghanistan directed at the visiting US Vice President, Dick Cheney.

The turbulence was short-lived and six weeks later the brief flurry had been largely
forgotten, with markets focused on a spate of takeovers, rumoured and actual. Where the
market heads next is now the subject of some debate, given conflicting signs about the
health of UK plc and the global economy.
Are You Contracted Out?
Please remember: This newsletter is for general information only and is not intended to
be advice to any specific person. You are recommended to seek competent professional
advice before taking or refraining from taking any action on the basis of the contents of
this publication. The Newsletter represents our understanding of law and HM Revenue &
Customs practice as at May 2007.

Weighing up your retirement options

When it comes to taking income from a Pension Plan at retirement, most people’s default
option is to buy an Annuity. The main advantage of an Annuity is that it will not run out
until you die; the principal drawback is that Annuities are not flexible, so you cannot vary
the income from them year by year to meet your changing needs.  Fortunately there is
now a growing range of new alternatives when it comes to your retirement options.

Before age 75... The main alternative to Annuities before age 75 is Pension Fund
Withdrawal, which traditionally has involved drawing income from your pension fund
investments. The maximum permitted income initially is about 120% of what an Annuity
could provide and the minimum is nil. This structure of Income Drawdown offers
considerable flexibility and means that if you die before age 75, the value of your pension
fund (less a flat 35% tax charge) can normally pass to your chosen dependants as a lump
sum, free of Inheritance Tax (IHT).

However, the fact that your pension funds remain invested means that there are risks: if
market conditions are poor, your income could fall and perhaps never recover. This has



been the fate of some of the first investors to opt for Income Withdrawal when it became
available in 1995.

With hindsight, many of them would have been better off with the Guaranteed Income
provided by an Annuity.

The obvious solution would be to build some form of guarantee into the Income
Withdrawal process. At the time of writing, three Companies had developed drawdown
Plans that incorporate income guarantees. Two of these plans allow you to invest in a
range of Funds, without the risk of Stock Market fluctuations potentially forcing a
reduction in your income. The third Plan can give you a guaranteed income and a
guaranteed lump sum after a fixed term of five or more years (but before age 75).  That
lump sum must be used to provide further retirement income.

From age 75...

Until last year, if you chose Income Drawdown you had to buy an annuity by the time
you reached age 75. This changed from April 2006, with the introduction of alternatively
Secured pensions (ASPs). These allow a restricted form of income drawdown to continue
after age 75 and the remaining fund can be passed on subject to IHT. In the March
Budget, the Chancellor confirmed that such transfers would also be subject to income
tax charges of up to 70%.

These tax charges make transferring the ASP Fund very unattractive as a means of Estate
planning.  However, ASP may still be preferable to an annuity in some circumstances, for
example, if you need income flexibility, have a much younger spouse and/or wish to
leave your pension fund to charity on death.

As with pension fund withdrawals, for ASPs your starting point is to take advice.  If you
want to build your pension into your estate planning after age 75, there are still
opportunities to do so.

Are you Contracted Out?

If you use a Personal Pension to Contract Out of the State Second Pension (S2P), you
should review your position. Contracting Out may no longer be the right choice for you.
The National Insurance rebates paid to your Plan have changed for 2007/08. Some rebate
levels have risen, but others have fallen by nearly 30%.

Where did the Budget leave you?

This year’s Budget – Gordon Brown’s finalé as Chancellor – was a shocker. It was not
until the very end that the Chancellor produced a rabbit from the hat in the form of a
surprise 2% cut in the basic rate of tax. However, the tax cut was not all it seemed.



HM Revenue & Customs issued 81 sets of Budget Notes after the Chancellor sat down,
and it was in these that the detail of the Chancellor’s proposals could be found.
Predictably, much had been unmentioned in the Budget speech.

Income Tax and National Insurance Contributions

The headline-grabbing 2% cut in the basic rate of income tax to 20% will not take effect
until next tax year – after 5 April 2008. What is more, the Chancellor announced two
changes that will mean that some taxpayers will lose out:

• The 10% income tax band  (covering the first £2,230 of your taxable income in
2007/08) will no longer reduce the tax burden on your earnings or pension income
in 2008/09. The 10% rate will still cover savings income (eg deposit interest), but
very few people will see any of their income taxed at 10% because savings
income is only taxed after earnings and pensions.

• Some people will pay National Insurance contributions on much more of their
earnings. The increase will be introduced over the next two years. By 2009/10,
you will be paying the full rate of NICs on roughly the first £43,000 of earnings
compared to only £34,840 this year. The full rate of NICs is 11% or 9.4% for
employees and 8% for the self-employed.

