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Subject SA5 
 
 

CMP Upgrade 2017/18 
 
  

CMP Upgrade 
 
This CMP Upgrade lists all significant changes to the Core Reading and the ActEd 
material since last year so that you can manually amend your 2017 study material to 
make it suitable for study for the 2018 exams.  It includes replacement pages and 
additional pages where appropriate.   
 
Alternatively, you can buy a full replacement set of up-to-date Course Notes at a 
significantly reduced price if you have previously bought the full price Course Notes in 
this subject.  Please see our 2018 Student Brochure for more details. 

 
 
This CMP Upgrade contains: 
 
 all changes to the Syllabus objectives and Core Reading. 
 
 changes to the ActEd Course Notes, Series X Assignments and Question and 

Answer Bank that will make them suitable for study for the 2018 exams. 

 
 



Page 2  SA5: CMP Upgrade 2017/18 

 

© IFE: 2018 Examinations The Actuarial Education Company   

1 Changes to the Syllabus objectives and Core Reading  

1.1 Syllabus objectives  

There were no changes to the syllabus objectives. 
 

1.2 Core Reading 

This section contains all non-trivial changes to the Core Reading.   
 
Chapter 0, section 2.2 
 
The paragraph that refers to TASs now reads:   
 
Although they only apply to actuaries working in the UK, or for UK regulated 
entities, the Technical Actuarial Standard TAS 100 (formerly TAS R, TAS D plus 
TAS M) is covered in the CA subjects, particularly CA2.  This is because, despite 
the restricted applicability, the content forms a good foundation for all actuarial 
work. 
 
 

Chapter 1, section 1.1 
 
The paragraph describing consumer price inflation and the UK economy has been 
updated and now reads: 
 
Consumer price inflation was in the order of 3%–4% per annum in the early 
2010s, but reduced to much lower levels.   For example, in 2015, it was negligible 
(ie close to 0%).   However, it has increased more recently, being 2.3% for the 
year to March 2017. 
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Retail price inflation has tended to be around 1% higher than consumer price 
inflation over the same period, although it was negative during part of 2009.   
 
The Bank of England base rate varied from between 3.75% and 6.0% up to the 
financial crisis of 2008.  It was subsequently cut in stages to reach 0.5% in March 
2009, where it  remained until it was reduced to 0.25% in August 2016.   
 
The UK had a current account deficit of £32.7 billion in the fourth quarter of 2015, 
falling to £12.1 billion in the fourth quarter of 2016.  The UK is highly dependent 
on foreign trade.  It must import almost all its copper, ferrous metals, lead, zinc, 
rubber and raw cotton and about one-third of its food.  The UK exports 
manufactured items such as telecommunications equipment, cars, automatic 
data processing equipment, medicinal and pharmaceutical products and aircraft 
parts.  Its main trading partners are the European Union, the USA, China and 
Japan. 
 
 

Chapter 3, section 1.2 
 
The paragraph that discusses interest rates in the UK now reads: 
 
The inflation target was first breached in March 2007 and has been breached 
several times since during the subsequent recession and recovery period.  The 
CPI increased to 2.9% in December 2009 and remained above 2% until December 
2013.  Since then it has fallen to around zero, including occasional periods of 
deflation (negative inflation), despite a very loose monetary policy by the Bank of 
England.  However, more recently it has increased, being 2.3% for the year to 
March 2017. 

 
A few paragraphs later the following paragraph has slightly extended wording: 
 
The MPC reduced the interest rate to 0.5% pa in March 2009 and it remained at 
that level until it was reduced to 0.25% in August 2016.   
 
 

Chapter 4 
 
There have been a number of small changes throughout this chapter (rates and 
allowances), and as such, the whole chapter is included as replacement pages at the end 
of this document. 
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2 Changes to the ActEd Course Notes  

Other than changes to economic variables and the economic outlook, there have been no 
changes to the ActEd material within the course notes. 
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3 Changes to the Q&A Bank 

The solutions that involve tax rates have been updated to reflect the current rates and 
allowances.  Changes have been made to dividend yields and PE ratios to bring them up 
to date with the rates that applied around May 2017.  The economic commentary has 
also been updated. 
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Changes to the X Assignments 

There have been no substantial changes to the X Assignments.  The economic variables 
have been updated, and the commentary has been updated in various places. 
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Other tuition services 

In addition to this CMP Upgrade you might find the following services helpful with 
your study. 
 
 

3.1 Study material 

We offer the following study material in Subject SA5: 

● Mock Exam  

● Additional Mock Pack. 
 
For further details on ActEd’s study materials, please refer to the 2018 Student 
Brochure, which is available from the ActEd website at www.ActEd.co.uk. 
 
