
1 taxcalc.com 0845 5190 883

By

1

By

Impact on small business clients



2 taxcalc.com 0845 5190 883

1 Business and corporation tax    3
1.1 Annual Investment Allowance    3
1.2 Corporation tax rates     3
1.3 Employment allowance     3
1.4 Changes to the minimum wage    4
1.5 Averaging for farmers     4
1.6 Tax relief for purchased goodwill   4
2 Personal tax changes     5
2.1 Tax lock       5
2.2 Future tax allowances     5
2.3 Increase in Rent a Room relief    5
2.4 Removal of the wear and tear allowance   5
2.5 Restriction of tax relief on interest in respect 
 of let domestic property     6
2.6 Dividend taxation     10
2.7 Tax credit changes     12
2.8 Taxation of company cars    12
2.9 Changes to non-domicile status    14
2.10 Changes to venture capital scheme rules  14
2.11 Peer to peer (P2P) lending    14
2.12 Personal savings allowance    15
2.14 ISA proposals      15
2.15 Pension lump sums on death    15
2.16 Pensions: Lifetime allowance    15
2.17 Pensions: Annual allowance    16
2.18 Pensions: Pension input period    18
2.19 Further pension reform     18
3 Incorporation advice     18
3.1 Introduction      18
3.2 Numerical examples – assumptions   18
3.3 Changes in 2016     19
3.4 Change to corporation tax rate in 2017   21

CONTENTS

To find out more about 
TaxCalc’s range of products 
and services please visit 
taxcalc.com

THE BUDGET 
AND FINANCE 
BILL JULY 2015
Impact on small 
business clients



3 taxcalc.com 0845 5190 883

1 BUSINESS AND 
CORPORATION TAX

1.1  Annual Investment Allowance
 
The Summer Budget announced a new permanent 
limit for AIA of £200,000. It is likely that the change 
will be made by statutory instrument and will come 
into force on 1 January 2016, when the temporary 
£500,000 limit comes to an end. 

As always, the transitional rules will be of issue but 
now that the new allowance is substantial this is less 
likely to be an issue for smaller businesses.  Here 
are the transitional rules (already in the legislation 
regarding the £500,000 limit).

1.1.1 Closing transitional period

This is where the rules can catch the ill-advised out, 
as there is an unexpected restriction in the latter part 
of an accounting period. It is likely to be more of an 
issue for businesses with accounting dates in the first 
half of the calendar year.

The total AIA for the accounting period is found by 
time apportioning the relevant limits.

There is then a restriction on that part of the period 
falling after 31 December 2015. The maximum AIA 
in this part of the period is the time apportioned 
amount calculated for the purposes of the total limit.

Example: Closing transitional period

For the year ended 31 March 2016, the maximum AIA 
for the whole period is 

(9/12 x £500,000) + (3/12 x £200,000) = £375,000 + 
£50,000 = £425,000

However, the allowance available for expenditure 
between 1 January 2016 and 31 March 2016 is only 
3/12 x £200,000 = £50,000.

Advice point

Be aware of clients’ capital expenditure plans. For 
those with accounting dates in the first half of the 
calendar year, warn about the ‘dip’ in allowances 
towards the end of the 2016 accounting period.

1.2  Corporation tax rates

The main rate of corporation tax (applying to all 
companies outside of the oil industry) will reduce over 
the life of this parliament as follows :

• Financial years 2015, 2016 – 20%
• Financial year 2017 – 19%
• Financial year 2020 – 18%.

For smaller businesses this will offset the changes to 
dividend taxation in part (see Chapter 2 on personal 
tax changes and Chapter 3 on incorporation advice).

1.3  Employment allowance

1.3.1 Increase in allowance

The employment allowance of £2,000 will increase 
to £3,000 from April 2016. However the allowance 
remains restricted to businesses which do not receive 
their income from the public sector. This, together 
with the new living wage rules (see 1.4) will mean 
that businesses in the care and childcare sectors will 
see wages for the over 25s rise by £0.70 an hour in 
2016, with a consequent rise in National Insurance 
contributions.
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Example: Increase in allowance

An employee aged 26 working 30 hours a week paid 
the current minimum wage (£6.50 an hour) earns 
a total of £10,140 per annum. The NIC costs to the 
employer are £237.74. When their wage goes up 
to the living wage of £7.20 an hour the cost will be 
£11,232 per annum plus NIC of £287.04. The total 
annual cost increase for the employer will be £1,141, 
which is £913 after relief for corporation tax.

