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Annuities – Technical Documents 
Lifetime Annuities 

Traditionally on retirement, accrued pension funds have been used to provide a tax-free cash 
sum and/or purchase an annuity.  Most pension providers allow you to transfer the accrued 
fund to purchase an annuity with another company which ensures you get the best possible 
rates available on the open market.  

An annuity pays you an income for your life time with the amount payable depending on such 
factors as: 

Guaranteed Period 

If you select a guarantee period and you die within the 
period chosen, payments will continue for the balance of 
time remaining. It may be possible for the remaining 
instalments to be paid as a lump sum. Normally the 
guarantee period will be either 5 or 10 years but can be as 
high as 30 years 

Level of Escalation 

A level annuity pays the same amount of income year after 
year. It pays a higher income compared to the initial starting 
income available under an escalating annuity, which will 
take a number of years to catch up and exceed a level 
annuity. 

An escalating annuity is designed to increase each year and 
the greater the level of escalation chosen, the lower the 
initial income. It is possible to select a fixed rate of increase 
each year normally in the range of 3% to 8.5%.  Alternatively, 
you can choose to link increases to reflect changes in the 
Retail Prices Index (RPI). However, your income is not 
guaranteed to increase each year as the RPI may not rise 
and if it did fall, so would your income.  

Frequency of Payment 

You may select at the outset how often you want to receive 
income each year. Most people choose monthly, but you 
can be paid quarterly, half-yearly or annually. Payments can 
be made either in advance or arrears 

Proportionate Payment 

When you die, an annuity with proportion will pay an amount 
proportionate from the last payment until the date of death. 
This is most valuable when income payments are made on 
an annual basis. This option is only available for payments 
made in arrears 

Capital Protection 

This option allows for a return on death equal to the 
difference between the cost of annuity purchase and the 
gross income payments received. If death occurs before 
age 75 then the payment will be tax free. If death has 
occurred after age 75 this is taxed at the recipient’s highest 
marginal tax rate.  

Survivor’s Benefits 

A joint life last survivor annuity pays out until the second 
person of a couple dies. It is possible for the annuity to 
continue at the same level to a survivor but most couples 
elect for an income between 1/3rd and 2/3rds of the original 
amount. 

Guaranteed Annuity Rates 

Some pension providers have guaranteed annuity rates 
written into their contracts which will provide you with a 
considerably higher income than would normally be 
available. If such rates are available it is often the case 
that the benefits must be taken in a certain form i.e. single 
life, yearly in arrears 



The level of income provided by the annuity will depend on your age at outset, the prevailing annuity 
rates, which generally move in line with long term interest rates and the inclusion of any of the additional 
benefits detailed above. 

Once the annuity has been purchased, it is fixed on the agreed policy terms.  If inflation outstrips the 
chosen escalation, then the payment will effectively erode in value.  If you die the month after retirement 
without opting for a guarantee period benefit or spouse’s pension, then no further payments are made 
and the remaining fund becomes the property of the provider.  

The major advantage of a lifetime/ conventional 
pension annuity is that it offers considerable 
security and certainty for people with a secure 
income payable throughout life. 

Another advantage for annuitants is they can 
benefit from the ‘cross subsidy’ arising out of 
mortality. In effect, those people who die earlier 
subsidise those who live longer, thus allowing a 
higher income to be paid 

However, there are a number of disadvantages to annuity purchase; 

• Timing – if you buy the annuity at a time of low interest rates, you will be locking into a low income for life

• Death Benefits – annuities are only usually payable for life. If you die soon after the annuity has been purchased, it is unlikely you will
have received benefits up to the full value of your retirement fund. 

• Investment Control – by purchasing a conventional annuity, you exchange control over the investment of your retirement fund for a
guaranteed income.

Impaired Life Annuity 

It is possible to underwrite an ‘impaired life’ annuity if you are in poor health or have certain medical 
conditions which could potentially curtail your life expectancy. Relevant health problems might include, 
for example, cancer, chronic asthma, diabetes, heart attack, high blood pressure, kidney failure, multiple 
sclerosis or stroke. Some annuity providers offer a higher income to people with such conditions.  

Furthermore, enhanced terms may also be offered to smokers but this does not constitute a 
recommendation to take up the habit at this stage in life!   

Lifestyle annuities take into account certain factors related to lifestyle and background which could affect 
an individual’s life expectancy. For example, an office worker may be expected to live longer than a person 
who has been in heavy manual employment during their working life. 



Unit Linked Annuities / With Profit Annuities 

As an alternative to purchasing a conventional annuity, whereby the pension increases are fixed at 
outset, investment linked annuities are also available. Unlike conventional annuities, the level of income 
is not fixed but linked to the performance of an investment. As long as a set growth rate is achieved, 
income may be higher than under a conventional annuity and may even increase in the future. However, 
the income could go down if the required growth rate is not achieved.  

Under this type of arrangement, the starting income is based on an assumed growth rate and if the fund 
grows at the assumed rate, your income stays the same. If growth exceeds the assumed rate, your 
income increases. If growth is less than the assumed rate, your income falls.  

With this type of annuity your income in retirement will be linked directly to the value of an underlying 
fund of investments. Generally, you can choose the types of fund, for example: 

• medium-risk managed fund where a fund manager selects a broad range of different shares and other investments;
• higher-risk fund where a fund manager selects shares and other investments in a particular country or sector;
• Tracker fund (usually medium risk) which tracks the performance of a particular stock market index. Usually, these have

lower charges than managed funds.
• The riskier the underlying fund, the more your retirement income may vary – both up and down.

Under this type of arrangement, the starting 
income is based on an assumed growth rate and 
if the fund grows at the assumed rate, your 
income stays the same. If growth exceeds the 
assumed rate, your income increases. If growth 
is less than the assumed rate, your income falls.  

A few unit-linked annuities let you invest in a 
‘protected fund’ which limits the fall in your 
income. Most unit-linked annuities do not 
guarantee any minimum income. Even if your 

income is based on an assumed growth rate of 
0%, your income could still fall if the value of the 
underlying investment fund falls. 

If the underlying assets are equities, the income 
payments made are likely to be more volatile 
compared to a with profits annuity. Although in 
the long term equities have produced the 
greatest returns, there is no guarantee this can 
continue in the short term. 



Benefit Crystallisation Events 
BCE Crystallised Amount 

1 Movement of money or assets held under a money 
purchase arrangement into drawdown. 

The total value of the amount moved into drawdown 
pension. Any assets moved will be valued at market value. 

2 A member becomes entitled to a scheme pension 
(whether from a defined benefits arrangement or a 
money purchase arrangement). 

20 times* the pension payable to the individual in the first 
year. 

3 A scheme pension already in payment is increased 
above the permitted margin. There is an exemption 
for increases that apply to a certain number of 
scheme members. 

20 times* the excess pension arising from the increase. 

4 A member becomes entitled to a lifetime annuity 
under a money purchase arrangement (from 
uncrystallised funds or a drawdown fund). 

The total of the individual’s rights under the arrangement 
used to buy the lifetime annuity funds (less any amounts 
previously crystallised under BCE1 in relation to any 
drawdown pension funds**). Any assets will be valued at 
market value. 

5 An individual reaches age 75 and has not taken all 
of their entitlement to a scheme pension and/or 
lump sum under a defined benefits arrangement. 

20 times* the pension, plus the lump sum, the individual 
would be entitled to if these benefits were taken on 
reaching age 75. If a lump sum is only available by 
commuting pension, the lump sum can be ignored. 

5a An individual with drawdown pension funds, set up 
on or after 6 April 2006, under a money purchase 
arrangement reaches age 75. 

The total value of the drawdown pension funds less the 
amounts previously crystallised under BCE1 in relation to 
these drawdown pension funds**. Any assets will be 
valued at market value 

5b An individual reaches age 75 with uncrystallised 
funds under a money purchase arrangement. 

The value of the uncrystallised funds 

5c A member dies before age 75 and their remaining 
uncrystallised funds are designated for dependant’s 
or nominee’s flexi-access drawdown, on or after 6 
April 2015, within two years of the scheme 
administrator being informed of the member’s 
death. 

The total amount that’s designated into drawdown. Any 
assets will be valued at market value. 

5d A member dies before age 75 (on or after 3 
December 2014) and their remaining uncrystallised 
funds are used on or after 6 April 2015 to purchase 
(in whole or in part), a dependants’ or nominees’ 
annuity within the two year period mentioned above 

The total amount used to purchase the annuity 



6 Payment of a relevant lump sum (other than on 
death) before age 75. This could either be: 

• Tax-free cash (known as a ‘pension
commencement lump sum’)

• Serious ill-health lump sum
• Uncrystallised funds pension lump sum

(UFPLS)

Lifetime allowance excess lump sum, where a 
chargeable amount has arisen because the 
individual has no lifetime allowance left. 

The amount of the lump sum 

7 Payment of a lump sum death benefit (a defined 
benefits lump sum death benefit or an 
uncrystallised funds lump sum death benefit), where 
- 

• the individual died before age 75, and
• the lump sum is payable within two years

of the individual’s death¹

¹Note – This condition only applies to uncrystallised 
funds lump sum death benefits where paid on or 
after 6 April 2015. 

The amount of the lump sum death benefit 

8 Transfer to a qualifying recognised overseas 
pension scheme (QROPS). 

The amount transferred (less any amounts previously 
crystallised under BCE1 in relation to any drawdown 
pension funds**). Any assets transferred will be valued at 
market value. 

9 Any event prescribed in regulations as being a 
crystallisation event. 

The events so far prescribed in regulations are: 

• the payment of arrears of pension instalments
after death

• certain payments of tax-free cash based on
pensions errors

tax-free cash type payments paid after death 

*HMRC and the scheme administrator may agree a higher valuation factor than 20 for scheme-wide use.



Corporate Investments – Technical Notes 
As with private individual’s, businesses’ can find themselves in a position where they hold more 
cash on deposit then they need in the short-term. Similar to private individual’s again, businesses’ 
might also want to consider investing capital held on deposit to achieve a better return in the 
current interest rate environment. 

The options with investments made by a corporate entity, compared to a private individual, do 
naturally differ and there are certain considerations, particularly from a tax perspective, to be 
aware of. 

Company Accounting Practices 

Fair Value Accounting: Under this method, any increase in the 
investment over the accounting period will be taxed as a non-
trading credit. Corporation tax will be due if there is a gain over 
the period regardless of whether any gain is realised during 
the tax year. 

Historic Accounting: Under this method, corporation tax is 
only due when part of all of an investment policy is realised. 
This should be declared in the same accounting period as 
when the investment was realised. Losses can be offset 
against non-trading credits. 

The use of Fair Value Accounting or Historic Accounting is linked to the ‘regime’ of the business in terms of the Financial Report 
Standard requirements. Micro-entities can use the Historic Accounting method if it does not exceed two of the following: 

• Turnover of £632,000 
• Balance sheet total £316,000 
• No of employees 10

Investment companies and financial institutions (credit and insurance companies) cannot use historic accounting regardless of if 
they qualify on the above basis. Any Micro-entity can elect for the small-entity reporting requirements if desired. 

Small entities will use the Fair Value accounting method if they exceed the criteria above but do not exceed two of the following: 

• Turnover of £10.2 million
• Balance sheet total £5.1 million
• No of employees 50

Any company that exceeds the Small-entities standard will be taxed on a ‘fair value basis’. 

Investment Options 

For corporate entities, the main investments are Collective Investments (held individually or within a ‘General 
Investment Account’ wrapper) or Life Assurance investments (typically onshore or offshore investment bond 
wrappers). 



Collective Investments 

Historic Accounting method: Any gain in the value of the investment is assessable to tax once the asset has 
been realised. Any interest arising from the underlying investment is taxable in the accounting period at 
corporation tax rates. Dividends generated from the investment (whether re-invested in the portfolio or 
distributed) are not taxed if they are considered ABGH distributions. These would be dividends which meet 
the descriptions under paragraphs A, B, G and H in Section 1000 of the Corporation Tax Act 2010. 

Dividends that do meet the ABGH considerations may be subject to corporation tax. 

Fair Value Accounting method: The tax treatment depends on the underlying investments. If more then 40% is held in equity assets, 
the position is as described above for the Historic Accounting method. If the portfolio holds more then 60% in debt/fixed interest 
assets, any gain is assessed each year and taxed accordingly. 

Savings interest is again taxable at corporation tax rates and the dividend treatment depends on the classification of the distributions. 

In general, the provider of the investment account will provide detail of the dividends generated in the 
relevant accounting period. The investor (i.e. the corporate entity) would need to determine if the dividends 
meeting ABGH distribution requirements and this could require contact with the individual fund manager. 

Life Assurance investments 

Historic Accounting method: Any gain or income generated within the 
investment is only assessed in the year when part or all the investment 
is surrendered. This is the case whether the investment is onshore or 
offshore. 

Fair Value Accounting method: Again any gain made by the 
investment is assessed each year. If the product is onshore, the 
underlying tax paid by the investment will contribute towards the 
taxable gain. If the product is offshore, any ‘withholding tax’ deducted 
will also apply as a credit towards the taxable gain. 

Business Relief 

Relief from inheritance tax is available to holders or qualifying business property. This is known as Business Relief (BR) and 
formerly, Business Property Relief (BPR). Business Relief can generally be at a rate of 100%, 50% or no relief. If a business holds 
share in a quoted company, relief is only 50%. This means that for a Collective Investment, the equity shares held are only 50% 
relievable to inheritance tax. In comparison, cash within the business accounts may qualify for 100% relief (though there are 
considerations around the amount of cash held relevant to the business need).  