 

3.2 Tutorials 

We offer the following tutorials in Subject SA5: 

 a set of Regular Tutorials (lasting three full days) 

 a Block Tutorial (lasting three full days) 

 
For further details on ActEd’s tutorials, please refer to our latest Tuition Bulletin, which 
is available from the ActEd website at www.ActEd.co.uk. 
 
 

3.3 Marking 

You can have your attempts at any of our assignments or mock exams marked by 
ActEd.  When marking your scripts, we aim to provide specific advice to improve your 
chances of success in the exam and to return your scripts as quickly as possible. 
 
For further details on ActEd’s marking services, please refer to the 2018 Student 
Brochure, which is available from the ActEd website at www.ActEd.co.uk. 
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3.4 Feedback on the study material 

ActEd is always pleased to get feedback from students about any aspect of our study 
programmes.  Please let us know if you have any specific comments (eg about certain 
sections of the notes or particular questions) or general suggestions about how we can 
improve the study material.  We will incorporate as many of your suggestions as we can 
when we update the course material each year. 
 
If you have any comments on this course please send them by email to SA5@bpp.com. 
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Chapter 4 
 

Taxation 
 

 

Syllabus objective 
 
(c) Demonstrate a knowledge of the personal and corporate taxation framework in 

the United Kingdom. 

 
 

0 Introduction 

In any particular situation, the amount of tax payable will be a function of: 

 the tax status of the investor (institution, individual, etc) 

 the type of investment 

 the type of tax payable (income tax, corporation tax, etc)  

 the tax rates and allowances 

 the tax-efficiency of the vehicle used to hold the investment. 
 
During your study of Subject CT2 you were introduced to UK tax system – the personal 
(income tax) tax system, the corporation tax system and the investment tax system (capital 
gains, franked and unfranked income).   
 
In Subject ST5 you also studied tax systems in a general sense – different types of 
corporation tax systems (classical, split-rate and imputation) and high-level goals for tax 
systems in general.   
 
This chapter consolidates all your knowledge and gives you the up-to-date and detailed 
tax knowledge needed for the Subject SA5 exam.  There is a large amount of detail in this 
chapter, with rates and allowances etc that apply in the UK system.  However, not only 
should you know the details in this chapter, but you should keep up-to-date by reading 
the financial press between now and the exam.   
 



Page 2  SA5-04: Taxation 
 

The Actuarial Education Company   IFE: 2018 Examinations 

In the present environment, tax is a big issue, with tax large rises (or huge spending cuts) 
required to finance the gap between government spending and taxation.  You should think 
through the effect of different tax rises.  In addition, there has been a lot in the press about 
international companies paying very low rates of tax on their global earnings, without 
doing anything illegal. 
 
Figures quoted in this Chapter are current as at May 2017 and are applicable to 
the United Kingdom. 
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1 Income tax 

In the UK, an individual’s liability to income tax is based on total income arising 
from sources such as employment, trading, property holdings, savings and 
investments. 
 
Benefits in kind provided to employees (eg loans on favourable terms, living 
accommodation, company car, medical insurance) are also treated as if they were 
income for tax purposes, even though the employee is not actually paid any 
money.  The tax is based on the “cash equivalent”, which is normally the cost of 
providing the benefit. 
 
Benefits in kind are very common in the UK, particularly where an employee uses a car 
a lot as part of company business.  It is considered unfair to force the employee to use 
their own car without some form of compensation. 
 
A basic Personal Allowance (£11,500) is deducted from an individual’s total 
income to determine the amount of taxable income.  The Personal Allowance is 
reduced by £1 for every £2 of income above £100,000. 
 
Additional allowances are given to low income families, disabled persons, blind 
persons and pensioners. 
 
Taxable income above the allowances is split into bands.  Each of these bands is 
taxed at an increasing rate:  

 basic rate (20%; for taxable income up to £33,500),  

 higher rate (40%; for taxable income over £33,500 and up to £150,000)  

 additional rate (45%; for taxable income over £150,000).   
 
Further details on the taxation of savings income is given in Section 5.1. 
 
[Scottish taxpayers may be subject to tax at different rates, to be set by the 
Scottish Assembly.] 
 

Question 4.1  

How much income tax would Susan pay in the year 2017/18 if she earned £90,000, and 
received health insurance from her place of work worth £1,000 each year? 
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Question 4.2  

How might Susan (see question 4.1) reduce the overall rate of tax that she pays as a 
percentage of her total earnings? 
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2 Inheritance tax 

Inheritance tax (IHT) is a tax on the value of a deceased person’s estate at death 
plus certain lifetime transfers which are not exempt (or potentially exempt).  
Husbands and wives are taxed separately; however, there is no IHT on transfers 
between spouses.  
 
Other exemptions include gifts to charities, small gifts of up to £250 per recipient, 
and an annual exemption for lifetime gifts of up to £3,000 per donor.  
 