Small Companies and Corporation Tax

Small Companies will now pay more tax on their profits.  The Corporation Tax rate for
Companies with profits of up to £300,000 has been increased by 1% to 20% from April
2007. It will rise by a further 1% in 2008 and again in 2009, when it will be 22%.

If you have a small Company, it is almost certainly still worth paying yourself in the form
of Dividends rather than salary, but the advantage is less than it was. The flip side of
higher Corporation Tax is that your Company’s Pension contributions will now benefit
from more tax relief.

Pension Term Assurance

Tax relief for new individual Pension Life Cover Policies has been withdrawn in another
Government Pension U-turn. So if you have an existing Personal Pension Term Policy
where the premiums qualify for full tax relief, you should think very carefully before
cancelling it.

The removal of tax relief only applies to personally paid premiums on individual policies.
Employers continue to receive tax relief on their premiums to provide Group Life Cover
for employees, so the value of this particular employee benefit has effectively been
increased.



Individual Savings Accounts

You will be able to invest slightly more into your ISA each year.  The Budget announced
an increase, but only by £200, and then not until April 2008. Of the £7,200, up to £3,600
may be invested in a cash ISA. For the current 2007/08 tax year, the limits remain at
£3,000 for a cash ISA or £7,000 for a Stocks and Shares ISA. The overall annual ISA
limit will remain £7,000.

The disappointingly low increase is a good example of how tax has been ratcheted up
through failure to adjust allowances and thresholds with the growth in the economy.

If there is a single lesson to be drawn from the Budget, it is that genuine tax cuts are not
on the agenda. What the Chancellor has given with one hand, he has taken with the other.
If you want to cut your tax bill, look to your own financial planning, not generosity from
HM Treasury.

Remember that tax rules can, and do, change and you need to plan in the light of your
own individual circumstances. The FSA does not regulate tax advice.

Covering Recruitment

Alan Sugar may have no difficulties in finding potential recruits for his businesses, but
outside the world of such television programmes as ‘The Apprentice’, life is rather
different. You may have experienced this yourself, if you have tried to hire any senior
staff recently.

Finding the right people is never easy, even at the best of times.  Imagine how much
more arduous it would be if the person you were trying to replace had given no warning
of their departure, and could therefore not bring their successor up to speed during a
probationary handover period.

This is what could happen if one of your key people were to suffer a serious illness –
perhaps a sudden heart attack – or die. The probability of this happening to any single
individual is small, but the more key people you employ, the greater the overall chance
that such an unwelcome event could occur over the years.

Surprisingly, Alan Sugar provides a clue to one means of solving such a problem –
money. If there is enough cash in the business, you can probably ride out the time it takes
to recruit the right new employee and bring them up to full productivity. That may
initially mean employing an ‘interim executive’ to cover the time lost to the search and
selection process – along with a possible notice period for the chosen candidate.

The funds needed to finance the interim executive, the recruitment process for the new
employee and the likely hit to profits could be significant. The simplest way to make sure
that the funds are available when it matters is to set up appropriate Life and Critical



Illness Insurance Cover on your key employees. The cost may be surprisingly low, as the
Protection market remains fiercely competitive.

Is your deposit account up to scratch?

Any advertisement for an investment fund normally carries the warning that its capital
value and income can go down as well as up. There is no such warning for deposit
accounts.  While capital values of deposits are fixed (ignoring the effects
of inflation), income from most deposits is variable. The extent to which it varies can be
very marked. For example, with base rates at 5.5%, a 0.25% interest rate cut would mean
a reduction of £45.45 a year on a base rate-linked income that is currently £1,000 a year.
Less than four years ago, base rates were at 3.5%, and if rates were to return to that level,
your interest from a deposit account linked to base rates would fall by over a third.

What is more, banks and building societies have become masters at the art of tweaking
rates, and sometimes do not give investors the full value of Bank of England base rate
increases. One high profile bank has gone as far as to ignore several base rate increases
completely.

On the other hand, whenever base rates are cut, the reductions are often fully reflected in
the interest rates offered to investors.  Deposit accounts certainly have their place, but
they can have significant drawbacks for generating a dependable income.  If you want
more certainty about the payments into your bank account, there are plenty of
options available, although you should take their tax treatment and the possibility of
capital erosion into account.

Guaranteed Income Bonds give you a fixed income for your chosen term and full
capital return at maturity, although if you cash in the Bond before maturity, you may
receive less than your original investment. If you are a higher rate taxpayer, these Bonds
have two useful tax advantages: Your higher rate tax liability is 20% of the net income
you receive, whereas for a deposit it is 20% of your gross income.  The whole of your tax
liability on the income will generally be deferred until maturity.