There could be potential inheritance tax consequences for the shareholders of a business which invests in Collective Investment 
accounts. 

Business Relief is not available in any form to a company that consists wholly or mainly of: 

• Dealing in securities, stocks and shares 
• Dealing in land or buildings 
• Making or holding investments 

For some companies, investing large amounts of cash, relative to the overall business, may cause the business to be classified as an ‘investment 
business’ and lose Business Relief.  

For companies already dealing in this area, investment in a Collective Investment account will have no additional impact.  



Entrepreneurs Relief 

Entrepreneurs Relief (ER) is a relief on the amount of Capital Gains Tax (CGT) an individual pays when disposing of a business. The individual can 
make lifetime gains of up to £1 million and pay a reduced rate of CGT of 10% on the gain (compared to the higher rate of CGT at 20%). 

There are a number of qualifying features that need to be met with one of them centred around the need for the business to a be a ‘trading company’. 

This means a company holding disproportionally large cash or investment holdings could be deemed non-trading.  The general guidance from HMRC 
is that they would expect assets exceeding 20% held in this way to be a feature of a ‘non-trading company’. There is however flexibility for certain 
types of business where it can be demonstrated that holding cash or investing cash forms part of the operational needs for the business. 

Any large investments made for the long-term in Collective Investments or Life Assurance bonds could jeopardise the trading status for 
Entrepreneurs Relief purposes. This is however also true if the funds were retained as cash.  



Drawdown – Technical Notes 
This is the name that describes the payment of pension income through ‘drawdown’ after age 55. Benefits 
can be taken from age 55 and can remain in drawdown indefinitely; i.e. an annuity purchase is no longer 
essential at age 75.  

Utilising drawdown means that you can delay buying an annuity until you are ready to commit to the 
purchase, potentially deferring it forever 

.On entering a drawdown pension 
arrangement, any tax-free cash (known as 
Pension Commencement Lump Sum, or 
PCLS) must be taken at outset, whether in 
full or in part, and you can then choose to 
draw a taxable income within prescribed 
limits from your invested pension fund. 
Income drawdown is an option under 
personal pensions (including self invested 
personal pensions) and some types of 

employers pension scheme. However, if 
you are a member of an employer’s 
scheme that does not offer income 
drawdown, you must first transfer your 
pensions rights from the employer’s 
scheme to a personal pension to take 
advantage of this facility. Drawdown is 
primarily suitable for more sophisticated 
investors with large pension funds who 
have the capacity to accept the risks that 

selecting drawdown inherently entails. 
There are no ‘hard and fast rules’ but, as a 
guide, the FCA have indicated that 
drawdown (whether full drawdown or 
phased drawdown) will normally only be 
suitable for investors who have funds of at 
least £100,000, after the PCLS has been 
drawn.  

Because the bulk of your savings remain invested in the stock market, the value of your pension 
fund can down as well as up. Provided you understand these risks and feel comfortable with them, 
there are several reasons for considering income drawdown: 

• You want the flexibility to vary the amount of pension income you take. Maybe you need the cash lump sum but have little
immediate need for income, or perhaps you are retiring gradually and need a flexible income.

• You want to leave your heirs the value of your pension fund, although a tax charge would be deducted if this were after age
75.

• You are confident that your pension fund can be invested for a better return than you would have got from an annuity. This
almost certainly means investing in share based investments so you must feel comfortable with the stock market risk.

• You want to avoid being locked into current annuity rates, although it should always be borne in mind that future annuity
rates could fall.

Flexi Access Drawdown 

This is the new form of drawdown announced in the 2014 budgets and which came into effect as 
of 6th April 2015. The aim behind Flexi Access Drawdown was to remove limits and restrictions on 
people accessing their pension benefits and give them the option to draw as much or as little as 
they want from their retirement plans. The main considerations with FAD are:  



• The first 25% is still tax-free; anything after that will be added to other income in the current tax year and income tax deducted accordingly. 
• When accessing FAD a new annual allowance known as the Money Purchase Annual Allowance (MPAA) will be applied limiting future

contributions to £4,000 gross per annum. This means the concept of a pension as a ‘bank account’ is not an appropriate one; for the most 
part, once funds are taken out of the tax advantageous pension environment, they will not be able to be replaced. 

• An individual drawing down and spending all of their personal pension savings will be left with only the state pension as a source of income 
and this is likely to be insufficient for many people. Managing the income stream in retirement is therefore very important.

• Funds within the pension environment are also protected from Inheritance Tax (see below) and so the loss of this is another factor to bear
in mind when considering removing funds out of a pension.

Capped Drawdown 

It is no longer possible to enter into a new Capped Drawdown plan, as of 6th April 2015, although all plans 
in force at that date will continue as they were. Under Capped Drawdown there is no need to take any income 
under drawdown (i.e. it can be set to £0) although HMRC have set a limit on the maximum amount of 
drawdown income that can be taken.The rates are set by the Governments Actuary Department (GAD) and 
the maximum level of annual income is 150% of the single life annuity, payable monthly in advance, without 
guarantee based on the GAD tables taking into account the client’s age, gender and the current gilt yield. 

This limit was previously 120% (100% prior to that) and so 
plans which were placed into drawdown before 6th April 2014 
will gradually move across to the new rules and the income 
level will be increase at their next three yearly review. They can, 
however, elect for an emergency review, moving them to the 
new rules on their next plan anniversary.Income levels can be 
varied between the new minimum and maximum limits and 
must be reviewed every 3 years (it was previously every five 
years). Once an individual reaches 75 the review must take 
place every year.  

The legislation will however now permit members to choose 
to have the upper income limit reviewed once a year on the 

pension anniversary rather than having to wait for the 3 yearly 
scheduled review. This change, which provides greater 
flexibility, was included in the Finance Bill 2007 and backdated 
to 6 April 2006. Where providers do allow this option to be 
incorporated into their drawdown arrangement, then where an 
interim income review takes place this will start a new three-
year reference period. 

An individual who is in Capped Drawdown will have access to 
the standard annual allowance of £40,000 and the ability to 
use carry forward for earlier years in which they did not use 
their full available annual allowance.  

Drawdown and Death Benefits 

On death under drawdown, there are a number of options depending on whether the beneficiary is classed 
as a ‘dependant’ or not: 

In order to be classed as a dependant, the individual must be defined as: 

• A person who was married to the member or a civil partner 
at the date of death, or, provided scheme rules allow, a
person who was married to the member or a civil partner
when they started to draw benefits but who was divorced
from/no longer a civil partner of the member when he/she
died; or 

• A child of the member who is aged under 23 at the date of
death; or 

• A child over 23 at the date of death if the scheme
administrator thinks they were dependant on the member
due to physical or mental impairment; or

• Anyone else who, in the opinion of the scheme
administrator, was financially dependent on the member, in 
a financial relationship of mutual dependence with the
member or dependant on the member due to physical or
mental impairment.



These also underwent significant change from 6th April 2015 and have become more tax efficient for individuals. In terms of tax, 
treatment of Drawdown funds in the hands of a beneficiary is as follows: 

Age of members death Tax treatment 

Member dies before reaching age 75 

• The funds can be retained in a pension wrapper and will not
be taxable while in this state.

• The beneficiary can choose to access the fund in stages or
as a single lump sum without paying tax

Member dies after reaching age 75 

• The funds can be retained in a pension wrapper and will not
be taxable while in this state.

• Any withdrawals are subject to the beneficiary’s marginal rate
of income tax, under PAYE rules

The options above are available if the funds are distributed within two years of the members’ death (or two years from when the 
scheme administrator could have reasonably known about death). If distribution is outside this period, different tax rules apply

Dependants Options 

Dependant spouse/civil partner: 

If, as will usually be the case, the 
dependant is a surviving 
spouse/partner/civil partner they can 
utilise drawdown, buy an annuity, buy 
a scheme pension or take a lump sum 
return of fund. This is the same after 
age 75, even if the funds are ‘unused’, 
i.e. uncrystallised although after age
75 a tax charge will be payable. This
will be based on the dependant’s
personal rate of income tax, or 45% if
they do not have one (e.g. a trust or
company).

Alternatively, there is nothing to 
prevent them from combining these 
options. For example, take half of the 
residual fund as a lump sum and half 
as an annuity. Where continuing 
drawdown is selected, the income 
limits applicable to the survivor are 
based on his/her age and gender. 

Dependant Child: 

A dependants pension will be payable 
either for life or until the dependency 
ceases. This means that if a 
dependant child is under 23 with no 
physical or mental impairment, then 
any option to continue drawdown 
must cease by their 23rd birthday. Only 
if the child was dependent due to a 
physical or mental impairment could 
income withdrawals continue beyond 
age 23, in which case they could 
potentially continue.  

A dependant child would also have the 
option of taking the residual fund as a 
lump sum or purchasing an annuity.

No Dependants 

In the event that there were no 
dependants on death under 
drawdown, the fund can be passed to 
any nominated beneficiary (or 
beneficiaries) and is not limited to a 
surviving spouse, partner, civil partner 
or any other financial dependant. This 
means that the lump sum can be paid 
to: 

• Other family members, e.g.
adult children

• A trust set up by the
deceased

• The deceased’s estate
• The deceased’s friends or

business partners
• A charity



Drawdown and IHT 

The Finance Bill provides the following exemptions from inheritance tax liability for death benefits paid on 
death under drawdown: 

• In all cases where the benefit is paid to a spouse, civil partner, financial dependant or charity.
• In other cases where the member had no reason to believe that their life expectancy was less than

two years when commencing drawdown and it is clear that deferring benefits was not done with the
intention of avoiding IHT charges.

• Where, having deferred the pension as above, the member becomes aware that their life expectancy
is less than two years but they don’t deliberately try to enhance the value of the estate by reducing
withdrawals under the plan.

So, if the lump sum is not paid to a spouse, civil partner, financial dependant or charity, then as long as the 
member either didn’t know their death could be reasonably expected within two years, or if they did know 
but didn’t make any changes to enhance the benefits payable within the two years leading up to their death, 
then an IHT liability should be avoided. 

Lifetime Allowance 

When funds are first designated to Drawdown, a Benefit Crystallisation Event (BCE) occurs and a test against the Lifetime Allowance 
is made. This is split into two tests: 

• BCE 6: The amount of Pension Commencement Lump Sum (also known as tax-free cash) is tested against the Lifetime
Allowance.

• BCE 1: The amount of funds designated to Drawdown is then tested against the Lifetime Allowance.

BCE 1 above is used as a basis for an additional Lifetime Allowance test which is performed at age 75. BCE 5a uses the value from 
BCE 1 and the value of the Drawdown fund on the member’s 75th birthday and the difference represents an amount tested against 
the Lifetime Allowance. 

If the number is negative (which it would usually be if regular withdrawals are being taken) the value is ignored for Lifetime 
Allowance purposes. If the number is positive (which would usually be the case if the fund is left to accumulate over time), this is 
tested against the remaining Lifetime Allowance and tax may potentially be applied. 

Note: On death, funds previously crystallised are not tested against the Lifetime Allowance.  



Advantages of Drawdown 

• You will be able to take the maximum tax-free cash
lump sum immediately to spend or invest without
having to convert the rest of the fund to an annuity.

• Under new Flexi Access Drawdown, there is no cap
on the amount of income that can be drawn.

• Flexible Income – you may choose to take any level
of income that you require, whether it be a regular
income or on an ad hoc basis, although income tax
will be payable on this.

• You will be able to plan in advance the level of
income that you wish to take each year, so that you
can take into account any other sources of income
that may be available to you.

• The pension fund (less any income withdrawn and
associated charges) will continue to be invested in a
tax efficient environment until you decide to
purchase an annuity or continue drawdown.

• You can structure your income to mitigate your
liability to Income Tax. For example, by reducing
drawdown income in some tax years, you may be
able to avoid a higher rate tax liability.

• You may be able to use income drawdown as part of
your Inheritance Tax planning by taking varying levels 
of income, within prescribed limits, and using all or
part of that income to make gifts to take advantage
of annual exemptions.

• There are flexible options on death. The death
benefits payable may be greater than under the
conventional annuity route, particularly since the
death tax charge was removed.

• As you get older there is the prospect of annuity rates 
rising and therefore providing a higher income. This
is because it is cheaper for insurance companies to
purchase an annuity to provide a given level of
income for someone aged, say 70, than someone
aged 60.

Disadvantages of Drawdown 

• A careful investment portfolio needs to be drawn up
which will involve investment risk and a reliance upon
investment management.

• A minimum level of growth must be achieved by the
remaining pension fund in drawdown in order to
maintain its value after the income payments have
been taken (assuming an income is taken of course). 
If this ‘critical yield’ is not achieved the fund may be
unable to purchase an annuity equivalent to that
which could have been purchased at outset if income 
withdrawals had not been selected.

• It may transpire that you require a higher income
from the plan than initially anticipated. It may not be
possible to arrange an increase depending on
investment returns. Any investment returns may be
less than those shown in the illustrations.

• Should a high level of income be taken, unless there
is exceptional growth the withdrawals will not be
sustainable during the deferral period. This is
particularly likely if maximum withdrawals are taken.

• Deferment of the purchase of an annuity may result
in less favourable annuity rates if and when a
purchase is eventually made.