IHT is normally charged at 40% on death, with the first £325,000 being tax-free.  An 
additional nil-rate band has been introduced from April 2017, when a residence is 
passed on death to a direct descendant.  
 
Due to pressure from the public as a result of vastly increased house prices (and therefore 
vastly increased inheritance tax on death of a parent), the government in the UK agreed 
to introduce an additional nil-rate band of inheritance tax if a property is part of the 
inheritance estate.  It is planned to increase slowly to around £175,000, and then increase 
in line with inflation. 
 
Where a donor of a lifetime gift dies within seven years of making the gift, IHT may 
be due on the gift.  The full rate of tax is reduced depending on the interval between 
the gift and the date of death.  Such transfers, where there is no immediate liability 
to IHT, are known as “potentially exempt transfers”. 
 
If a parent gifts money to one of their children, the gift is not charged for tax.  If however, 
the parent dies within seven years, a proportion of the full amount of inheritance tax is 
reclaimed by the tax authorities.  This is to prevent people “gifting” their entire estate to 
a child immediately before death, and avoiding inheritance tax altogether. 
 
The value of assets for IHT is their open market value.  This can be quite hard to 
assess, particularly when properties are involved. 
 
Relief is given on business assets, provided the transferor has owned them for at 
least two years. 
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Question 4.3  

What are the pros and cons of the following two systems: 

 the current system of IHT (40% above £325,000) 

 a proposed system based on taxing at 10% above (say) £100,000? 
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3 Corporation tax 

World-wide profits 
 
Corporation tax is a tax on the taxable profits of limited companies and some 
organisations including clubs, societies, associations, co-operatives, charities 
and other unincorporated bodies. 
 
Taxable profits for corporation tax include: 
 
 profits from taxable income such as trading profits and investment profits 

(except dividend income which is taxed differently)  
 

 capital gains — known as “chargeable gains” for corporation tax purposes.  
 
If a company or organisation is based in the UK, it has to pay corporation tax on 
all its taxable profits — wherever in the world those profits come from. 
 
If a company is not based in the UK but operates in the UK (for example through 
a UK branch) it only has to pay corporation tax on any taxable profits arising from 
its UK activities. 
 
This may seem strange, as the UK seems to be taxing all profits of UK-based companies, 
and also profits from UK-based subsidiaries of overseas companies.  However, double 
tax relief often allows companies to offset any taxes paid abroad against their liability for 
UK corporation tax.  Likewise, overseas companies can offset UK taxes paid on their UK 
subsidiaries against the tax liability they face at home. 
 

Capital allowances 
 
Tax relief in the form of capital allowances allows the cost of some of a company’s 
or organisation’s assets to be written off against its taxable profits.  This replaces 
any depreciation shown in the company’s or organisation’s accounts, which is not 
allowable for corporation tax purposes. 
 
Capital allowances are available on: 
 
 the cost of most plant and machinery that a company or organisation uses 

for its business  
 

 certain building works, for example converting space above commercial 
premises to flats for renting  
 

 certain research and development. 
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Indexation allowance adjusts for the effect of inflation when calculating 
chargeable gains. 
 

Rates of tax 
 
The main rate of corporation tax is 19%.  
 
This has been lowered in recent years to compete with other countries where tax rates are 
held competitively low.  As it is easier for companies to change location than it is for 
individuals to change location, there is a “tax arbitrage” that companies can make use of 
to lower their tax bill for shareholders. 
 
A company’s trading losses can normally be set against: 

 income and gains of the same accounting period 

 income and gains of a previous year (subject to a cap from April 2017) 

 trading profits from the same trade in future years (with greater flexibility 
from April 2017). 

 
So: 

 if a company makes a trading loss and realises a gain (for example, by selling 
shares in a associated company in that year), the taxable gain can be reduced by 
the trading loss 

 if a company made a trading profit or a capital gain in the previous year and makes 
a trading loss this year, it can reclaim some of the tax it paid in respect of the 
previous year 

 if a company makes a trading loss it can carry it forward to next year and reduce 
the tax payable on any trading gains in that year. 
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4 Capital gains tax 

Capital gains tax (CGT) is charged on net gains ie total chargeable gains realised 
during a tax year after deducting total allowable losses realised in the year. 
 
CGT can only arise on the disposal of an asset.  This means that a gain in market 
value is not taxable until the gain is “crystallised” by a sale (or other) transaction.  
Normally this means sale but it could also mean a gift or compensation for loss or 
damage to an asset.  The value on which the gain (or loss) is based is normally 
the consideration received. 
 
No CGT is payable on death, and beneficiaries of a deceased person’s estate are 
treated as if they had acquired the assets of the deceased at their market value on 
death. 
 