Put another way, if the employer does not wish to 
pay NIC on staff wages, he will need to restrict hours 
to 23.5 per week, and after the increase will need to 
reduce those hours to 21.5 per week.

1.3.2 Further restrictions

It was also announced that Employment Allowance 
would no longer be available for companies where 
the sole director is the only employee. However, as 
this is easily circumvented by companies employing 
a member of the family and would not immediately 
seem to apply where there are husband and wife 
directors, it may well be refined during the enactment 
of the change via statutory instrument.

Having said that, where a director has other income, 
paying him £10,600 to utilise the full personal 
allowance will usually leave him worse off, so this is 
unlikely to cause widespread problems.

Advice point

It is increasingly important that you ensure that 
employment allowance is only claimed for those 
clients it applies to. This will inevitably mean more 
work in 2016 to establish entitlement.

1.4  Changes to the minimum wage

The new living wage rules will apply to employees 
aged at least 25 from April 2016. Instead of minimum 
wage of (currently) £6.50 they will be entitled to 
a living wage of £7.20. This amount is arrived at 
by adding a 50p per hour premium to the rate of 
minimum wage from April 2016 (which will be at 
£6.70). It is the Government’s ambition to increase 
this amount to 60% of median earnings by 2020, 
which would put the figure at over £9 by that date (on 
current data).

1.5  Averaging for farmers

As promised in the March Budget, proposals for 
extending averaging for farmers (but not creative 
artists) to five years from two years have been fleshed 
out into a consultation document, with a view to 
implementing the proposals from 2016.

Two alternative methods have been examined, one 
of which retains many of the aspects of the current 
averaging scheme with a tolerance test and the other 
which takes an entirely new approach but requires 
the five year averaging election to remain in place for 
five years. The proposals still exclude the first and last 
years of trade from averaging.

For more information see the consultation document 
Extension of averaging period for farmers.

1.6  Tax relief for purchased goodwill

The corporation tax deduction for the amortisation 
of purchased goodwill and other customer related 
intangibles came to an end on 8 July 2015. Existing 
purchased goodwill will continue to attract tax relief 
for the rest of the period over which it is amortised 
but there will be no tax relief in respect of acquisitions 
from Budget day onward. Tax relief will continue to be 
available on other intangible assets.
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2  PERSONAL TAX CHANGES

2.1  Tax lock

As promised in the Conservative Manifesto, there will 
be a statutory prohibition on changing the standard 
and reduced rates of VAT, the income tax rates and 
both the employer and employee rates of National 
Insurance contributions. It will also set the NIC upper 
threshold at the higher rate threshold at any time and 
prohibit moving liabilities on supplies from the lower 
or zero rates of VAT to the standard rate. The lock will 
apply for the duration of this parliament.

Note the omission of self-employed rates of NIC, 
which may need to rise to compensate for the 
abolition of Class 2 contributions from April 2016. It 
is possible the new rate will be aligned with employee 
rates (12%) rather than the present 9%.

2.2  Future tax allowances

A commitment has been given to a personal 
allowance of £12,500 and a higher rate threshold 
of £50,000 (meaning that the basic rate band will 
be £37,500) by the end of the life of this parliament. 
After that, legislation will align changes in the personal 
allowance with changes in minimum wage so that 
nobody on minimum wage will pay tax on earnings for 
a 30 hour week. It is not clear how this interacts with 
the living wage announcements. The minimum wage 
year is currently 1 October to 30 September but this 
will now be aligned to the tax year.

In the meantime, the following has been announced:

     2016–17 2017–18

Personal allowance £11,000 £11,200

Higher rate threshold £43,000 £43,600

2.3  Increase in Rent a Room relief

The amount of Rent a Room relief will rise from 
£4,250 to £7,500 from April 2016. The exempt 
amount is shared if the property is jointly owned so 
that each owner can claim only their share of the 
relief against their income; this means that the limit is 
£7,500 per property. 