• In addition, the investment fund may be depleted,
either through investment performance or
withdrawals, to the extent that even if current annuity 
rates are maintained, the annuity that can be
purchased in the future will drop.

• All income payments are liable to income tax at your
highest marginal rate.

• Annuity providers make a profit from the fact that
some individual’s die sooner than is expected and
use some of this ‘mortality profit’ to enhance current
annuity rates. By delaying the purchase of your
annuity, the benefit of this potential profit, which can
be significant, may be lost.

• In the case of death after age 75 the beneficiary will
pay tax on the funds at their marginal rate of income
tax. If the beneficiary does not have one, e.g. a trust
or company, then the rate of 45% will apply.



A Summary of Drawdown 
The following table provides a FAQs for Drawdown: 

Capped Drawdown Flexi Access Drawdown 

Can I continue to pay into a Pension? 
Yes – standard annual allowance 
limits and rules apply (£40,000 for 
2020/21). 

Yes – The amount is however 
restricted to £4,000 per annum. 

How much can be withdrawn? There is an annual limit (see 
Capped Drawdown section). 

There is no limit to the amount 
that can be withdrawn. 

Is my income guaranteed? No – the money can run out during an individual’s lifetime and this 
represents the biggest risk of this approach. 

Can I change my mind in the future? 
Yes – you can use the fund in the future to purchase an annuity. This 
represents a risk as the amount may not be the same as that which 
could be purchased at the outset. 

What other risks are there? You will need to invest the funds to attempt to sustain withdrawals 
and/or maintain the ‘real’ value of the pot against inflation. 

Do I have to pay tax? All Drawdown income is subject to PAYE and any liability to income 
tax is dependent on the individual’s marginal income tax rate. 

What happens on my death? 

Any nominated beneficiaries can take receipt of the fund and keep this 
invested, withdraw the funds or purchase an annuity. 

If no beneficiaries are nominated, the scheme will usually decide who 
to pay the funds to. 

Do my beneficiaries pay tax? 

If your death is before 75, no. 

If death is after 75, they will pay income tax on withdrawals as their 
marginal income tax rate. 



EIS Investments – Technical Notes 

Enterprise Investment Schemes (EIS) were introduced as a means of encouraging investment 
in smaller companies.  EIS funds are available to companies that qualify, the criteria includes 
being based in the UK with fewer than 250 employees and gross assets of less than £15 million 
(before the share issue or £16 million afterwards).  If qualified, companies can take up to £5 
million of EIS funds in a twelve month period.   

EIS Benefits 

There are a number of key reliefs available to an EIS investor 
as a means to encourage such investment: 

• Income tax relief, from 6th April 2011, of 30% of the
amount invested up to a maximum investment of £2
million per tax year (providing any amount in excess of £1 
million is invested in knowledge-intensive companies and 
the investor has an income tax liability of at least the
amount being claimed). 

• Tax-free capital gains on the investment (provided the
shares are held for three years). 

• Deferral of tax on other capital gains (of any amount)
made in the three years prior to and one year after the EIS 
investment. 

• Loss relief on any capital losses made on the EIS
investment which may be offset against other capital
gains or income. 

• Relief from inheritance tax (as long as the investment is
held for two years prior to the relevant chargeable event). 

Risks with EIS investments 

• Income generated from investments held in EISs is
variable and is not guaranteed. The level of income
generated by dividends is likely to be low and will be used 
in the first instance to offset charges. 

• The price of shares and the income from them can fall as
well as rise. 

• The value of this investment is not guaranteed and if
encashed, it is possible you may not get back the full
amount invested. 

• The investment can grow but depending on market
conditions you may not realise the initial sum invested.
There is no guarantee that you will get more out of an EIS 
investment than you have paid in. 

• If income tax relief is not given on your investment or is
subsequently withdrawn, if upon realisation your total
gains (from all sources) less any allowable losses are
greater than your annual Capital Gains Tax allowance,
there will be tax to pay depending which tax band(s) the
gain falls into after adding to total taxable income for the 
tax year. 

• Tax incentives may be lost if the investment is not held
for 3 years. This may occur even if it is the fund manager
(and not the investor) who disposes of the asset. 

• Flotation will trigger loss of IHT Business Property Relief 
and, if within 3 years, loss of other tax reliefs. 

• The failure rate of EIS companies is typically much higher
than that of larger companies. 

• Tax relief may not be granted if information provided to
HMRC is incorrect or inaccurate. 

• Past performance should not be used as a guide to future
performance. 

• Generally, there is little or no liquidity and investments
may be difficult or impossible to realise at an appropriate 
time. 

• Investment in EISs is high risk and you may lose all of the
capital invested. 



Equity Release – Technical Notes 

At its most basic level the main purpose of an equity release product is to enable you to borrow 
money based on the value of your home and use your home as security for the debt. You can 
release 'equity' from your home without having to sell it and move out. The term 'equity' is used 
to describe the difference between the market value of the house and the mortgage amount. 

Equity Release Council (ERC) 

The Equity Release Council (Formally known as The Safe Home Income Plan (SHIP) organisation) is an industry body which was set up in 1991 
and is dedicated to the protection of plan holders and the promotion of safe home income and equity release plans. In addition to providing fair, 
simple and complete presentation of their plans, all participating companies pledge to observe the Code of Practice. This means that they must: 

• Ensure that the plan-holder retains the right to live in the property for as long as they wish.

• Grant the right to move to a suitable alternative home without penalty.

• Insist that the plan-holder appoints their own Solicitor who must certify that they have explained all the conditions of the loan before the
provider will release any money.

• Guarantees that the plan-holder cannot lose their home, irrespective of what happens to the stock market or interest rates. 

• Carry a 'no-negative equity' guarantee

• The Equity Release Council certificate will clearly state the main cost to the householder's assets and estate e.g. how the loan amount
will change, or whether part or all of the property is being sold. 

ERC also provides a formal procedure for handling complaints. 

The fact that all members must carry the 'no negative equity' guarantee means that schemes that offer this guarantee will never take any more than 
the value of the home. Therefore, if the value of your home has fallen below that of the loan amount, your estate will not have to make up the 
difference. You or your estate will only repay the market value of the house. 

The following is an outline of the main schemes, along with the pros and cons of each: 

Lifetime Mortgages 

With a lifetime mortgage a lender will make a loan to you and your home will be used as security. This means that the lender has certain legal 
rights and you have certain legal obligations to fulfil. 

Similarities to standard mortgages: 

• A first charge will be taken on your property

• Your property is therefore used as security for the loan.

• There are a range of interest rate options that will apply to 
the mortgage, including standard variable, discounted,
tracker, deferred, fixed, capped, capped and collared and
stepped. 

Main differences to standard mortgages: 

• Usually aimed at older clients', typically over 55

• There is no specified term 

• There is normally no fixed regular repayment

• The loan is usually repaid out of your estate - some lifetime 
mortgages however provide for repayment of the loan on
a regular basis, rather than on death or if you move out of
the property.



Lenders rights and borrowers obligations usually include: 

• Maintenance and repair of the property.

• Right of the lender to inspect the property subject to reasonable notice. 

• Lenders right to carry out repairs and charge them to the account of the customer.

The main types of lifetime mortgages together with a summary of the key pros and cons are: 

Home income plans 

Designed to release equity, you take out an interest-only mortgage against your home and usually use the capital raised to invest in a long term 
insurance product/investment to provide a monthly income. In most cases an annuity is purchased, providing a guaranteed income for life. Part 
of the annuity income is used to pay the interest on the mortgage and the capital borrowed is usually repaid from the proceeds of the sale of the 
home on death, or if you move out of it (perhaps into a care home) then the scheme will end and the home will be sold. 

Pros 
• An annuity is a safe and guaranteed way of providing an

income.
• There may be a possibility to take a lump sum in addition

to an annuity. 
• The older you are, the higher the income.
• It pays a regular income for life and the mortgage interest

is deducted automatically. 
• The amount owed is fixed and any increase in the value of 

the home belongs to you. 

Cons 
• Not suitable for those looking for a substantial lump sum. 
• Income is normally fixed at outset, in which case it will be

eroded by inflation. 
• The younger you are, the lower the income. 

Establishing affordability is important because of the need to maintain the interest repayments. 

'Roll Up' plans 

Designed to release equity, the lender pays a lump sum or income, or both, but there is no requirement to purchase a long term investment product 
such as an annuity. This is because you do not need to make any repayments during your lifetime and, instead, the interest is 'rolled up' into the 
loan. Lump sums can be used for any purpose (such as paying for holidays) and where a lump sum only is released, these are often referred to 
as 'cash schemes'. The mortgage is usually repaid from the proceeds of the sale of the home on death, or if you move out of it (perhaps into a 
care home), then the scheme will end and the home will be sold. 

Pros 
• A cash lump sum is received which you can decide how to 

spend or invest.
• No interest is payable until you die or move into residential 

care, so you will receive a higher income for the same sized 
loan compared to a home income plan.

• The older you are, the higher the 'loan to value' will be.
• Many loans are fixed interest - hence reducing risk.
• Flexible drawdown schemes allow you to control how

quickly the debt builds up (because interest is only charged 
on the amounts drawn down). 

Cons 
• There is uncertainty about how much will have to be repaid 

at the end of the plan and how much will be left for your
family.

• Interest payments can mount up quickly and significantly
reduce what your family will inherit. Your family could end
up with nothing from the sale proceeds even though the
lump sum received only seemed a fairly small proportion 
of the home's value.

• As the interest is not paid off before you die (or move into
residential care), the interest rate tends to be higher than
for ordinary mortgages.

• The younger you are, the lower the 'loan to value' will be. 
• A 'top-up' loan may not be available later.



Flexible Drawdown Plans 

This is simply a variation of a Lifetime Mortgage which allows you to set up an agreed maximum facility for a specified period (based on your age 
and house value), but take just as much as you want initially subject to a minimum (which varies between providers) and take further money (up 
to the maximum agreed facility) when required. 

This helps save the debt building up as fast as interest is only charged on the amount actually outstanding at any one time. Some schemes may 
also allow voluntary partial repayments to reduce the debt in the first five years without penalty. 

Pros 
• Withdrawals can be taken as and when required, or

monthly payments can provide a regular income. 
• Interest is only paid on the amount drawn down so interest 

will accumulate more slowly.
• Greater control of your own money.

Cons 
• Interest rates can be higher than under other lifetime

mortgages because of the added flexibility. 
• If you want to increase the cash amount beyond the

original amount agreed at outset or continue with the
drawdown facility for longer than the agreed terms (say 10 
years) you will have to apply for a further advance which
might not be available.

• There are restrictions on the minimum amounts that can
be withdrawn. 

Inflation could erode the value of cash over time (the maximum that can be drawn down is set at outset although the actual amounts drawn could 
be spread over potentially many years). 

Home Reversion Schemes 

Home reversion schemes are not mortgages; instead all or part of the property is sold in return for a cash lump sum, a regular income, or both. It 
is usual to get between 35% and 60% of the market value of the house - the older you are at the start of the scheme the higher the percentage 
that can be obtained. This reflects the fact that you cannot sell the property until you die or move into care. You obtain the right to continue to 
live in the house under a lease, the terms of which will vary depending on which reversion scheme is chosen. A nominal rent is usually paid each 
month (e.g. £1), or there may be a choice of paying a higher rent in return for more money from the sale. Home reversion schemes should be 
considered as an alternative to lifetime mortgages and, since 6 April 2007, they have also been regulated by the Financial Conduct Authority.  

Pros 
• No ongoing repayments to make. The reversion company

makes all of its money when the property is sold (i.e. on
death or earlier sale).

• You know at outset what share of your home (if not its
value) you will be leaving to your family.

• You will continue to share in any rise in the value of the
property (unless you have sold its entire value).

• Unless the maximum is taken at the outset, you should be
able to sell further percentages when required. This means 
that you should be able to raise further funds to improve
your finances, pay for long term care or even mitigate
Inheritance Tax. Further releases are unlikely under
Lifetime Mortgages unless the home increases in value by 
more than the loan increased with the compounding of
interest. 

• Smokers or those with an impaired life may be able to
receive a larger payment.

Cons 
• The reversion company will buy at a discount to the current 

market value. The big discount at which the reversion
company will want to buy makes these schemes less
suitable for people in their 60s and those with low value
properties.

• If death occurs soon after taking out a plan, you could have 
effectively sold your house (or a share of it) on the cheap. 
Some schemes will however give families a rebate if you
die within the first few years of signing up.

• Ownership of the property is lost but you remain
responsible for the upkeep of the property.

• Reversion companies can be choosy about the properties
they take. 

• Reversion schemes are available from several different
providers, but the details and terms vary. For example,
apart from the amounts each company deducts converting 
your share into a benefit; some schemes allow you to
benefit from increases in property values while others do
not. In addition, some schemes will allow you to sell 100% 
of your property, whilst others may limit it to only 90%. 

It is unlikely the portion sold could be bought back. 



Shared appreciation mortgages 

Also designed to release equity, but the lender takes a share of the capital appreciation in addition to the original loan which must be repaid on 
the death of the borrower, or earlier sale of the property. The cash released can usually be used for any purpose. 

Pros 
• No regular repayments to make. 
• The loan could end up costing nothing if the home's value

has not increased, or if it has actually fallen in value. 