However, as mentioned in an earlier section, inheritance tax is probably payable on the 
estate by the recipients. 
 
Certain costs are allowable in computing chargeable gains, including the 
acquisition cost and expenditure incurred on purchasing, disposing of and 
enhancing the asset.  
 
Losses brought forward from previous tax years can offset gains. 
 
The first £11,300 of an individual’s net gains realised during the tax year is free of 
CGT.  This is the figure for the tax year 2017/18. 
 
The excess is generally taxed at 10% if the individual is a basic-rate tax payer 
(provided total income and capital gains remain within the basic-rate band) and 
20% if the individual is a higher-rate tax payer.  However, gains from certain 
assets, including residential property, are taxed at 18% and 28% respectively.  
 
Gains on certain assets are exempt (and losses not allowable), including: 
 
 an individual’s (or married couple’s) only or main residence 

 
 government securities, loan stocks, qualifying corporate bonds and 

National Savings and Investments certificates 
 

 amounts held in Individual Savings Accounts (ISAs) and Personal Equity 
Plans (PEPs) 
 

 life assurance policies disposed of by their original owner 
 

 betting and lottery wins 
 

 shares held by the trustees of share incentive plans 
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 enterprise investment scheme, venture capital trust and business 
expansion scheme shares 
 
These are special schemes designed by the government to give investors an 
incentive to invest in start-up or venture capital companies.  The incentive 
involves tax benefits to the investor in the sense that CGT is not paid 
 

 chattels (provided the consideration is not more than £6,000) 
 

A chattel is a moveable, tangible asset (or set of assets) where the sale 
consideration is less than £6,000 – for example, a china tea set or piece of 
furniture. 

 
As described in Section 3, companies are subject to corporation tax on chargeable 
gains at the normal rates.  
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5 Taxation of investments 

5.1 Money market instruments 

All of the return from money market instruments is taxed as income.  This is true 
even where a security is issued at a discount to its redemption value.   
 

Question 4.4  

List (and describe very briefly) the main types of money market investment available in 
the UK. 

 
Tax on income from money market instruments and deposits is due at the 
individual’s marginal tax rate.  However, the Personal Savings Allowance 
introduced in April 2016 means that such savings income is tax-free up to a limit 
of £1,000 for basic rate taxpayers and £500 for higher rate taxpayers (zero for 
additional rate taxpayers). 
 
At current low rates of income tax it is very difficult to breach any of these limits based 
on typical cash holdings. 
 
There is also a nil-rate savings interest band of up to £5,000 available for those on 
lower incomes.  This means that if total income including savings interest is less 
than £5,000 plus the basic Personal Allowance, no tax will be payable.  If income 
excluding savings interest falls below this amount but income including savings 
interest is above it, then the savings interest component will be partially taxable 
at basic rate to the extent that the difference exceeds the tax-free allowance 
mentioned above. 
 
 

5.2 Gilts and other qualifying securities 

Institutional investors pay corporation tax on interest and capital gains.  Relief is 
available on capital losses. 
 
Trusts and individual investors are liable to pay income tax on interest received 
and accrued, but capital gains are tax-free (other than for gilt strips, where capital 
gains are treated as income).   
 
This means that these investors will prefer low-coupon stocks giving some tax-free capital 
gains.  Capital losses for these investors cannot be used to offset other capital gains.  
Individual investors pay income tax at their marginal rates on interest accrued or received, 
and individuals do not accrue capital gains or losses on qualifying bonds. 
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Income from gilts and corporate bonds forms part of the “savings income” which 
is included within the Personal Savings Allowance tax-free limit mentioned in 
Section 5.1. 
 
Most (but not all) Eurobonds are “qualifying bonds” and do not attract capital 
gains tax.  “Deep discounted” bonds incur income tax (not capital gains tax) on 
gains. 
 
This means that investors in “qualifying” bonds do not pay capital gains tax on any gains 
they make.  The authorities take the view that some bonds are purchased above par (and 
the price falls slowly towards maturity) and some are purchased below par (and increase 
slowly to maturity).  Since it is a net zero sum game, the authorities will see as many 
taxable losses as they see taxable gains, they choose not to tax either gains or losses on 
bonds.  Generally the accrued interest, which students will have come across in Subject 
ST5 is used to calculate the tax liability on bond investments. 
 
Zero coupon bonds give a large capital gain, and are therefore not entitled to be exempt 
from tax.  So all returns are classed as income for tax purposes.  
 
 

5.3 Equities 

Dividends from UK companies are exempt from corporation tax if received by 
companies.  However, companies are charged to corporation tax on chargeable 
gains. 
 
This means that a company that invests in shares, perhaps the shares of its own subsidiary 
company, would not pay further UK corporation tax on dividend income received.  
Dividend income from overseas companies would be taxable, but double tax treaties often 
soften the blow.  Any gains made when the shares are sold are subject to corporation tax. 
 