Small B&B establishments will also benefit as they 
can claim the relief too, provided the owners live on 
the premises. 

This increase is an above inflation rise over the period 
from April 1992, when the allowance was introduced. 
Updating in line with inflation to today would bring 
the allowance to £6,854.

2.4 Removal of the wear and tear allowance

From April 2016 the wear and tear allowance will end, 
to be replaced by a deduction for landlords when 
they actually spend the money. It remains to be seen 
whether the deduction for money spent will apply to 
all expenditure, including that on kitchen appliances 
such as ovens, and whether it will be subject to a 
‘cap’. Landlords of partly furnished properties were 
stopped from claiming for the replacement cost of 
white goods in 2013 – a move that has been very 
unpopular. Some of those landlords have now started 
to provide fully furnished homes – so they will be very 
disappointed if their tax relief is once again restricted.
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2.5 Restriction of tax relief on interest in  
  respect of let domestic property

At present, full tax relief is available for interest on 
a loan used in a property business. The funds may 
have been used to purchase the let property, to make 
major repairs or just to fund the working capital of the 
property business. 

From April 2017, tax relief on interest in property 
businesses (including single buy to lets) will be 
restricted so that by 2020, interest will not be an 
allowable expense in computing the profits of the 
business but will attract tax relief at 20%.

The effective interest deduction will therefore be:

• 2016–17:  100%

• 2017–18:  80%

• 2018–19:  60%

• 2019–20:  40%

• 2020–21:  20%

Commentary

A letting activity that has a low level of interest in 
relation to the borrowings will not be too badly 
affected but larger property businesses using debt 
to expand the portfolio will find that their business 
model has been severely undermined.

Some examples follow, along with possible solutions 
where appropriate:

• Full incorporation (move properties and loans).

• Partial incorporation (personal borrowing to invest  
 in shares in a property letting company, though  
 this may well be closed as a ‘loophole’).

• Pay down borrowings.

• Sell up.

The change will be phased in as follows:

        2017–18 2018–19 2019–20 2020–21

% of interest allowed as a deduction  75  50  25  0

% of interest given as a relief at 20%  25  50  75  100
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        2016–17 2020–21

Gross rents     £7,200  £7,200

Repairs and other tax deductible costs  £1,000  £1,000

Interest on mortgage    £2,500  –

Net rental profit     £3,700  £6,200

  

Tax at 40%     £1,480  £2,480

Less interest relief at 20% on £2,500  –  £500

Net tax liability on rental income  £1,480  £1,980

  

Tax increase     –  £500

Effective rate on ‘real’ rental profit  40%  53.5%

Example 1: Tax relief on interest in respect of let domestic property – single buy to let

Jo is a teacher and is 49 years old; he is a 40% taxpayer. He has purchased a buy to let property as an 
investment. As he has owned the property for some time, the outstanding debt on the property is relatively low. 
Here is the effect of the change:

If Jo decided to increase his borrowings to allow him to buy a second buy to let, he would see his tax rate rise 
still further, as his interest costs will be higher initially and his net return lower.
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Example 2: Tax relief on interest in respect of let domestic property – substantial property portfolio

John and Julie are married and together run a sizeable rental property business. They have not run this through 
a limited company due to the difficulty in obtaining finance for purchases with limited company status.

         2016–17  2020–21

Gross rents      £600,000  £600,000

Repairs and other tax deductible costs   £200,000  £200,000

Interest on mortgage     £350,000  –

Net rental profit      £50,000  £400,000

Personal allowances (x2)    £22,000  –

Taxable income      £28,000  £400,000

  

Basic rate tax (2 taxpayers)    £5,600   £17,200

Tax at 40%      –   £85,600

Tax at 45%      –   £45,000

            £147,800

Less interest relief at 20% on £350,000   –   £70,000

Net tax liability on rental income   £5,600   £77,800

  

Tax increase      –   £72,200

Effective rate on ‘real’ rental profit   11.2%   144.4%

Although John and Julie spend at least 35 hours a week on the business (and their cash return is modest) that 
is because they have ploughed most of their profits back into building up the portfolio and taken risks to allow 
them to grow their business. Their current business structure is now unsustainable.
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         2016–17  2020–21