Cons 
• If house prices rise strongly the effective cost of the loan

could be very high.
• If you need to move home in the future after a period of

strongly rising house prices, you may find that you can only 
afford a much smaller/cheaper property.

Lifetime Leases 

A recent development in the equity release market is the introduction of a Lifetime Lease. The key features of the product are: 

• You must be aged 65 or over. 

• You find a property that you want to move to either with or without the assistance of the company. The new property is owned by the
company, who provides you with a lifetime lease enabling you (and your partner if applicable) to live in the property for the rest of your
life.

• The lifetime lease is rent-free therefore you do not pay any rent. 

• You pay to the company a discounted amount of the value of the new property - typically between 47% and 76% of its market value, to
purchase the lifetime lease. The amount of the discount depends on your age, gender and marital status. The older you are the greater
the discount.

• You obtain the capital you require by retaining the difference between the capital received from your existing home and the discounted 
price paid to the company for the new property, less cost of fees. 

• The company may offer a free home search, help with purchasing the new property and may purchase the existing property, based on two 
independent surveys.

• You can move to another property in the future, but may incur additional costs on the lease if the property is of greater value than the one 
you are in. You will also be responsible for stamp duty, legal fees and estate agent fees etc. 

• Responsibility for the maintenance of the property and the buildings and contents insurance remains with you.

It is important to note that unlike Lifetime Mortgages and Home Reversion Schemes, Lifetime Leases are not currently regulated. This option 
involves you obtaining a capital lump sum and therefore eligibility for certain State Benefits may be affected 



Inheritance Tax – Technical Notes 
Inheritance tax is a tax payable by the estate of a deceased individual. The tax was introduced 
in 1986 to replace the ‘Capital Transfer Tax’. Since then, a number of amendments to 
legislation have been made along with introduction of a number of reliefs from households. 
This section will outline the treatment of inheritance tax and the main exemptions given to 
individuals. 

Tax rate 

Any assets not exempt or covered by nil rate bands, is taxed at a rate of 40%. This is payable by the Personal Representatives of the estate and 
must be paid before probate is granted. The exception to the 40% tax rate is when an individual leaves at least 10% of the net value of their 
estate to a registered charity (any assets left to charity are not subject to the tax). When this happens, the tax rate applied on the estate left to 
non-charitable beneficiaries is reduced to 36%. 

Exemptions (Allowances) 

The two most common exemptions are the Spousal Exemption and the Nil Rate Band (NRB).  

Spousal exemption 

This is full relief from inheritance tax on assets that pass from one legal spouse to the other. There is no upper limit on this and means, in 
practice, that any assessment to inheritance tax typically happens on the second death of a married partnership. This is because in most 
instances the terms of the will only begin leaving assets to other beneficiaries on death of both parties in the marriage.  

Nil Rate Band (NRB) 

This is afforded to every UK domiciled resident regardless of financial circumstances. It allows the first £325,000 of the estate to pass to 
beneficiaries free of tax. The NRB can be inherited by the surviving spouse and means in practice, married couples have an allowance of 
£650,000 to use against the estate. If a widowed spouse remarries later in life, they are still able to claim the unused allowance of the deceased 
individual. It is not possible for anyone to have more than the value of two NRBs so being widowed on more than one occasion would not result 
in a higher level of entitlement. 

The NRB has been frozen at the current level since 6th April 2009 and under current legislation, is to remain frozen at £325,000 until 6th April 
2021. 

Residential Nil Rate Band (RNRB) 

Introduced 6th April 2017 in a Government response to 
rising house prices, this exemption protects against some 
of the value of the family home on death. Like the NRB, it 
can be inherited by a surviving spouse and so in practice 
might be used on the second death of a household.  

The allowance was originally £100,000 but has increased 
to £175,000 with effect from 6th April 2020. Unless 
specifically used by the first spouse on death, the survivor 
is able to use the current allowance even if death is prior 
to the introduction of legislation in 2017 or the increases 
to the allowance from 2020.  

The allowance is only available when the main residence 
is left to a direct descendant(s). Direct descendants in this 
legislation means legal children and grandchildren, 
stepchildren (is or was at any time) or adopted children. 

The RNRB can only be used where there is sufficient value 
in the property.  For example, a married couple have a total 
RNRB of £350,000 (£175,000 x 2). This is only available in 
full if the property in which they wish to set the band 
against has a value of £350,000. If the property were worth 
£175,000 and they wanted to use the allowance, they 
would only be able to set £175,000 against this.  



Tapering of the RNRB 

Unlike the NRB, the RNRB is not available to everyone. It is reduced on a sliding scale for estates that have a net value in excess of £2 million. 
The rate in which it is reduced is £1 for every £2 above the £2 million threshold. This means that once the estate exceeds £2,700,000, the 
allowance is lost in full.  

Please note: Any assets that qualify for Business Relief (BR) are still included in the overall estate value for the tapering calculation. This 
means that while the assets qualify for exemption from inheritance tax, they can have the effect of causing a partial or full loss of Residential 
Nil Rate Band. 

Notes on RNRB: 

• The amount of RNRB that can be inherited by the second spouse is a percentage of the overall allowance (i.e. 100% if unused). This 
means that it does not matter if the first spouse died in May 2017 when the allowance was £100,000. 

• If the majority or all of an estate is held equally between spouses, the amount for tapering purposes may individually be less than
£2,000,000. This would mean the taper does not apply on the first death but could apply on the second death.

Summary of exemptions 

In the 2020/21 tax year, and assuming the qualifying conditions are met, the maximum nil rate band available would be £1,000,000 (£650,000 
and £350,000).  



ISA - Technical Notes 

What is an ISA? 

The main ISA benefits are: Any individual who is an income tax payer and has some money 
to save or invest, should know about Individual Savings Accounts 
(ISAs). Available since April 1999, ISAs offer an attractive tax‐ 
free shelter to anyone aged 18 or over (16 or over for cash ISAs). 

• No personal tax (income or capital 

gains) on any investments in an ISA. 

• Income and gains from ISAs do not need 

to be included in tax returns. Tax must be paid on the income and profits made from 
investments in the stock market like company shares or unit 
trusts. However, ISAs serve as a kind of 'wrapper' to protect 
savings from tax, allowing individuals to put away a maximum of 
£20,000 this tax year by way of regular or single savings 
amounts, each tax year in a range of savings and investments 
and pay no personal tax at all on the income and/or profits 
received

• Money can be withdrawn from an ISA at 

any time without losing the tax breaks. 

The basics of how ISAs work 

There is now a single type of ISA which can hold either of the following: 

1. stocks and shares, in the form of either individual shares or bonds, or pooled investments such as open‐ended investment funds, 
investment trusts or life assurance investments. 

2. cash, usually containing a bank or building society savings account. 

Individuals can now hold any amount of their investment in either stocks and shares or cash or a mix of the two. They are also able to transfer money 
saved in previous years' ISA holdings to a new provider without affecting their current year's allowance. 
 

Previous ISA arrangements 

There were formerly a range of different ISA arrangements, including PEPs, TOISAs and cash ISAs. There is no differentiation between 
any of these ISAs any more, with stocks and shares and cash all able to be held within one ISA account. 

From 1st July 2014, all ISAs became New ISAs (NISAs). This applies to all existing ISAs and new accounts opened after 1st July. The 
Government changed the name to reflect the increased limits and flexibility that are now available to account holders. 

Individuals can elect to hold all cash and stocks and shares in a single ISA, or have a separate ISA for each still. However, you can still 
only pay into one ‘cash’ and one ‘stocks and shares’ ISA each tax year. In addition, new rules have been introduced to allow an individual 
with draw from their cash ISA and top it back up without losing that amount of allowance in the tax year; enabling it to be treat more like a 
bank account. 



Stakeholder Standard ISAs 

Stakeholder standard ISAs are those which meet Government guidelines regarding cost, access and terms. 
Both types of ISA component can qualify for a Stakeholder standard. The cost limit varies with each 
investment type and the access and terms criteria specify that investors must be able to get their money 
back at any time without penalty and with no other restrictions. The ISA must also offer low minimum 
investment limits and can only invest a maximum of 60% in equities and property, with the remaining 40% in 
less volatile assets such as bonds and cash.

Because of these limits, Stakeholder standard Stocks and Shares ISAs are designed to meet the needs of a 
wide range of investors. For this reason, they may be less appealing to experienced investors who want to 
maximise their long‐term growth potential and are therefore more likely to seek specialist funds. 

The presence or absence of a Stakeholder standard cannot predict whether an ISA will prove to be a good or 
bad investment. A Stakeholder standard ISA has not received Government approval of any kind, nor is your 
money or investment return guaranteed by the Government in any way. The recommended contract is not a 
Stakeholder standard ISA. 

Qualifying Investors 

Each individual may effect an ISA each 
tax year. A husband and wife are 
treated as separate individuals so that 
although joint ownership of an ISA is 
prohibited each may fully subscribe to 
one in their own name. 

When an individual ceases to be eligible to 
invest in an ISA, any existing ISAs will continue 
to be exempt from UK tax, but future 
contributions to regular investment ISAs must 
be terminated and no further single 
contributions may be made. 

To be eligible to invest in an ISA, an investor 
must be an individual (i.e. not a company or 
trustee) who is 18 years of age or over 
(except that 16 and 17 year olds are able to 
invest in a cash only ISA) and who is resident 
and ordinarily resident in the UK (or is a 
Crown servant serving overseas or the 
spouse of such an individual who 
accompanies their spouse abroad) 

Junior ISA 
 

ISAs on death 

A JISA is similar to a standard ISA, but designed for 
children. No tax is payable on interest or investment gains. 

Previously the ISA status on a holding was lost on death. 
However, new rules from 2015 allow for an ISA to be passed 
to a spouse and the ISA status to be retained. This is 
applicable where an ISA holder dies on or after 3rd 
December 2014 and works by giving the surviving spouse or 
civil partner an additional permitted subscription limit equal to 
the value of the ISA at the holder’s death, in addition to the 
survivor’s own allowance.

A child’s parent or legal guardian must open the Junior ISA 
account on their behalf. The money in the account belongs 
to the child, but they cannot withdraw it until they turn 18, 
apart from in exceptional circumstances. They can, however, 
start managing their account on their own from age 16. 
When the child turns 18, their account is automatically rolled 
over into an adult ISA (sometimes called NISA). Spouses are entitled to the allowance even if the ISA assets 

are left to someone else in the will or are used to meet 
expenses from the estate. No one else is entitled to this 
allowance, even if they have received the assets from the 
ISA. 

The Junior ISA limit is £9,000 for the tax year 2020/21. If 
more than this is put into a Junior ISA, the excess is held in a 
savings account in trust for the child – it cannot be returned 
to the donor. Parents, friends and family can all save on 
behalf of the child. 



Key Person – Technical Notes 
Key Person cover is an insurance policy that can be taken out to protect the business against 
the loss of a key individual. Cover can be arranged on the basis to cover against loss of profits 
that will arise from the key individual’s absence or to cover other expenditure (i.e. repayment 
of a loan). 

References to shareholders/directors applies in equal measure to partners in a Limited Liability Partnership (LLP). 

It is important to note that while Key Person cover can be arranged for any purpose, there are a 
set of conditions that need to be met if the business is able to claim the payment of premiums 
as a qualifying item of expenditure for corporation tax calculation purposes. 

There are generally two tax regimes that can apply to Key Person protection: 

• The premiums are tax-relieved, in which case the
payment of a sum assured is taxable as a trading
receipt. 

• If the premiums do not qualify for tax relief, they are
usually treated as a receipt on the business Capital
Account and not assessable to tax.

For premiums to be tax-relievable, they need to meet three criteria: 

• The sole relationship between
the insurer and the insured is
of employee and employer;
This means that
shareholders/directors will not 
pass this test. 

• The insurance is intended to
meet the loss of profit from the 
loss of service of the
employee; This means
provision for loan repayments
or non-profit based cover will
not pass this test. 

• The cover is annual or short-
term in nature; HMRC accept
short-term to refer to up 5
years in length. 

To obtain tax relief on premiums, it is principally critical to be able to prove that the cover is protecting against a clearly defined 
level of profit that the employee could expect to generate. As this is difficult in itself to calculate, it does mean that it becomes 
increasingly less likely to prove this the longer the policy runs for. 

Business Owner / Directors 

Although tax relief on premiums for covering these individuals will not be possible, it is still useful to take out a policy to cover the loss to the 
business in the event of these individual’s deaths. 

Key person insurance can be arranged on a level term assurance basis, or on an increasing/decreasing term assurance. If appropriate, Critical 
Illness Cover can be included. 

There are two main policyholder options for these types of individual; the Company can take out a policy or the individual can and subject this 
to a Business Trust. 

• Own life subject to trust: The insured subjects the policy 
to a trust for the benefit of the other
shareholder/directors. On receipt of a payment, the
shareholder/directors would need to loan the trust funds 
to the company and this would create or increase the
directors loan accounts with the business. 

• Life of another: The business takes out and owns the 
policy on the life of the insured. The business receives
the benefit (usually as a receipt on the company’s
Capital Account) and uses the funds as appropriate. This 
is the default position for this type of insurance and
needs to be the method used if the policy is for an
employee.