From April 2016, dividends of up to £5,000 have been tax-free for individuals.  
Dividends above this level are taxed at 7.5% for basic rate taxpayers, 32.5% for 
higher rate taxpayers and 38.1% for additional rate taxpayers.  The £5,000 amount 
will reduce to £2,000 from April 2018.  
 
Individuals are normally subject to capital gains tax on equity gains.   
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Question 4.5  

Company X makes profits of £200m on which it pays corporation tax at the rate of 19%.  
It pays out 50% of its post-tax profits to its ordinary shareholders.  Calculate the net of 
tax income received by an investor in the tax year 2017/18 who owns 0.01% of Company 
X’s share capital assuming that the investor is: 

(a) an investment trust that pays corporation tax at 19% 

(b) a pension fund 

(c) a basic-rate (20%) personal investor 

(d) a 40% personal investor. 

 
 

5.4 Convertibles 

Income from convertible loan capital is taxed in the same way as from normal loan 
capital. 
 
Income from convertible preference shares is taxed in the same way as from 
normal share capital. 
 
Convertibles are non-qualifying securities so there is no capital gains tax 
exemption. 
 
 

5.5 Unit trusts 

This section is concerned with the way in which an investor who holds units in a 
unit trust is taxed. 
 
Individuals are liable for income tax on dividend and interest distributions from 
unit trusts.   
 
Capital gains tax is applied to unit trust holdings in the normal way. 
 
For corporate investors there are mechanisms that look through to the underlying 
assets of the trust and attempt to replicate the taxation of the underlying assets.  
These methods are beyond the scope of this course. 
 
 

5.6 Investment trusts 

Shares in investment trusts are equity investments and are taxed as such.  
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5.7 Property 

Normal rules apply: rental income is subject to income tax or corporation tax 
(depending on the recipient) and capital gains tax or corporation tax is payable on 
chargeable gains. 
 
Property management expenses can be offset against rental income.  Individual 
investors can also offset interest payments on a loan used to purchase the 
property. 
 
So for individuals, rental income is taxed at their marginal (basic, higher or additional) 
rate of tax.  For institutions, corporation tax will be payable on rental income at the usual 
rate.  Loan interest may be eligible to offset against rental income, but only in certain 
circumstances, and there are changes proposed in this area of tax. 
 
Capital gains tax may also be payable on sale of the property.  It is possible to offset some 
of the costs of property sale against any gains made. 
 
 

5.8 Derivatives 

For individuals, proceeds from investment in derivatives are taxed as capital 
gains.  Derivative traders pay corporation tax on the profits from the trade. 
 

Question 4.6  

How would you expect to be taxed on the purchase and subsequent sale of a call option 
on a UK equity?   

 
 

5.9 Stamp duty land tax  

Stamp duty land tax (SDLT) is paid at the time of transfer of title by the purchaser 
of property.  
 
The SDLT rate for property in the UK (apart from Scotland) depends on: 

 the purchase price of the property 

 whether the property is residential and, if so, whether it is an additional 
property 

 whether the buyer is a corporate body. 
 
No SDLT is payable on the first £125,000 of the price of a residential property, and 
increasing rates are applied to bands of additional value above this. 
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SDLT is charged at a higher rate on high value residential properties bought by 
bodies such as companies and collective investment schemes, with some 
exceptions. 
 
For non-residential and mixed-use properties, the nil-rate band is higher and the 
SDLT rates are generally lower than for residential properties. 
 
Since 2015, SDLT does not apply in Scotland.  Instead, purchasers pay land and 
buildings transaction tax (LBTT) when they buy a property.  The tax rates and 
bands for residential property transactions under LBTT are similar to those under 
SDLT, but with a slightly higher nil-rate band threshold and narrower subsequent 
bands. 
 
 

5.10 Stamp duty on shares  

Stamp duty reserve tax (SDRT) is payable by the purchaser of most UK listed 
shares. 
 
The amount of SDRT paid is based on the “chargeable consideration” given for 
the stocks or shares.   
 
SDRT is payable at the rate of 0.5% of the value of the chargeable consideration. 
 
Most share transactions undertaken by individuals are “paperless”, ie carried out 
electronically.  The settlement system automatically collects SDRT and sends it to 
HM Revenue & Customs (HMRC); the buyer's stockbroker claims the money due 
from the buyer (and completes any paperwork) on the buyer’s behalf. 
 
SDRT is also payable on any “off market” transactions, for which HMRC needs to 
be notified.   
 
 

5.11 Taxes on overseas investment 

The overseas investment income of UK residents is subject to UK tax.  The most 
common form of double taxation agreement (DTA) between the UK and other 
countries means that tax paid in those countries can be offset against UK tax as 
described below. 
 