Gross rents      £7,200   £7,200

Repairs and other tax deductible costs   £1,000   £1,000

Interest on mortgage     £5,000   –

Net rental profit      £1,200   £6,200

  

Tax at 40%      £480   £2,480

Less interest relief at 20% on £5,000   –   £1,000

Net tax liability on rental income   £480   £1,480

  

Tax Increase      –   £1,000

Effective rate on “real” rental profit   40%   123.3%

Advice point

Many buy to let owners happily complete their own tax returns but there is a market for advice to these potential 
clients to help them decide what they should do regarding the changes.

Example 3: Tax relief on interest in respect of let domestic property – increase in interest rates

Finally we return to Jo, who has presently got borrowings of £50,000 on his property which has a current market 
value of £160,000. His interest rate is 5%. If his interest rate was to rise to 10% he would see the following change:
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2.6  Dividend taxation

The bombshell announcement was regarding the 
taxation of dividends. For many investors this will 
not pose any issues but for the owner/manager of a 
small company, major changes are in store. The whole 
issue of the right structure for a smaller business is 
considered in Chapter 3 but the basic information 
about the taxation of dividends is as follows. Inevitably, 
before the release of the Finance Bill, some details are 
a little sketchy – this is indicated where important.

• Abolition of the tax credit – dividend income will  
 no longer be grossed up in the personal   
 tax computation.

• A Dividend Tax Allowance of £5,000. It is not clear  
 whether this will then reduce the available basic  
 rate band or whether it is a full exemption from  
 tax. The policy driver is likely to be to exclude the  
 vast majority of ordinary investors from having to  
 complete tax returns in respect of dividend income  
 (even basic rate taxpayers), so logic tends to   
 suggest that it will be in addition to the basic   
 rate band to keep things simple for those not in SA.

• Dividends will then be liable to tax at 7.5% in the  
 basic rate band, 32.5% in the higher rate band and  
 38.1% in the additional rate band.

• The new savings allowance of £5,000 introduced  
 this year (2015) is not available against dividend  
 income – only interest and similar.

• The new personal savings allowance of £1,000  
 for basic rate taxpayers and £500 for higher rate  
 taxpayers (due to commence in 2016) will probably  
 not be available against dividends; it is likely to be  
 restricted to savings income only. This will also be in  
 the Finance Bill to be issued shortly.

Detailed computations on the impact on small 
businesses run through companies is in Chapter 3.
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Example: Dividend taxation

Peter is a higher rate taxpayer with a significant inherited portfolio of shares on which he 
receives dividends of £9,000 a year (net amount).

His tax position in 2015–16 and 2016–17 is as follows:

       2015–16  2016–17

Dividend income received  £9,000   £9,000

Plus tax credit    £1,000   –

Dividend allowance   –   £5,000

Taxable dividend income  £10,000  £4,000

    

Tax at     32.5% £3,250  32.5%  £1,300

Less tax credit    £1,000   –

Tax due     £2,250   £1,300

So for the even above average investor, the change represents a better tax position than currently. 

For an additional rate taxpayer the number are:

       2015–16  2016–17

Dividend income received  £9,000   £9,000

Plus tax credit    £1,000   –

Dividend allowance    –  £5,000

Taxable dividend income  £10,000  £4,000

    

Tax at     37.5% £3,750  38.1%  £1,524

Less tax credit    £1,000   –

Tax due     £2,750   £1,524

It is only where dividend represent the majority of an individual’s income that we shall see the reverse. 
See Chapter 3 for more details.
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2.7  Tax credit changes

Those clients still within the scope of tax credits will 
see a number of changes reduce their tax credits and 
also increase instability by making repayments more 
likely when income changes.

From April 2017, the family element of tax credits 
(currently £545) will no longer be available, nor 
will child tax credit be paid in respect of third and 
subsequent children, apart from multiple births.

There were a number of other changes made to both 
tax credits and universal credit to bring down the 
overall cost of the welfare bill.