Methods for calculating the required level of cover 

Although each business is different and will have their own considerations, there are two common ways to calculate the 
amount of cover needed: 

• Multiple of Salary (or gross profit for shareholding directors/partners) 
• Proportion of Profits 

Multiple of Salary / Gross Profit 

This is simply a multiple of the key 
individual’s salary (or overall 
remuneration) or the gross profit of the 
business. The multiple used is 
dependent on the needs of the business 
but is commonly around five (though it 
can be as high as ten). 

The limitation of this is that with a 
multiple of salary, it is very unlikely to 
reflect the ‘value’ of the employee to the 
business. For both salary and profit, there 
is no accounting for the additional costs 
of replacement, including recruitment 
but particularly the training period. 

Proportion of Profits 

This attempts to take the key person’s 
salary into account along with the overall 
profit (or turnover in some cases). The 
formula is: 

Key persons salary divided by total payroll 
x (profit for last year x number of years to 
replace key person) 

The limitation of this is approach is that 
it would not work where losses in recent 
years have occurred or where there is a 
short trading history and unstable profit 
figures. In addition, previous years’ 
profits will not provide an indication of 
the value of the potential profits that the 
key person could bring in the near future. 

Summary on calculating cover 

A business tends to use either one of the 
above as a starting point but then highly 
refined to their anticipated need. 
Ultimately, it should be possible to 
attribute a value to key person and 
determine what period the cover will be 
required for. It is of course easier to 
establish a figure when the purpose of 
the cover is to meet a specific expense or 
to repay a loan. 
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Life Cover – Technical Notes 
Life cover provides a lump sum on the event of your premature death which when invested 
can provide long-term security for your beneficiaries. 

Life cover and critical illness cover can be 
written as term or whole of life policies.  Term 
Assurance provides protection for a pre-
specified term and is therefore particularly 
useful for covering a specific debt or period, 
e.g. a mortgage or until children have left

home.  Whole of Life policies are designed to 
provide protection throughout your life.  For 
each type of policy, the premiums and cover 
can be structured in a number of different 
ways. 

The options with Term Assurance are: 

- Level cover: under this plan the sum assured remains the same for the duration of the contract.

- Increasing cover: indexing your sum assured allows you to maintain the real value of your life assurance protection 
as it increases automatically each year, regardless of your state of health at that time.  Your premium will also
increase each year to reflect the increase in the sum assured although the proportional increase can be expected
to be higher. For example, if the sum assured is increasing by 5% then the total premium may increase by slightly
more than 5%.  This is because the part of the new premium, which relates to the increase in benefit, will be based
on your age attained rather than your age at the time your contract commenced.

- Convertible cover: under this plan the sum assured remains the same for the duration of the contract.  An extra
payment is made to allow the policyholder an option to convert the original policy (or part of it) to another type of
policy - increasing term assurance, whole of life or endowment - without further medical evidence being required.

- Decreasing cover: under this plan the sum assured is specified at the outset of the contract and decreases
throughout its term.

- Mortgage Protection: under this plan the sum assured is specified at the outset of the contract and cover
decreases throughout the policy term.  The decrease in sum assured will be broadly in line with the reducing
mortgage debt.

- Reviewable cover: under this plan the sum assured remains the same for the duration of the contract.  Premiums
are kept to a minimum as you, rather than the insurance company, are shouldering the risk of changes in mortality
experience.   The insurer has the right to review premiums based on claims history, which could mean premiums
increase significantly at a review.

- Renewable cover: under this plan the sum assured remains the same for the duration of the contract. For a higher
premium you acquire the option of extending the original term of the policy, without having to provide medical
evidence.

- Family Income Benefit: similar to term assurance, the benefit is payable should death occur within a specified
term. Whereas the benefit provided under term assurance is in the form of a lump sum, a Family Income Benefit
plan will pay regular payments to your dependants until the end of the term. This benefit can be level or increasing.
The income payable from such a policy is treated as capital and would be tax-free under current legislation.
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Whole of Life 

Whole of Life Assurance is designed to pay out 
a cash lump sum on your death or critical 
illness depending on the type of policy chosen. 
The main advantage of a whole of life 
assurance policy is that it is capable of 
providing life assurance and critical illness 
cover for the entire period of your life, 
regardless of when you die or are diagnosed 
with one of the defined critical illnesses. Your 
application is underwritten when you apply for 

cover and the premium is therefore based on 
your state of health at this time. Should your 
health subsequently deteriorate the premium 
is not affected.  

In view of this, Whole of Life policies will 
generally involve a higher outlay than term 
assurance contracts – contracts that are for a 
chosen specific period of years. 

The options with Whole of Life policies are typically: 

• Standard or balanced cover provides a sum assured at an initial premium that the insurance company believes can maintain the sum 
assured throughout your life assuming the investment fund grows at a given growth rate. If this default investment return is 
maintained during each review period the amount of cover should be maintained. Should investment returns fall below this level, 
however, you will need to either increase your premium or reduce your sum assured.  

• Maximum cover provides an initial sum assured at the lowest level of initial premium that the insurance company is willing to accept 
to provide the desired sum assured. The sum assured is guaranteed until the first plan review, typically after 10 years.  At that 
point, either the sum assured will reduce significantly or, if you wish to maintain the same level of cover, the premium will increase 
significantly to take into account your then current age. Although this type of cover costs less than Standard cover, the increase 
in premium at the first review is likely to be substantial. 

With all types of whole of life plan you can opt 
for the sum assured to be increased at regular 
intervals, (usually yearly), on a pre-
determined basis irrespective of any changes 
in your health since the policy starts. The pre-
determined basis may be a link to an index 
such as the Retail Prices Index or National 
Average Earnings Index or at a fixed 
percentage rate.  

Your premium will also increase each year to 
reflect the increase in the sum assured 
although the proportional increase can be 
expected to be higher. For example, if the sum 
assured is increasing by 5% then the total 
premium may increase by slightly more than 
5%.  This is because the part of the new 
premium, which relates to the increase in 
benefit, will be based on your age attained 
rather than your age at the time your contract 
commenced.



LISA – Technical Notes 
What is a LISA? 

The Lifetime ISA (LISA) is a tax-free wrapper, to which an individual can contribute £4,000 each 
year. It can be as cash savings, or stocks and shares investing. 

It is designed for two specific purposes. The first is for first-time buyers to use towards a deposit for a residential property. The 
second is for later life savings once you hit age 60. If you decide to use the LISA to buy your first home in the UK (with a value up to 
£450,000), you can keep it open and save for retirement. 

How do they work? 
You can save up to £4,000 a year in a LISA as a lump sum or by making regular contributions. The government will then add a 25% bonus on top. 
Therefore, if you save the full £4,000, this will result in a gross contribution of £5,000. 

• The bonus will be paid on at least a monthly basis (depending on contribution level) until age 50. 

• You only get the bonus on contributions, not interest or stocks and shares growth/loss. 

• Under current rules, the maximum bonus is £32,000, if you were to open it at 18, and contribute the maximum each year until age 50. 

Anyone aged 18 to 39 can open a LISA. After age 40, you can continue to save into the LISA until your 50th birthday. You can transfer your LISA to 
a new provider, and hold more than one LISA at any one time, provided that you only pay in to one at any time in each tax year. 

Withdrawing funds 

You can take money out of a LISA before age 60 even if 
you're not buying a property. In the first year that LISAs are 
available (until 5 April 2018) there is no penalty for doing so, 
however you will not receive the bonus, as that is only paid 
at the end of the first year.  

After this point, there is a penalty for withdrawing funds 
from your LISA in the event you are under age 60, and not 
using the funds for a first time property purchase. 
Withdrawals have a 25% penalty, equivalent to a loss of just 
over 6%.  

At first glance, this simply appears to be removal of the 25% bonus added, with no actual loss, however the below example 
explains this further. 

If you saved £1,000 in April 2018, at the end of year one (April 2019), you would receive a £250 
bonus, resulting in a total of £1,250. If you withdrew it, and closed the account, the 25% penalty 
would be £312.50, resulting in a net return of £937.50. 

As a result, withdrawing funds for 
reasons other than LISA purposes 
results in a 6.25% of your 
contribution. 

The overall ISA limit is £20,000 in the 
2018/19 tax year. This can be split 
between a LISA (up to the maximum 
£4,000) and put the remainder in a 
Cash ISA, Stocks & Shares ISA 
and/or an innovative finance ISA (for 
peer-to-peer investing) in the same 
tax year.  

You are also able to have a Help to 
Buy ISA and a LISA, though you 
cannot receive the first-time buyers' 
bonus on both.  
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Loan Trusts – Technical Notes 
How the Trust Works 

A solution to the problem of trying to reduce excessive growth in an estate whilst 
maintaining access to the capital is to use a specially designed inheritance tax loan trust. 
Under this plan the individual is able to make an interest free loan repayable on demand, 
the proceeds of which are placed in a single premium life assurance bond written in trust 
for the chosen beneficiaries. As the bond grows in value (assuming that it does) the growth 
will fall immediately outside the individual’s estate for the benefit of his/her beneficiaries. 
There is no requirement to survive for any period of time.  

As the interest free loan is not a gift for 
inheritance tax purposes there is no 
potential inheritance tax charge on 
setting up the trust. However, it needs to 
be remembered that the value of the gift 
will remain inside the estate.  

There is provision under the trust that the trustees (who would typically be the settlor, a spouse 
and perhaps beneficiaries) make withdrawals from the bond in order to repay the loan over a 
period of time. These regular withdrawals could be used to provide an ‘income’ each year. 
These withdrawals can be implemented from the inception of the trust, but if that is the case, 
then one needs to question the effectiveness of the loan if the withdrawals excessively limit 
the potential for growth. 

Recalling the Loan 

The settlor can ask for the loan to be repaid at any time. It should be noted that there is a possibility that 
where the value of the fund falls and the loan is called in at a time when the fund is not adequate to meet 
the repayment, the trustees may be personally liable for the shortfall. It is the Trustee’s responsibility to 
cease withdrawals from the policy once the outstanding loan has been repaid.  

Forgiving the Loan 

The settlor can choose to forgive the outstanding loan at any time. By forgiving the outstanding loan the 
settlor would forego access to the policy but would be making a gift for IHT purposes. This would then 
become a potentially exempt transfer (unless settled into a discretionary trust). 

Tax 

The person setting up the trust can obtain withdrawals up to 
the value of the outstanding loan subject to the tax 
treatment outlined below. On death or earlier encashment 
of the bond, an income tax charge may be incurred should 
the settlor be liable to higher rates of tax. The details of this 
are as explained in the article on Discounted Gift Trusts. In 
addition to setting up the bond on the life of the settlor, the 
bond can be written on the lives of the beneficiaries, the 
settlor's spouse, or other arrangements. 

In this way the bond can be organised to continue after the 
death of the settlor. Under current legislation, any gains 
arising whilst the settlor is alive will be by reference to your 
tax situation. If, however, a gain is realised in the tax year 
following the death of the settlor or later, any gains will be 
taxed with reference to the rate of tax for trusts (currently 
40%). This means that the trustees have an additional 20% 
tax to pay on any gains, as tax at 20% is deemed to have 
been paid within the fund. 



What Happens on Death? 

On the settlor’s death any outstanding loan will form part of the settlor’s estate for IHT purposes. For example 
if the settlor had originally made a loan of £100,000 and by the time of the settlor’s death £70,000 had been 
repaid in the form of withdrawals, then assuming this £70,000 had been spent (or else why had it been 
withdrawn?) £30,000 would remain in the residual estate and potentially be subject to IHT. The value of the 
bond at the time of death that was in excess of the £30,000 would be free of IHT, since it would have constituted 
the growth on the bond.  

If the bond under the loan trust arrangement had been written on the settlor’s sole life, then the bond would automatically encash. The executors 
would then repay any outstanding loan to the settlor’s estate (using the example above this would be £30,000), whilst the balance would be 
payable to the beneficiaries under the trust. 

 If the bond under the loan trust 
arrangement had been written on lives 
assured other than the settlor, it would then 
continue after the settlor’s death. The 
executors of the settlor’s estate would have 
several options. Although any outstanding 
loan would always potentially be subject to 
IHT, if the estate were left to the settlor’s 
surviving spouse the executors could assign 
the outstanding loan to the spouse without 
encashing the bond. In this way the spouse 

could continue to receive withdrawals until 
the outstanding original loan had been 
repaid. 

If the beneficiaries under the settlor’s 
estate and under the loan trust were the 
same, the executors could choose to assign 
the outstanding loan to the beneficiaries 
without encashing the bond. The 
beneficiaries could then be made the 
owners of the bond and would be free to 

continue with the bond or choose to encash 
it.  

Alternatively the settlor’s executors may 
wish to call in the outstanding loan to 
distribute it in accordance with the terms of 
the settlor’s will, which is likely to result in 
the encashment of the bond Any 
encashment of the bond may result in a 
charge to income tax as outlined above. 



Offshore Bonds – Technical Notes 
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. 

Your investment is a unit linked 
investment where the value of your units 
can fall as well as rise. Your 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, whilst avoiding 
the higher level of speculation and risk 
associated with specialist sector funds. 
The most significant factor affecting the 
ultimate investment return is how well the 
fund performs. This fund will be managed 
for you by a professional fund manager.

These bonds are intended as long-term 
investments and therefore require 
sufficient time to grow. Should you 
withdraw your investment during the early 
years of the plan (typically within the first 
5 years) you may not get back the full 
amount invested. 

The offshore bond market has traditionally been seen as expensive, however, in recent times product 
providers have revisited their products and the modern contract generally now provides open 
architecture (the ability to access an almost unlimited fund universe) and a low cost, transparent 
charging structure.  