Fixed Interest Funds invest in Fixed Interest Securities, such as Government Bonds
(Gilts) and Corporate Bonds. The income from these Funds is not fixed, but varies
according to the underlying investments. However, fund income is not linked to base
rates and is normally more stable than deposits. If these funds are held in an Individual
Savings Account (ISA) or a Personal Equity Plan (PEP), interest is paid tax free.  Unlike
deposit accounts, this is an investment where capital values can go down as well as up
and past performance is not a guide to future performance.

ISA Contributions

Don’t wait until next March to invest in your ISA! To maximise the tax benefits, you
may wish to consider investing for as long as possible, by contributing now, not in nine
months’ time. The current ISA rules will continue until at least April 2011, but tax rules



generally change. Non-cash ISAs can fluctuate in value and you may not get back your
original investment.

Withdrawal Schemes are widely used to provide regular payments from a variety of
investments such as Funds or Investment Bonds. You choose how much you wish to
withdraw and the payments are made regularly to your account. The payments are
normally a mixture of income and capital, so if your rate of withdrawal is higher
than the overall return on your investment, the value of your investment will be eroded.
Withdrawal schemes are particularly suited to investments where the bulk of the expected
return is through capital growth. The value of these types of investment can fluctuate and
you may not get back the full amount you invested.

Shoring up against market turbulence

One way to avoid falls in the Stock Market is to hold cash, which cannot lose value. But
in such circumstances, holding cash has its own risks. While you would be immune to
any Stock Market fall or inflation, you would also miss out on the benefit of any market
rise.

If you want to keep your exposure to share-based investments, but limit your potential
losses, there are now a variety of investments to meet your requirements. For example:

• You could have a Fixed Term Investment Plan that gives you capital protection
with a return linked to Stock Market performance. Several investment providers
have this type of contract. National Savings & Investments regularly offers just
such a Plan, but the deposit-based structure makes it tax-inefficient for most
investors, compared to other products.

• You could invest in a Fund with ‘rolling protection’. This means that your capital
is protected from loss beyond a specified level (usually between 0% and 5%) each
quarter or each year.  The higher the potential loss, the greater your exposure to
the performance of the Stock Market.

• You could choose one of the range of Funds designed to give a floor to the fund
price of, typically, 80% of the highest-ever level. These types of Fund offer a
wider choice of underlying investment than the Fixed Term and Rolling
Protection Funds.

Past performance is not a guide to the future. The value of your investment can go
down as well as up, so you may not get back the full amount invested. Some of these
investments involve penalties on early redemption.



Do your homework on school costs

Every parent wants the best for their children, not least when it comes to education. Many
are now finding themselves faced with the dilemma of whether to move house or to pay
for their children’s schooling.

Private school fees have traditionally risen faster than most other prices as measured by
the Retail Prices Index. In 2005/06 – the latest year for which figures are available – fees
rose by 5.7% on average according to the Independent Schools Council (ISC). Even this
high figure was the lowest increase recorded since 1999.

The relentless rise in school fees has not yet resulted in a shrinking number of privately
educated pupils, currently around half a million. One reason why spiralling costs have not
been a deterrent is the average class sizes in the private sector.

According to the ISC, in 2006 the average pupil/teacher ratio was less than ten to one. In
the state-maintained sector, the corresponding 2005 figure for English secondary schools
was over 20 to one. Over 11% of State pupils were in class sizes greater than 30.

As an alternative to paying high school fees, many parents consider moving into the
catchment area of a good State school. But this also has its price.  According to some
research undertaken last year, properties in the catchment area of a good State school can
be worth up to £25,000 more than those on the wrong side of the dividing line. Research
has also revealed that only 3% of pupils in the top State schools have free meal
entitlements – a key measure of deprivation – against 17% nationally.

Your education choice could therefore be to pay up on school fees or pay extra on your
mortgage to buy in the right catchment area. If moving looks the better option, be warned
that you may not get the catchment area premium back when you sell and you may not
even achieve your goal. New admission rules introduced for 2008 mean that some over-
subscribed schools may resort to lotteries to allocate pupil places. Just such a system
was announced in Brighton earlier this year, provoking howls of parental protest and
garnering nationwide news coverage.

Whatever route you choose, as far as possible you should make sure that you stick to it.
Once a child is settled in a school, it can be very disruptive for their education if they are
moved elsewhere. Keeping your Family Protection Cover up to date is one way to
provide that all-important continuity. If the money is there – even if you are not – your
child’s education can continue uninterrupted.