2.8  Taxation of company cars

The Summer Budget pack simply confirmed the 
announcements made in March 2015 regarding 
company car taxation over the next three years. The 
table of benefits in kind is as follows:

From April 2016 the following changes will apply:

       Current rate  April 2016

Income threshold for taper  £6,420   £3,850

Taper rate    41%   48%

Income rise disregard   £5,000   £2,500

Example: Tax credit changes

A family with two children and income of £20,000 will see the following change as a result. 

          2015–16   2016–17

Working tax credit      £1,960    £1,960

Couple        £2,010    £2,010

30 hours       £810    £810

2 children       £5,560    £5,560

Family element       £545    £545

          £10,885   £10,885

Taper based on £20,000 income  £13,580   £16,150     

        @ 41%  £(5,568)  @ 48%   £(7,752)

Net award       £5,317    £3,133
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Table: Main table of benefit in kind rates 

Emissions (g/km) 2014–15 2015–16 2016–17 2017–18  2018–19  2019–20 

0     0%  5%  7%  9%  13%  16%

1–50    5%  5%  7%  9%  13%  16%  

51–75    5%  9%  11%  13%  16%  19%

76–79    11%  13%  15%  17%  19%  22%

80     11%  13%  15%  17%  19%  22%

85     11%  13%  15%  17%  19%  22%

90     11%  13%  15%  17%  19%  22%

95     12%  14%  16%  18%  20%  23%

100    13%  15%  17%  19%  21%  24%

105    14%  16%  18%  20%  22%  25%

110    15%  17%  19%  21%  23%  26%

115    16%  18%  20%  22%  24%  27%

120    17%  19%  21%  23%  25%  28%

125    18%  20%  22%  24%  26%  29%

And then in increments of 5g = 1% until

160    25%  27%  29%  31%  33%  36%

165    26%  28%  30%  32%  34%  37%

170    27%  29%  31%  33%  35%  37%

175    28%  30%  32%  34%  36%  37%

180    29%  31%  33%  35%  37%  37%

185    30%  32%  34%  36%  37%  37%

190    31%  33%  35%  37%  37%  37%

195    32%  34%  36%  37%  37%  37%

200    33%  35%  37%  37%  37%  37%

205    34%  36%  37%  37%  37%  37%

210+    35%  37%  37%  37%  37%  37%
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2.9 Changes to non-domicile status

Several changes will be made to the domicile rules 
from April 2017 that will make claiming non-domicile 
status much more difficult for those who are either UK 
resident and born in the UK to UK domiciled parents, 
or who are long term (15 out of 20 years) residents of 
the UK. There is already a ‘deemed domicile’ rule for 
inheritance tax (17 out of 20 years) but the new rule 
will apply to income and capital gains tax in addition 
to inheritance tax, to prevent long term residents 
being able to claim the remittance basis. The likely 
upshot is that affected individuals will spend periods 
of time resident abroad to break up their periods of 
residence in the UK (for those already resident here on 
a long term basis, this will not prevent them falling into 
the new regime in 2017, though they may be able to 
restrict its impact to four years).

2.10  Changes to venture capital 
   scheme rules

A number of changes will be made to the rules on 
venture capital schemes. The changes will take effect 
from Royal Assent to the next Finance Bill and will

• require that all investments are made with the  
 intention to grow and develop a business

• require that all investors are ‘independent’ from the  
 company at the time of the first share issue

• introduce new qualifying criteria to limit relief to  
 investment in companies that meet certain   
 conditions demonstrating that they are ‘knowledge  
 intensive’ companies within ten years of their first  
 commercial sale and other qualifying companies  
 within seven years of their first commercial sale;  
 this will not apply where the investment represents  
 more than 50% of turnover averaged over the  
 preceding five years

• introduce a cap on the total investment a company  
 may receive through the Enterprise Investment  
 Scheme (EIS) and Venture Capital Trusts (VCT) of  
 £20 million for ‘knowledge intensive’ companies and  
 £12 million for other qualifying companies

• increase the employee limit for ‘knowledge   
 intensive’ companies to 500 employees

• introduce new rules to prevent EIS and VCT funds  
 being used to acquire existing businesses, including  
 extending the prohibition on management buyouts  
 and share acquisitions to VCT non-qualifying   
 holdings and VCT funds raised pre-2012; also  
 preventing money raised through EIS and VCT  
 from being used to make acquisitions of   
 existing business regardless of whether it is   
 through share purchase or asset purchase. 