Profits tax or corporation tax paid in overseas countries on corporate earnings 
can be offset against any UK corporation tax on that slice of earnings.  If the rate 
of corporation tax in the overseas country is higher than or equal to the rate of 
corporation tax in the UK, then no UK corporation tax is payable on that slice of 
earnings. 
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This is helpful provided that the rate of tax paid in the overseas country is lower than the 
rate payable in the UK (in this case tax is payable on the difference in rates).  If the tax 
payable overseas is higher than would be paid in this country, there is no way of reducing 
this amount of tax, although there will be no further UK tax to pay. 
 
Most countries impose a withholding tax on dividends and sometimes interest 
payments made to investors who are resident overseas.  These withholding taxes 
can usually be set against UK tax liabilities.    
 
Provided certain conditions are met, dividends from non-UK companies received 
by individuals are treated in the same way as dividends from UK companies. 
 
Again, if the amount payable overseas is higher than that which would be paid in the UK, 
there is in general no way to reclaim any tax.   
 

Question 4.7  

Which type of UK investor is most affected by withholding tax? 
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6 Financial institutions 

6.1 Pension funds and charities 

UK registered pension funds and recognised charities are exempt from income 
tax and capital gains tax on their investments.  They can reclaim income taxes 
deducted at source on interest.  In the case of overseas investment income, 
withholding tax deducted in the host country cannot be recovered unless the 
relevant double taxation agreement permits this. 
 

Question 4.8  

Bearing in mind the large proportion of UK equities that are held by pension funds, what 
would you have expected to happen to UK share prices on the day on which removal of 
the ability to reclaim the tax credit was announced? 

 
 

6.2 Life insurance companies 

For tax purposes, a UK life insurance company has to split its policyholder funds 
into Basic Life Assurance and General Annuity Business (BLAGAB) and Other 
Long-Term Business (OLTB or “non-BLAGAB”).  The latter includes pensions 
business, reinsurance of life assurance, business sourced from overseas and PHI 
(a category of long term health insurance) business, together with all life 
assurance protection business written on or after 1 January 2013.   
 
BLAGAB is taxed on an “I-E” basis, ie investment income and chargeable gains 
less allowable expenses of management.  Dividend income is (following the 
general principles) excluded from further tax and there are special rules for the 
calculation of chargeable gains.  The “I-E” calculation is subject to a minimum 
profits test and is split between policyholder profit (taxed at the basic rate of 
income tax) and, if applicable, shareholder profit (taxed at the corporation tax 
rate). 
 
Non-BLAGAB is taxed on a trading profits basis in line with the company’s 
accounts.  Reserves for policyholders (ie actuarial liabilities) are an allowed 
deduction from profits.  The tax rate applied is the corporation tax rate. 
 
Further detail on life insurance business taxation is beyond the scope of this 
course, but is covered in Subject SA2. 
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6.3 General insurance companies 

General insurance companies are taxed on a trading profits basis.  The profits of 
a proprietary general insurance company calculated for taxation purposes are 
likely to differ from those disclosed in its financial statements.  These differences 
can include investment return, depreciation and disallowable expenses.   
 
For tax purposes, the insurance technical provisions are deductible following the 
accounting policy adopted in the financial statements. 
 
Further detail, including the taxation of mutual general insurance companies, is 
beyond the scope of this course, but is included in Subject SA3. 
 

Question 4.9  

What are “technical provisions”? 

 
 

6.4 Health and care insurance 

Health and care insurance business is written by long term or short term insurance 
companies (perhaps in a subsidiary fund), depending on the specific product type, 
and so is subject to the relevant taxation approach as described above. 
 
 

6.5 Investment trusts 

Investment trusts pay corporation tax on unfranked investment income.    
 
Remember from earlier, that investors in these shares pay no further tax on dividends 
below the tax-free dividend allowance, thereafter they pay a rate dependent on whether 
they are basic-rate or higher-rate taxpayers.  Capital gains are not taxed within the 
company structure, but gains on shares would be taxable in the investor’s hands. 
 
Management and interest charges can be offset against such income.  Equity 
dividends received are not subject to further corporation tax.  Approved 
investment trusts are exempt from tax on chargeable gains.  Consultation is 
currently underway to simplify the tax framework for such companies. 
 

6.6 Unit trusts 

Authorised unit trusts pay corporation tax on unfranked investment income less 
management expenses.  Equity dividends received are not subject to further 
corporation tax.  Unit trusts are exempt from capital gains tax. 
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Exempt trusts do not pay tax on either income or capital gains. 
 
Some unit trusts are set up such that they can only be sold to tax-exempt investors, such 
as pension schemes.  If they are set up in this way, the trust would pay no tax on income. 
 
Neither exempt trusts nor normal unit trusts pay capital gains tax within the fund. 
 