The key benefits to offshore bonds are as follows: 

• Funds grow virtually tax free within the bond, although certain withholding taxes cannot be reclaimed. 
• You can take a regular ‘income’ at any time from the bond (‘income’ is treated as the withdrawal of capital for tax purposes).

‘Income’ of up to 5% of the original investment can be taken each policy year, tax deferred until final surrender or earlier
chargeable event.  Any 5% allowances not used can be accumulated; however, no more than 100% of the original investment 
amount can be taken from the bond in this way. 

• You decide when to withdraw your investment when it suits your individual circumstances.  In this way, the tax impact of
withdrawal can be minimised. 

• Switches between investments can occur without any immediate tax liability. 
• There is no capital gains tax. Any tax liability will be based on your income and the prevailing income tax rates at the time of 

surrender.

Taxation treatment – On the investment 

The taxation of an offshore bond is governed by the tax regime of the territory where the life office is established.  Naturally, most 
of these offices are set up in places where the income and capital gains in non-resident policyholders’ funds are not locally 
taxed.  This is often referred to as “gross roll up”.  Dividend and other income, which the life office receives from other territories, 
may be subject to non-recoverable withholding tax.  The effect of withholding tax can be minimised by investing for capital growth 
rather than income. 



Taxation Treatment – On the investor 

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 available to assess the tax rate at which the gain 
is charged to. 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 for the year.  

The personal tax bracket this puts an investor in  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 these brackets 
proportionally. A Trust will also be liable to tax on the full gain and would pay the full 45% tax rate (if 
discretionary trust) or tax based on the beneficiaries tax rate (if an absolute/bare/disabled persons trust)

It is possible to use the Personal Savings Allowance and the Starter Rate for Savings allowance to offset 
against any gain. The rates available are as follows: 

• Personal Savings Allowance – Not available for
Additional rate taxpayers. £500 for Higher Rate and 
£1,000 for Basic Rate / Nil Rate (plus Intermediate
and Starter Rate if tax resident in Scotland)
taxpayers

• Starter Rate for Savings Allowance - Up to £5,000
for any individuals whose non-savings income plus 
the value of the Starter Rate for Allowance is less
than £17,500. Effectively, all individuals with
£12,500 or less of earnings qualify for the full
allowance with those earning between £12,500 -
£17,500 qualifying for part of the amount (to take
them up to £17,500).

Chargeable events 

Investors are potentially subject to tax when a ‘chargeable event’ occurs. These chargeable events are: 

• 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 then 20% in year 4).

• Full surrender or encashment of the policy of a single segment.
• The death of the last life assured on the plan.

A chargeable event is not incurred on the following: 

• A fund switch in 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



Onshore Bond – Technical Notes 
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. 

Your investment is a unit linked investment where the value of your units can fall as well as rise. Your 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, whilst avoiding the higher level of speculation and risk associated with specialist sector funds. The most 
significant factor affecting the ultimate investment return is how well the fund performs. This fund will be managed for you by a 
professional fund manager. 

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

• Within the bond corporation tax is paid on profits which
results in any distributions to you being deemed has
having basic rate tax already deducted at source. In
reality, the actual amount of tax may be less than 20% but 
it will still be deemed as though 20% has been paid,
meaning there is only an additional liability to higher rate
taxpayers (higher and additional rate in England, Wales
and Northern Ireland or higher and top rate taxpayers in
Scotland). 

• Tax cannot be reclaimed, meaning these are typically
unsuitable for non-taxpayers. 

• You can take a regular ‘income’ at any time from the bond 
(‘income’ is treated as the withdrawal of capital for tax
purposes).  ‘Income’ of up to 5% of the original investment 
can be taken each policy year, tax deferred until final
surrender or earlier chargeable event.  Any 5% allowances 
not used can be accumulated; however, no more than
100% of the original investment amount can be taken
from the bond in this way. 

• You decide when to withdraw your investment when it
suits your individual circumstances.  In this way, the tax
impact of withdrawal can be minimised. 

• Switches between investments can occur without any
immediate tax liability. 

• There is no Capital Gains Tax. Any tax liability will be
based on your income and the prevailing income tax rates 
at the time of surrender.

Chargeable events 

Investors are potentially subject to tax when a ‘chargeable event’ occurs. These chargeable events are: 

• 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 then 20% in year 4).

• Full surrender or encashment of the policy of a single segment.
• The death of the last life assured on the plan.

A chargeable event is not incurred on the following: 

• A fund switch in 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.



Pension Death Benefits – Technical Notes 
Pension death benefits changed with the introduction of pension freedoms in 2015. In general, 
it is more tax efficient for pension benefits to be held on death, whether crystallised or 
uncrystallised, which is a reverse of the regime in place prior to 2015. 

Expression of wishes 

A member of a defined contribution pension can elect, in a death benefit nomination declaration, who they want their death benefits to be left to 
and in what proportion. The scheme trustees usually have discretion as to whether they follow this nomination or not but, in most instances, they 
will pass the funds according to the expression of wishes. 

Without an expression of wishes, the scheme trustees will have to decide who to pay benefits to and this may not follow the wishes of the 
member. In addition, a ‘dependent’ may take precedence over other individuals and this could lead to an outcome that would not have been 
wanted by the member. An example of this is that a separated spouse would be classed as a ‘dependent’ and favoured over the members’ adult 
children from a prior relationship.  

Death benefit options 

Assuming an expression of wishes form was completed, the 
beneficiary of a pension fund can elect to receive the benefits in a 
number of ways: 

• Purchasing a Nominee/Dependents Annuity 
• Accessing a Nominee/Dependents Drawdown pension 
• Receiving a cash lump sum 

A ‘Nominee’ is the beneficiary chosen by the member prior to death. 
If the beneficiary is one of the following classes, the Annuity and 
Drawdown option is classed as ‘Dependents’ rather than ‘Nominee’ 

• The widow(er) or civil partner at death 
• A child under 23 
• A child who is dependent on the member (in physical or

mental regards) 
• A person (usually a partner) who in the scheme’s opinion

is financially dependent on the member or dependent for
physical or mental reasons 

Tax treatment 

New rules changed the way tax is applied on pension funds on death. In the first instance, a Lifetime Allowance test is done (unless the member 
is over 75 or only has funds that were fully crystallised before 6th April 2006). After the Lifetime Allowance test and after any tax is paid, the 
funds are distributed to the beneficiaries with the following tax treatment: 

• Funds can be accessed without limit tax-free, if the member was under 75 on death 
• Funds can be accessed at the marginal tax rate of the beneficiary if the member was 75 or over on death 

If an individual inherits funds from a Nominee/Dependent, they are known as the ‘Successor’. The tax treatment of the funds in this instance is 
based on the age of the Nominee/Dependents death, and not the original member. 

As a result, the original member could have died after age 75 and left taxable pension benefits for the Nominee. The Nominee’s death could be 
before 75 and the Successor would now have access to tax-free pension benefit.  



Pension Commencement Lump Sum (PCLS) - Also known as Tax-free cash 

Any entitlement to a lump sum from the pension is lost, if not otherwise used, on the member’s death. As a result, tax-free cash does not carry 
over into inherited pensions. 

Death benefit options – 
Annuity purchase 

This can be purchased from funds that 
were crystallised or left uncrystallised by 
the members’ death. The terms of the 
annuity and features are decided by the 
purchaser. Whether the income is taxable 
or tax-free is determined by the age in 
which the original member died. 

Death benefit options – 
Cash lump sum 

The pension funds do not need to provide 
pension income. The inheritor can receive 
the full value as a cash lump sum. 
Whether this is taxed or not is based on 
the age of the original members’ death. 

If a cash lump sum is withdrawn, this 
would bring the funds into the estate of 
the individual. If they subsequently died 
holding this cash on deposit, the funds 
would be included in their estate for 
Inheritance Tax purposes. This would not 
otherwise be the case if the funds were 
kept in a pension or used to provide 
pension income.  

Death benefit options – 
Drawdown 

This option is available regardless of 
whether the pension funds were 
crystallised or uncrystallised prior to 
death. Under this, the member keeps the 
funds invested within a pension wrapper 
and can take regular or irregular 
withdrawals as income. Whether this is 
taxed or not depends on the age in which 
the original member died.  

Pension scheme providers are under no 
obligation to offer drawdown to the 
recipient of death benefits. If a provider 
does not offer this, they may permit the 
individual to transfer the funds to a 
provider who will accept this.  

Some schemes, particularly those 
established a number of years ago, may 
not even offer the transfer option. If this is 
the case, the recipient will need to receive 
a lump sum on death or purchase an 
annuity with the funds.  

Lifetime Allowance 

Inherited funds are not tested against the beneficiaries own Lifetime Allowance during lifetime or on subsequent death. Any personal funds held 
by the beneficiary are tested as normal but without reference to the amount held under a beneficiary’s pension. 

Money Purchase Annual Allowance (MPAA) 

Taking withdrawals from a Nominee/Dependent’s Drawdown pension will not cause the member to be subject to the Money Purchase Annual 
Allowance (which otherwise restricts annual contributions to £4,000 from £40,000). The beneficiary is only subject to the MPAA if they have 
flexibly accessed their own personal funds.  

Contributions 

It is not possible to pay any further money into a beneficiary’s pension fund. The holder can contribute to their own personal arrangement as 
normal subject to them meeting the conditions and eligibility criteria. It is possible to ‘recycle’ funds from a Nominee/Dependent/Successor 
pension into the holders own pension.  

This would have the benefit of tax relief (if applicable and subject to limits) along with generating a future pension commencement lump sum 
entitlement. There is however the limitation of funds being moved into a pension that is subject to the Lifetime Allowance in the future. This is 
not otherwise the case if the funds are kept within a beneficiaries pension. 



Pensions - Technical Notes 
Pensions underwent a radical change from 6th April 2006 with the introduction of Pensions 
Simplification and the March 2014 Budget announced a further sweep of changes which has 
revolutionised the retirement market.  

Tax Relief 

Tax relief is granted on personal contributions subject to the greater of: 

• £3,600 per annum; and 
• 100% of relevant earnings (salary, bonuses and benefits in kind). 

These limits are subject to the annual allowance detailed further on. 

To benefit from tax relief on contributions up to age 75, you need to be resident in the UK, or be a Crown Servant serving 
overseas, or their husband, wife or civil partner.  Contributions are paid net of basic rate Income Tax with the relief claimed from 
the Treasury by the pension administrator.  Higher rate taxpayers can claim further relief on their contributions through the Self-
Assessment process.  Contributions paid by a company on behalf of an individual (employer’s contributions) are tax relievable 
against the companies’ profits. There are no implications on the individual’s personal income tax. However, the contributions are 
still subject to annual limits and must be justifiable in accordance with the individual’s income in order to be tax relievable. 

Tax Advantages 

Some of the benefits of contributing to a pension scheme are: 

• Capital gains within the fund are tax free. 
• Income generated within the fund is free of tax. 
• Currently 25% of the fund can be taken tax free on

retirement. 
• Lump sum death benefits are normally paid free of

Inheritance Tax. 

Considerations 

• It is not possible to access the fund before age 55 and it is
not suitable for short-term savings or where there may be a 
need to access the entire fund as a lump sum. 

• With a personal pension you can take benefits without the
need to retire from work. 

• You can increase contributions (subject to certain limits);
add a single contribution or a transfer payment (from a
previous pension plan) at any time.

Payment on death 

Prior to 6th April 2015, the distinction on death benefits was based on whether the funds were crystallised or not. This distinction 
has now been removed, and instead the only difference in benefits is based on the age of the owner at the time of death: 

Death before 75 – in this case, the remaining pension funds can be 
passed to their beneficiaries in full, entirely free of tax. If 
uncrystallised, the benefits will be tested against the lifetime 
allowance.  

Death after 75 – in this case, the beneficiary will pay tax on 
withdrawals at their marginal rate of income tax. If the beneficiary 
does not have a personal tax rate, e.g. a trust or company, then a rate 
of 45% will apply.  

It is therefore critical that a nomination of beneficiaries’ form is completed to ensure they pass to the right person. 



Contributions 

Prior to the advent of pension simplification, there were many regimes; each with their own rules about how much could be paid in to pensions 
and how they interacted with the other regimes.  From 6th April 2006, there is just one set of rules concerning payments to registered pension 
schemes.   

Whilst these new Pension Simplification regulations do increase the ability to fund a pension plan, there are two over-riding limits that must be 
considered: the annual and lifetime allowances. 

The annual allowance 

The annual allowance is the amount that 
can be saved into a pension each year. If 
the allowance is exceeded (and if carry 
forward is not used) an individual 
becomes subject to an income tax charge 
on the excess. This tax charge is applied 
to the individual even if it is employer 
contributions that exceed the allowance. 

After a series of changes, it was 
announced from April 2011 the maximum 
that can be paid into a 

pension scheme for an individual was 
£50,000 and this subsequently dropped to 
£40,000 from 6th April 2014. For personal 
payments up to £40,000, income tax relief 
is available (subject to this not exceeding 
100% of relevant earnings); this includes 
individuals who are taxed at 45%. No 
income tax relief is available on payments 
to pension schemes above the £40,000. 
There is the opportunity to carry forward 
unused annual allowances from earlier 
years. 