2.10.1 SEIS change

The requirement that 70% of Seed Enterprise 
Investment Scheme (SEIS) money must be spent 
before EIS or VCT funding can be raised will be 
removed for qualifying investments made on or after 
6 April 2015.

2.10.2 Renewable energy

The use of the SEIS, EIS and VCT for investments in 
community energy organisations benefiting from 
subsidies for the generation of renewable energy 
will be closely monitored to ensure that support 
for community energy through the venture capital 
schemes provides good value for money for the 
taxpayer and is not subject to misuse.

2.11  Peer to peer (P2P) lending

The possibility of bad debt relief on peer to peer loans 
was announced in December 2014 and has been 
confirmed to commence from April 2015. Relief will be 
given against other P2P income. The legislation will be 
included in the Finance Bill 2016.

Income paid on P2P lending will be subject to new 
rules on withholding tax from April 2017. Consultation 
will take place over summer 2015.
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2.12  Personal savings allowance

This was announced in March and will commence in 
April 2016. It is available against savings income and 
from the date of commencement, deduction  of basic 
rate tax at source by banks and similar organisations 
will end. The amount is £1,000 for a basic rate 
taxpayer, £500 for a higher rate taxpayer and nil for an 
additional rate taxpayer.

It is likely that this will result in significant 
administrative savings for HMRC, with the removal of 
tax reclaims on form R40 and the end of coding out 
small amounts of interest for higher rate taxpayers.

2.13  ISA proposals

Work is under way to introduce an Innovative Finance 
ISA for crowdfunding and P2P, and also to examine 
whether similar investments could be offered within a 
traditional ISA wrapper.

The new flexibility for ISAs which will allow investors to 
withdraw and replace investments within a tax year, 
will start in April 2016.

2.14  Pension lump sums on death

The rate of tax applying to a pension lump sum on the 
death of the pensioner aged at least 75 is currently 
45%. This will be amended to the marginal rate of the 
recipient from April 2016.

2.15  Pensions: Lifetime allowance

This will reduce to £1 million on 6 April 2016 (as 
previously announced). The allowance is currently 
£1.25 million. There will protection available for 
those whose savings already exceed the limit under 
the usual arrangements. Note that a claim for fixed 
protection 2016 will need to be in place by 5 April 
2016. From April 2018 the pensions lifetime allowance 
will be subject to consumer prices index (CPI) inflation.

2.16  Pensions: Annual allowance

The pensions annual allowance will be restricted 
for ‘additional rate taxpayers’ from April 2016. The 
income limit will be tested against the income plus any 
pension contributions paid by the employer. If this 
exceeds £150,000 the taper of the annual allowance 
will apply, unless the net income (excluding employer 
contributions) is lower than £110,000.

The annual allowance of £40,000 will be tapered by 
£1 for every £2 that the income (for this purpose) 
exceeds £150,000, up to a maximum of £30,000 taper, 
which will arise at income of £210,000, leaving the 
taxpayer with an annual allowance of £10,000. For 
those with the flexibility this will mean that investing in 
unapproved schemes will be a real alternative.
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2.17  Pensions: Pension input period

Legislation came into force on 8 July 2015 to align 
pension input periods (PIPs) for all contributors to a tax 
approved scheme with the tax year. This is necessary 
to make the restrictions for high earners in the annual 
allowance changes described in 2.16 possible.

All PIPs came to an end on 8 July. New PIPs start for all 
contributors on 9 July and will run to 5 April 2016. All 
future PIPs will be aligned to the tax year and there will 
be no possibility of electing for a change in PIP.

So contributors will have either two of three PIPs falling 
in the tax year 2015-16, depending on when their 
previous PIP end date was. Some contributors will find 
themselves unable to make all of the contributions they 
were planning to – see in particular Example 4: Pension 
input period.

This is best illustrated by some examples. In all cases, 
unused relief brought forward is ignored. In all cases, 
tax relief on the contribution is determined by date of 
payment, but the annual allowance test is based on the 
PIP ending in the relevant tax year.