 

6.7 OEICS 

The taxation of Open Ended Investment Companies (OEICs) is the same as for unit 
trusts. 
 
 

6.8 “Traders in securities” 

Institutions such as banks, proprietary general insurance companies, building 
societies and discount houses are classified as “traders in securities”.  Their 
profits, whether from income or realised capital gains, less expenses, are taxed at 
the corporation tax rate. 
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End of Part 1 

What next?   
 
1. Briefly review the key areas of Part 1 and/or re-read the summaries at the end of 

Chapters 1 to 4. 

2. Attempt some of the questions in Part 1 of the Question and Answer Bank.  If 
you don’t have time to do them all, you could save the remainder for use as part 
of your revision. 

3. Attempt Assignment X1. 
 
 
Time to consider – “learning and revision” products 
 
Marking – Recall that you can buy Series Marking or more flexible Marking Vouchers to 
have your assignments marked by ActEd.  Results of a recent survey suggest that 
attempting the assignments and having them marked improves your chances of passing 
the exam.  Students have said: 
 

“Marker gave good advice on the finer aspects where I tend to lose marks.  
Clear comments and advice, which will help me polish my answers.” 
 
“The marker gave really concise, constructive feedback, clearly making me 
aware of gaps in my knowledge and what needs to be done in order to achieve 
success in the exams.  At the same time, the marker’s comments were 
encouraging; ensuring that I stay motivated to do better in the next 
assignments.  Thank you very much!” 
 

 

You can find lots more information on our website at www.ActEd.co.uk. 
 

Buy online at www.ActEd.co.uk/estore 
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Chapter 4 Summary 

Personal income tax 
 
Personal allowances are deducted from income before paying income tax at the rate of 
either 20% (basic rate), 40% (higher rate) or 45% (additional rate).  Benefits in kind are 
counted as taxable income. 
 
Interest income is taxed at 20%, 40% or 45% and dividend income above the tax-free 
dividend allowance (£5,000 in 2017/18, £2,000 in 2018/19) is taxable at the rates of 7.5%, 
32.5% and 38.1% respectively. 
 
Individuals can earn £11,500 (2017/18) before income is taxable, and then the first 
£33,500 is subject to the basic rate of tax.  Earnings above this level are taxed at higher 
rates. 
 
Spouses are taxed independently, but can combine their IHT allowance.   
 
Inheritance tax 
 
IHT is charged at 40% on death.  There is an IHT allowance below which inheritance tax 
does not apply and there are a number of exemptions. 
 
Corporation tax 
 
Companies that are resident in the UK are subject to corporation tax on their profits 
(income plus gains less expenses).  Companies qualify for relief on certain costs 
(eg research and development) and capital allowances. 
 
The main corporation tax rate is 19%.  Trading losses can be offset against: 

 income and gains of the same accounting period 

 income and gains of a previous year 

 trading profits from the same trade in future years. 
 
Double taxation agreements mean that tax paid in overseas countries can be offset against 
UK tax.  Most countries impose a withholding tax on dividends and sometimes interest 
payments. 
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Capital gains tax 
 
Capital Gains Tax (CGT) is charged on net gains ie total chargeable gains realised during 
a tax year after deducting total allowable losses realised in the year.  An annual allowance 
of £11,300 (2017/18) applies.    
 
Capital gains tax is payable on realised gains by individuals at the rate of 20% (or 10% if 
the basic rate income band is not used up).  Certain assets are charged at a higher rate. 
 
There are exemptions for: 

 an individual’s (or married couple’s) only or main residence 

 government securities, loan stocks, qualifying corporate bonds and National 
Savings and Investments certificates 

 ISA and PEP investments 

 life assurance policies disposed of by their original owner 

 betting and lottery wins 

 shares held by the trustees of share incentive plans 

 chattels. 
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Taxation of investments 
 
The entire return from money market instruments is taxed as income. 
 
Gilts and most other sterling fixed interest securities are exempt from capital gains tax. 
Convertible bonds are “non-qualifying” and are subject to capital gains tax. 
 
Property rental income received by individuals is taxed as income at the investor’s 
marginal rate of tax.  Companies are taxed through corporation tax.  Capital gains are 
chargeable to tax (capital gains in the case of an individual and corporation in the case of 
a company). 
 
Franked income (eg dividends) received by companies is not subject to further tax.   
 
Taxation of financial institutions 
 
Pension funds and charities are exempt from tax. 
 
Life assurance companies are divided into two sections: 

 Basic Life Assurance and General Annuity Business (BLAGAB), most of which 
will be taxed as a basic-rate taxpayer 

 Other Long-Term Business OLTB, which is taxed at corporation tax rates 
 
Approved investment trusts pay corporation tax at a rate of 19% on unfranked income but 
are exempt from capital gains tax.  Authorised unit trusts pay corporation on unfranked 
investment income but are exempt from capital gains tax.  Exempt unit trusts do not pay 
any tax. 
 