Since 6th April 2016 the annual allowance 
has been tapered for those earnings 
above £150,000 (between 2016 and 2020) 
and £240,000 (6th April 2020 onwards). 
The annual allowance will be reduced so 
that for every £2 of income they have over 
£240,000, their annual allowance is 
reduced by £1. The maximum reduction 
will be £36,000, so anyone with income of 
£312,000 or more will have an annual 
allowance of £4,000.  

Money Purchase Annual Allowance (MPAA) 

A further reduction to the annual allowance applies and this is targeted at individuals who have flexibly accessed their pension rights. Flexibly 
accessed includes taking an income under Flexi Access Drawdown or purchase of a Fixed Term Annuity. It does not include taking only the tax-
free cash from a pension, purchasing an annuity or putting into payment a Defined Benefit scheme pension. The MPAA restricts future annual 
contributions to £4,000 gross. It is not possible to carry forward any unused MPAA.  

An individual who flexibly accesses their pensions is obligated to tell all other remaining pension providers they are subject to the MPAA within 91 
days of accessing benefits flexibility. Failure to notify the other providers in this time can incur a £300 fine and a daily penalty of £60 for every day 
after the initial 91 days.   

The Lifetime Allowance 

There is no absolute limit placed on the level of benefits an individual 
can be provided with under a registered pension scheme.  However, 
every individual has a set level of benefits, which they can draw from 
all registered pension schemes in their lifetime without triggering 
certain tax charges.  This measure is referred to as the lifetime 
allowance. 

As with the annual allowance, following the initial announcement, 
there was a raft of changes. The allowance is currently £1,073,100 
and will continue to increase each year by the rate of consumer price 
index (CPI) inflation in the prevailing year. 

When a “benefit crystallisation event” occurs, and the individual’s 
available lifetime allowance is unable to cover the  

entire crystallised amount, the amount which exceeds the 
individual’s available lifetime allowance at that point is called the 
chargeable amount and a lifetime allowance charge arises on this 
chargeable amount.  If the scheme permits all funds  

above the lifetime allowance to be taken as a lump sum, this will be 
subject to an immediate lifetime allowance charge of 55% before it is 
paid out. 

Alternatively, a charge of 25% applies if the excess above the lifetime 
allowance is paid as a pension and this income will additionally be 
subject to tax at the individual’s highest marginal rate, in payment.  
The combined effect of the lifetime allowance charge of 25% and 
income tax at 20% or 40% on pension income is an overall tax charge 
of 40% or 55



Age 75 / Death / Transfer out of the UK 

These are the three scenarios where funds are tested against the Lifetime Allowance without any benefits being taken. At age 75, a test is also done 
on previously crystallised Drawdown funds. Any increase in value of the crystallised funds compared to the amount originally designated into 
Drawdown is assessed against the remaining Lifetime Allowance.  

Under the age 75 and transfer out of the UK test, the tax charge on any excess is automatically 25% (as no lump sum is being taken) while the structure 
of death benefits determines whether the charge is 25% or 55%. On death, previously crystallised funds are not tested in terms of growth (as they are 
under the age 75 test) 

Lifetime Allowance Protection 

It is possible to have a personal lifetime allowance that exceeds the standard lifetime allowance if protection was applied for at the time available: 

Protection  Lifetime Allowance Deadline for applying 

Enhanced Protection Unlimited  5th April 2009 

Primary Protection Lifetime Allowance Factor given 5th April 2009 

Fixed Protection  Up to £1.8 million 5th April 2012 

Fixed Protection 2014 Up to £1.5 million  5th April 2014  

Individual Protection 2014  Up to £1.5 million 5th April 2017 

Fixed Protection 2016 Up to £1.25 million None  

Individual Protection 2016 Up to £1.25 million None  

Essentially for Fixed Protection applications, contributions need to have ceased, and for Individual Protection applications, your fund value needs to 
have been above a specified point on a specified date. 

Defined Benefits 

A defined benefit pension plan is a type of 
pension plan in which an employer/sponsor 
promises a specified monthly benefit on 
retirement that is predetermined by a formula 
based on the employee’s earnings history, 
tenure of service and age.  

This contrasts with a money purchase pension (such as a personal 
pension or a stakeholder) in which a fund is built up from 
contributions and investment growth and that fund is used to 
provide an income in retirement.  

As a defined benefit plan provides a guaranteed income in 
retirement, and this typically increases each year, this is a very 
valuable plan type; money purchase pensions do not offer 
guaranteed income, although they do offer certain options and 
flexibility, which defined benefits schemes generally do not offer. 
Additionally a defined benefit pension entitlement is not dependent 
on the performance of the stock market and the funds are protected 
by the Pension Protection Fund, in the event the employer becomes 
insolvent.  

Reviewing the options with regards to a defined benefits plan, in 
particular considering transferring it to a money purchase plan is 
therefore not straightforward; the two plans offer very different 
benefit structures and all the features and options available between 
them need to be considered carefully.  



GMPs 

The Guaranteed Minimum Pension (GMP) is a benefit that 
occupational pension schemes had to provide to individuals 
who were contracted out of the State Earnings-Related 
Pension Scheme  between 6th April 1978 and 5th April 1997.  

The decision to be contracted out was taken by the employer, 
rather than the employee, and any schemes which contracted 
employees out of SERPS had to provide a broadly equivalent 
pension to that they would have otherwise received.  

A change in legislation in 1988 split GMPs into two distinct 
benefits (pre and post 1988) GMP. The difference is in who is 
responsible for pay inflationary increases to GMPs in 
payment.  

Originally, pre 1988 GMP increases would be paid by the 
State (through an extra payment to the individual’s State 
Pension) while post 1988 GMP increases would need to be 
paid by the occupational pension scheme. 

In 2016 and in respect of all individuals who reach GMP age 
after that date, the State no longer pays increases in respect 
of pre-1988 GMP. This therefore means the GMPs differ in 
the following way: 

• Pre-1988 GMP: No increases in payment
• Post 1988 GMP: Scheme increases linked to the

Consumer Price Index (CPI) subject to a 3% annual
maximum

GMP equalisation 

GMPs were originally based on a retirement age of 60 for women and 65 for men. In 1990, a European court ruling declared differing retirement 
ages unlawful. A High Court case in October 2018, brought by trustees of several Lloyd’s Bank pension schemes, tested the legislation on the idea 
of equalising GMPs.  

The result of the case was that pension schemes do need to take steps to equalise the GMPs offered to Men and Women over that period.  

Each scheme and their administrators are currently taking a different approach to equalisation. Some members will have their GMPs increased 
(albeit by a relatively small amount) while some will ultimately see no change to their benefits. 

It is not however clear yet how schemes will deal with equalising GMP benefits for those who have transferred out. It may be possible that a ‘top up 
payment’ is required to be made from the scheme to individuals have since transferred out.  

Ultimately, reconciling the issues with GMP equalisation has already taken a number of years and may still take time to resolve. 

SIPP 

A SIPP is a type of personal pension plan.  It works in the same way for contributions, tax relief 
and eligibility.  However, the main difference is the SIPP has a more flexible approach to 
investments. 

A conventional personal pension generally 
involves the plan holder paying money to 
an insurance company for investment in 
an insurance policy.  This means the 
money is invested with relatively little 
choice or freedom from the plan holder. 

A SIPP allows the plan holder much 
greater freedom in what to invest in and 
for the plan to hold these investments 

directly.  The plan holder can have control 
over the investment strategy or can 
appoint a fund manager or stockbroker to 
manage the investments. 

For SIPP contracts written under trust, the 
trustee controls the investment under 
instruction from the member.  It is 
possible for the plan holder to be the 
trustee.  If this is the case, an approved 

administrator must be appointed to carry 
out investment transactions. 
A SIPP is a type of personal pension, 
which allows all, or part of the fund to be 
invested at the direction of the 
policyholder. Since April 2006, the 
restricted list of permitted investments 
has been removed and now any 
investment, which is deemed to be a 
commercial investment, will be allowed.  

http://www.pensionsadvisoryservice.org.uk/glossary/personal-pension-plan-(ppp)
http://www.pensionsadvisoryservice.org.uk/glossary/tax-relief


This means a SIPP is allowed to invest in most assets including the following: 

• Stocks & shares listed or dealt on a HM Revenue &
Customs (HMRC) recognised stock exchange, including
AIM 

• Stocks & shares traded on stock exchanges that are not
recognised by HMRC, e.g. OFEX 

• Unit trusts, investment trusts and open ended investment
companies (OEICs) 

• Un-quoted shares 
• Warrants, covered warrants 

• Government stock and fixed interest stock 
• Insurance company managed funds and unit-linked funds 
• Deposit accounts 
• Commercial property, UK and overseas
• Property funds 
• Real Estate Investment Trusts (REITS) 
• Syndicated property investments. 

If a SIPP invests in residential property or “prohibited investments” such as vintage cars, works of art or fine wines an extra tax 
charge of up to 70% of the value of the prohibited investment can be levied. A SIPP fund is allowed to borrow money, but this is 
currently restricted to 50% of the total fund value net of any existing borrowing. You have control over the future choice of 
investment funds. This plan gives you the flexibility to change your investment between any of the funds available.  

Personal Pension or Self-Invested Personal Pension via a Platform 

Personal Pensions and Self-Invested Personal Pensions (SIPPs) can be held and managed on a 
Platform account. These plans work in the same way in terms of legislation around contributions 
and tax treatment. 

Whether termed by the Platform as a Personal Pension or a SIPP (or 
a ‘Hybrid’), pensions via a Platform have the general flexibility of 
SIPPs and typically afford the following features: 

• Access to in many cases thousands of investment
funds across the market 

• Access to alternative investment options such as
Exchange Traded Funds (ETFs) and direct equities. 

• Full post-retirement flexibility in how benefits are 
drawn. family member’s accounts to determine the
charges applied.

• The ability to hold the pension alongside investment
wrappers and in some cases, considered alongside
other 

These pensions are typically limited in that they do not offer access 
to all investment options, with notable exclusions being direct 
commercial property purchase and unlisted equity investments. 

A great deal of innovation in the Platform space has occurred over 
the years’ and this has allowed a number of providers to offer 
increasingly flexible pensions with the cost being driven down 
through technology efficiencies and competition.  

Platforms and Wraps 

Platforms and wraps are Internet based systems, which allow an adviser to have custody/viewing over a client’s assets so they can 
view and administer investments. The platforms/wraps provide advisers with tools to analyse a client’s portfolio, choose products 
for them and arrange transactions. In some cases, the platform/wrap can be used by the client too for viewing holdings. The main 
benefits of a wrap are: 

• Ease of transactions
• Reduced administration
• Control

• Enhanced fund choice
• Online Access
• Cost and Economies of scale 



Relevant Life – Technical Notes 

A Relevant Life policy is an insurance plan available for employers to offer employees to 
provide an individual death-in-service benefit. It was introduced as a way of allowing 
employers to offer this benefit where a group life policy would not be available or economical 
due to limited numbers of members. 

A qualifying Relevant Life policy has to meet the following conditions: 

• It must provide a sum assured only on death (critical illness cannot be included) – Payment in the event of a terminal illness is also 
included within this definition. 

• The term of insurance must not run beyond the age of 75. 
• The policy cannot be capable of generating a surrender value. 
• The policy can only cover a single life. 

Wholly and exclusively for the purposes of the business 
If the policy can be justified as an expense wholly and exclusively for the purpose of business, the payment of premiums will qualify for tax 
relief. Examples of policies not qualifying would be where a dual purpose is provided (where the cover is affected for non-business reasons). 

Relevant life policies 
These are term assurance policies where a sum assured is payable on the death of the covered individual within the term. A policy can be set 
with a defined term (i.e. until the life insured reaches age 65) or it can be set on a renewal basis (i.e. a five-year renewal policy). Under a 
renewal policy, at each renewal point, the insured will not have to provide updated medical information and the level of premium charged will 
be solely based on the insurers standard rates (i.e. based on age, postcode and external longevity factors). 

It is also possible to obtain Relevant Life policies with a level sum assured, or a sum assured that increases throughout the term. Increases 
can be by reference to inflation measures or by a fixed percentage. 

Insurance limits 
Legally, there are no insurance limits with a Relevant Life policy. A number of providers do however impose their own limitations with are usually 
based on a combination of the insured’s age and a multiple of their earnings (salary and if possible, dividends). 

Advantages of Relevant Life 

• Relevant Life allows a business to take out a single
insurance policy, for the benefit of a member of staff,
with the payment of premiums not considered a taxable 
benefit in kind. 

• A Relevant life sum assured is not counted towards the 
pension Lifetime Allowance which is otherwise the case 
with Death in Service policies. For employees at or likely 
to breach the Lifetime Allowance, a Relevant Life policy
offers a major advantage. 

• If the policy qualifies, the business will allow be to relieve 
the premiums against their corporation tax liabilities. 

Trusts 

Relevant Life policies need to be subjected to a Discretionary Trust. 
The proceeds of any payment made would be paid to the trust and 
distributed to the beneficiaries. The structure of the trust is likely 
to be as follows: 

• Trustees; the employer is automatically a trustee and
can appoint additional trustees. As the trust is
discretionary, the beneficiaries can be changed and this
is the main power of the trustees.

• Beneficiaries; the employee and their chosen
beneficiaries are usually established as beneficiaries. As 
noted, the trustee has the power to alter the beneficiaries 
of the trust. 
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Retirement Options – Technical Notes 
The following are the primary options for drawing an income; ‘third way’ or blending options are 
also available with new options being introduced to the market.  

Annuity Purchase 

The primary feature of an annuity is the ability to receive your 
25% tax free cash and use the remaining balance to purchase 
a guaranteed level of income which will be paid for the rest 
of your life. There are various features that can be built in to 
this, such as escalating income, but the main feature is the 
use of your pension fund to purchase an income for life.  

Once this has been entered into it cannot be changed and an 
income would be paid for the rest of your life. Unless you 

purchase a guarantee or a spouse’s pension, the annuity 
would cease on your death. Therefore, if you were to die in 
the early years of purchasing your annuity, you would not 
have received back as much as was used to purchase the 
annuity and nothing would be paid out on your death. 
Conversely if you were to live for many years, the annuity 
purchase could prove to be very good value for money.  

Drawdown and UFPLS 

Flexi Access Drawdown (FAD) and Uncrystallised Fund Pension Lump Sum (UFPLS) are options that became available from 6th April 2015. UFPLS 
is the option for plans that do not offer drawdown. It allows an individual to take a lump sum from their pension; 25% of this will be tax-free and 
the remaining 75% will be added to their taxable income in that year and taxed accordingly.  

Flexi Access Drawdown enables an 
individual to take up to 25% of their fund 
free of any taxes and the balance can be 
drawn as they require; it is not necessary 
to take it all as a lump sum as is the case 
with UFPLS. With FAD there is no limit to 
the amount that can be withdrawn, but 
again it will be added to the individual’s 
taxable income in that year and taxed 
accordingly. 

If an individual accesses either FAD or 
UFPLS, there is a reduction in the level 
future pension contributions they are able 
to make. Either of these options results in 
the member being subject to the Money 
Purchase Annual Allowance (MPAA) of 
£4,000; this therefore being the maximum 
gross contribution they can make in a tax 
year. The ability to carry forward unused 
allowances is also lost. 

Prior to 6th April 2015, Capped Drawdown 
was the most frequent used form of 
drawdown. There are therefore still many 
Capped Drawdown plans around and 
these have a limit on the amount of 
income that can be drawn each year with 
this limit reviewed every three years. The 
minimum can still be set at £0. Clients 
who were in Capped Drawdown prior to 6th 
April 2015 have retained access to the 
standard Annual Allowance of £40,000.  

With drawdown, your funds remain invested and so the value of your pension can both rise and 
fall. If you die before age 75, your beneficiaries can receive a return of your remaining funds 
without any tax being payable  

Summary 

A drawdown policy can therefore offer greater flexibility in terms of income taken and death benefits. 
However, there are no guarantees with drawdown, your funds can fluctuate and there is always the 
possibility of running out of funds while still alive. Annuities offer more certainty for clients who do not wish 
to take such risks.  



Shareholder Protection – Technical Notes 
lPease note all references to shareholders here refers equally to partners under a Partnership 
or Limited Liability Partnership (LLP) as well as shareholders of a Limited company. 

Shareholder protection is a way of providing insurance that can cover the purchase of a shareholders’ interest in a business 
from the family of the shareholder on death. It can also be used to provide the means to purchase the shares from a 
shareholder in the event they suffer from a critical illness they cannot recover from. 

Shareholder protection aims to address the problem that 
typically occurs on the death of a shareholder: 

• The shareholder, in their will, leaves their business
interests to their family/beneficiaries 

• The family/beneficiaries have no desire or ability to take 
over in the business capacity and would prefer to receive 
cash for the shares 

• The remaining shareholders would prefer to obtain the
shareholding from the deceased to retain full control or,
more importantly, prevent possible sale of the
shareholding to someone else. 

As long as the company articles of association permit it, the 
remaining shareholders (or the business) can purchase 
shares from the beneficiaries and ensure all parties benefit 
from the desired outcome.  

There are currently three main ways for effecting 
shareholder protection cover, all of which use term 
assurance policies: 

Life of Another policies 

This is arguably the simplest of the arrangements in that a trust structure for the policies is not required. 
It does however have the least flexibility. Under this approach, each shareholder takes out a life 
insurance policy on the other shareholder. The policy owner receives the benefit on the death of the life 
assured and can use the funds to purchase the shares from the beneficiaries.  

Disadvantages of this approach 

• As each shareholder needs a policy on each shareholders’ life, this becomes burdensome beyond two shareholders (3 shareholders
would need 6 policies in total, 4 would need 12 policies and 5 would need 20 policies) 

• If the shareholdings change or there is a shareholder introduced, it is not easy to account for this within the policy structure. Further
policies would need to be taken out and the amount increases as the number of shareholders involved increases. 

When would life of another be suitable? 

Typically, the approach best suits the following conditions: 

• There are 2 (or 3 at most) shareholders in the business 
• It is very unlikely that additional shareholders will be introduced. 
• It is unlikely the shareholding percentages will change. 

Own Life policies 

Under this approach, each shareholder takes out a personal policy on their own life and makes a Business Trust the beneficiary. 
The Business Trust should only be written with the shareholders as beneficiaries to ensure the arrangement is commercial only 
in nature. In the event of a claim, the trust receives the proceeds and the remaining shareholders, as trustees, can direct the funds 
to the beneficiary in exchange for their shares. The surviving shareholders would then take receipt of the deceased’s shares. 



Disadvantages of this approach 

• For tax efficiency, a Business Trust should be established and this adds a layer of administration that is not necessarily needed if the
business is made up of two shareholders who are unlikely to bring in any further shareholders. 

When would own life be suitable? 

Typically, the approach best suits the following conditions: 

• There are at least 3 shareholders (or partners) in the business 
• It is reasonable to expect further shareholders (or partners) will be admitted 

This approaches offer more flexibility compared to life of another. If another shareholder (or partner) joins then one additional policy, subject to 
the trust, needs to be taken out. In comparison, ‘Life of another’ would require all shareholders to take out a new policy on the life of the new 
individual (along with the individual taking policies out on each shareholder). 

Business Share buyback 

Under this approach, the business takes out life insurance on the shareholders and would receive the proceeds in the event of a claim. The 
business would then purchase the shares from the beneficiaries and cancel these (proportionally increasing the percentage holdings of the 
surviving shareholders). This method involves a number of legal considerations.  

• The business’ articles of association must permit share buybacks 
• It is generally more difficult to purchase shares under a buyback approach from capital (which is what the proceeds of a life policy 

would be) compared to retained profits. 
• This is because retained profits have to be used first with capital only available after this is exhausted. 
• Any creditors of the business can claim to be prejudiced if ‘capital’ is used to buy shares from the shareholders rather than directed

towards them.

If this approach is considered, it is imperative that advice from a qualified professional is sought. 

For the reasons outlined and the inflexibility in long-term planning, most shareholder protection policies do not take this approach.  

Premium Equalisation 

Premium Equalisation is required, 
under ‘life of another’ or ‘own life’ to 
ensure that the arrangement 
remains commercial in nature. This 
means that where there is a 
difference in age of the lives 
assured, which impacts on the level 
of premium payable, the amount 
attributable or payable by each 
shareholder needs to be ‘equalised’ 

to reflect the value to each 
shareholder. 

Statistically, the older directors are 
likely to die sooner and the younger 
shareholders have a higher inherent 
potential benefit alongside a lower 
cost. To alleviate this concern, 
premiums can be equalised 
according to a set formula. The 

major insurers can calculate 
appropriate equalised premiums 
and there are also online calculators 
that can provide this. 

The effect is that the premiums paid 
(or attributed) to each shareholder 
will not necessarily reflect the 
premium that is required to cover 
their own life.  

Tax Considerations 

It is possible to pay shareholder protection either personally, via a collection from each shareholders’ post-tax income, or by deductions from the 
business.Shareholder protection is not a relievable expense for tax purposes and so the business will not be able to claim tax relief on the 
premiums. 

Premiums paid on behalf of shareholders will need to be attributed to the shareholders as benefits in kind (BIK). This means income tax, at the 
shareholders’ marginal income rate, along with employer National Insurance (NI) will need to be paid.  
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VCT – Technical Notes 

Venture capital trusts (VCTs) were first launched in 1995 as a way of stimulating investment in 
small companies by private investors. Their investment rules and associated tax benefits have 
changed regularly since then, but the main reason behind the various tax incentives has not 
been altered. 

VCTs are quoted investment companies that must be approved by HMRC so that investors can benefit from the significant tax reliefs. They are 
companions to the enterprise investment scheme (EIS), as their underlying investments must be in companies that satisfy the EIS requirements. 
However, VCTs have their own tax regime which is not based on the EIS, although there are some similarities. 

A VCT must: 

• Have each class of its ordinary share capital listed on a regulated market in the EU or the EEA.

• Derive its income wholly or mainly from shares or securities.

• Make all its investments with the intention to grow and develop businesses. 
• Have at least 70% by value of its investments in ordinary shares and/or securities in qualifying companies. This threshold must be 

achieved by the end of the VCT’s accounting period, beginning no more than three years after launch. At least 70% of securities held in 
qualifying companies must be in eligible shares (30% for funds raised before 6 April 2011). Thus a VCT must have at least 49% equity
holdings in qualifying companies.

• Have at least 10% by value of each qualifying company holding in eligible shares. 

• Not have more than 15% by value of its investments in a single company or group (other than a VCT or a company which would, if its 
shares were listed, qualify as a VCT).

• Not retain more than 15% of its income derived from shares and securities in any accounting period. Therefore, each trust must spread
its risk over at least seven underlying investments.

Qualifying rules 

The rules for qualifying companies were changed as the 
result of legislation contained in the Finance (No 2) Act 
2015 which received Royal Assent on 18 November 2015. 
These were due to be modified slightly by the Finance Act 
2017, but the changes were dropped from the Finance Bill 
because of the election and the technical adjustments will 
now reappear in the Finance Bill (No 2) 2017 later this year. 

Qualifying companies are trading companies whose total 
group gross assets do not exceed £15m at the time of 
investment and do not exceed £16m after investment. This 
limit has applied for new investments since from 6 April 
2012. The limit has changed several times, up and down – 
for example, it was also £15m from 6 April 2000 to 5 April 
2004. 

Qualifying companies are now divided into two types:

‘Knowledge intensive’ companies whose research 
and development (R&D) or innovation costs are at 
least 15% of operating costs in at least one of the 
previous three years, or at least 10% of operating 
costs in each of the previous three years.  
The company must also either: 

• have created, be creating or intending to 
create, intellectual property or

• have employees with a relevant Master’s
or higher degree who are engaged in R&D 
or innovation and constitute at least 20% 
of the company’s total workforce.

Other companies that do not meet the ‘knowledge 
intensive’ requirements, but do meet the other 
qualifying rules. 



Qualifying companies must raise their 
first investment within seven years of 
making their first commercial sale, or ten 
years if the company is a ‘knowledge-
intensive’ company. However, these age 
limits do not apply where the investment 
represents more than 50% of the 
company’s turnover averaged over the 
preceding five years. The age limit also 
applies to any business that has been 
owned previously by another company. 

A qualifying company that is not 
‘knowledge intensive’ must have no more 
than 250 full-time (or equivalent) 
employees. For ‘knowledge intensive’ 

companies, the limit is 500 employees. 
In any twelve-month period, a qualifying 
company cannot raise more than £5m 
from EU state-aided funds, including 
VCTs and EISs. In addition, there is a cap 
on the total investment a company may 
receive through VCTs and EISs of £20m 
for ‘knowledge intensive companies’, and 
£12m for other qualifying companies. 

A qualifying company must have a 
permanent establishment in the UK, but 
does not need to be UK tax resident. VCT 
funds cannot be used to acquire existing 
businesses, regardless of when the funds 
were raised and whether the acquisition 

is through share purchase or asset 
purchase. 

In broad terms, qualifying companies of 
either type must be manufacturing or 
ordinary non-financial trading businesses 
that are not largely backed by property 
assets. The result is a long list of 
excluded businesses, which has regularly 
increased. For example, VCTs cannot 
invest in farming businesses, hotels, 
companies operating nursing homes or 
service businesses, such as legal or 
accountancy firms. Shipbuilding, coal 
production and steel manufacture were 
excluded from April 2008 

Income tax relief 

A subscription by an individual aged at least 18 for newly issued ordinary shares in a VCT gives the investor 30% income tax 
relief, subject to a maximum total investment in all VCTs (currently £200,000 per tax year). There is no initial tax relief if an 
investor purchases existing VCT shares in the market, but such purchases still count towards the £200,000 ceiling. Trustees 
and companies cannot receive relief for any VCT investment. 

The 30% income tax relief is a straight deduction from the tax liability of the investor for the year of investment; a VCT 
investment does not reduce ‘total income’ for tax purposes. 

If £100,000 is invested directly to the VCT in March 2017, then a reduction of £30,000 would be given to that investor in the tax 
owed for year 2016/17, assuming the investor has a sufficiently large tax liability. There is no minimum investment for tax 
purposes, although typically managers require a minimum subscription of between £3,000 and £10,000. 

The upfront tax relief is withdrawn if the investor disposes of the shares within five years of the date of their issue. A transfer to 
a spouse or civil partner does not count as a disposal for this purpose, but any other gift gives rise to full withdrawal of the tax 
relief. In addition, any sale of the shares within the same period gives rise to withdrawal of relief to the extent of 30% of the 
proceeds received. Loss of HMRC VCT approval within five years will also mean loss of relief 
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