Institutions such as banks, proprietary general insurance companies, building societies 
and discount houses are classified as traders in securities.  Their profits, whether from 
income or realised capital gains, are taxed at 19%. 
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This page has been left blank so that you can keep the chapter 
summaries together for revision purposes. 
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Chapter 4 Solutions 
 
Solution 4.1  

Total assessable income would include both the earnings and the benefits in kind, and 
therefore amount to £91,000.  The first £11,500 is tax free as a result of the basic tax 
allowance. 
 
The remaining £79,500 would be split into: 

 £33,500 taxed at the basic rate of 20% (£6,700) 

 £46,000 taxed at the higher rate of 40% (£18,400) 
 
Thus the total tax payable would be £25,100. 
 
 
Solution 4.2  

Common ways to reduce tax in the UK include: 

 donate some salary to charity.  This will be deducted from the gross taxable salary. 

 pay money into a pension scheme.  Again these contributions reduce the gross 
taxable salary and therefore the tax payable.  Any pension contributions made 
from after-tax salary would trigger a reclaim of tax. 

 move investments into low-yielding investments that are more likely to make a 
capital gain.  There is no suggestion in the question that Susan has such 
investments though. 

 set herself up as a consultant, and send her company invoices from her own 
company.  If the company pays her salary to the company, it would only be 
assessed for tax at the corporation tax rate which is lower.  However, other taxes 
would apply if Susan tried to pay herself a salary from the company, or wind up 
the company, or indeed pay dividends from the company. 
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Solution 4.3  

Pros of the current system versus the proposed system: 

 fewer people are affected by the tax 

 less work for the Revenue collecting tax. 
 
Pros of the proposed system versus the current system: 

 Those with substantial assets are less heavily penalised and pay less to the tax 
authorities (this is a pro from the individual’s viewpoint, but clearly not from the 
tax authority’s!)   
 
For example, someone with assets of £500,000 would pay (£500k – £325k)¥  40% 
= £70k under the current system, whereas under the proposed system they would 
pay only (£500k – £100k) ¥  10% = £40k. 

 
 
Solution 4.4  

The main types of money market investment in the UK are as follows: 
 
Treasury bills.  Short-term securities issued in the UK by the Bank of England, normally 
with a term of 91 or 182 days. 
 
Local authority bills.  Short-term financial instruments issued by local government 
authorities. 
 
Sterling commercial paper.  Negotiable short-term securities issued by companies.   
 
Bills of exchange.  A tradeable “IOU” from one company to another or to a bank. 
 
Certificates of deposit.  Tradeable deposit accounts with banks or building societies. 
 
Interbank borrowing and lending is also one of the most important activities in the money 
markets, but this is not an “instrument” as such. 
 
The repo market is also important in the money market. 
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Solution 4.5  

The net dividend received in each case is: 
 
 £ 200 (1 0.19) 0.5 0.0001 £8,100m ¥ - ¥ ¥ =  

 
This means that the answers are: 
 
(a)  £8,100  (ie no further tax is paid by a corporation on franked income) 
 
(b)  £8,100  (ie no further tax, but cannot reclaim any corporation taxes paid by the 

company) 
 
(c)  £7,867.50  (ie 7.5% tax would be paid on the amount above £5,000) 
 
(d)  £7,092.50 (ie 32.5% tax would be paid on the amount above £5,000) 
 
 
Solution 4.6  

Since the option is likely to be held for a short time, and the option price will reflect 
changes in the share’s capital value, we would expect profits on options to be taxed as 
chargeable gains, rather than as income. 
 
 
Solution 4.7  

Pension funds and charities, since they pay very little UK tax.  It is therefore sometimes 
difficult to recover any withholding tax levied at source. 
 
 
Solution 4.8  

One would have expected prices to fall.  In a single day the value of equities to pension 
funds (based on the future cashflows arising from them) were substantially reduced. 
 
In fact there was very little effect on market values.  The market was very buoyant at the 
time. 
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Solution 4.9  

Insurance companies produce both “technical” accounts and “non-technical accounts”.  
The technical part refers to the profitability of the core businesses (for example, there 
may be one for long-term business and one for general insurance business) and the non-
technical deals with the returns from shareholders’ funds.   
 
In the technical accounts, the insurer will make a “technical provision” in respect of 
claims that it expects to make, but hasn’t yet paid.  This amount is allowable for tax 
purposes.  If the insurer includes the technical provision on a flat or face value basis, then 
it will appear so in the tax accounts.  If the insurer uses discounting to obtain the technical 
provision value, then it will be discounted in the tax accounts. 
 
 
 