Example 1: Pension input period

Lewis has a single pension arrangement with a PIP 
end date of 30 June. His contribution of £40,000 made 
in March 2015 is a pension input for the 2015–16 tax 
year in regard to the annual allowance charge. Lewis 
would expect to be able to make a further contribution 
of £40,000 in March 2016, this falling into the 2016–17 
year for annual allowance purposes. However, the PIP 
starting on 1 July was brought to an end on 8 July and 
a new PIP started on 9 July, which will run until 5 April 
2016. This means that Lewis’ contribution in March 2015 
will also fall into the 2015–16 year for annual allowance 
purposes. Lewis has three PIPs in the tax year 2015–16.

Example: Pensions annual allowance

Roger is the chief executive of the local authority, 
on a salary of £140,000 per annum. His employer 
also contributes to a 2/3 (40/60) final salary pension 
arrangement on his behalf (lump sum element ignored 
for simplicity).

His pension contribution for 2016–17 tax year is 
calculated as follows (assuming that his salary is 
unchanged):

1/60 x £140,000 = £2,333 x valuation factor of 
16 = £37,328

So Roger’s income for the purpose of this change is 
£177,328 and his net income is over £110,000, so the 
restriction on his personal allowance applies. Note that 
Roger is not in fact an additional rate taxpayer.

Roger’s annual allowance is £40,000 – (£177,328-
£150,000)/2 = £26,336

So Roger is facing an annual allowance charge on his 
excess contributions of £10,992, which will be taxed 
at Roger’s marginal rates. The tax charge is therefore 
(assuming that Roger has no other income) £4,446. 
Roger will be able to elect that his fund bears the 
additional tax charge.
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2.17.1 Transitional rule

To protect people in Lewis’ position there will be an 
annual allowance of £80,000 for all pension savings 
made in PIPs ending in 2015–16. So Lewis will be 
able to save a further £40,000 in March 2016 without 
incurring an annual allowance charge.

Individuals will have a maximum of up to £40,000 for 
pension inputs after 8 July 2015 (up until the end of 
the fiscal year), this forming part of the £80,000 total 
allowance. This will allow Lewis to make his full £40,000 
contribution in March 2016 and obtain full relief for it.
 
Example 2: Pension input period

Lily’s pension arrangement also has a PIP end date of 
30 June. Lily contributed £40,000 to this arrangement 
in March 2015 and a further £20,000 on 4 July 2015 
which would otherwise have been used within her 
2016/17 annual allowance. Both are covered by her 
enhanced allowance of £80,000, of which there is 
£20,000 to carry forward. The periods ending 30 June 
and 8 July are known as the pre-alignment periods. Lily 
has a further allowance for the post alignment period 
– the period from 9 July to 5 April 2016. This is the 
balance of the £80,000 allowance unused (£20,000), 
subject to an overall maximum of £40,000. So Lily can 
contribute a further £20,000 by 5 April 2016.

Example 3: Pension input period

Luke also has a pension input end date of 30 June. He 
contributed £15,000 to his pension in March 2015. He 
has made no further contributions. His allowance of 
£80,000 is used in part by the £15,000 contributions 
and he has £65,000 of it available to carry forward. 
However, the maximum contribution he can make 
between 6 July and 5 April 2016 is £40,000. This will 
give him £55,000 of contributions in the tax year for 
annual allowance purposes.

Example 4: Pension input period

Leonora has a PIP end date of 30 September and 
usually makes a contribution to her PIP in August. 
She has not yet made a contribution in 2015. She can 
make a contribution of up to £40,000, which will fall 
into her PIP running from 9 July 2015 to 5 April 2016. 
However, as Leonora’s income in 2015–16 is extremely 
high, she was planning to make a further contribution 
of £40,000 in March 2016 which would otherwise have 
been set against her 2016–17 annual allowance. This 
would give her tax relief on £80,000 in the tax year 
without breaching the annual allowance in either year.

However, her PIP now comes to an end on 5 April and 
she only has the post alignment allowance of up to 
£40,000 to use, so her plan cannot be carried out.

2.17.2 Other aspects

There is a special annual allowance of £10,000 per 
annum for those who have accessed their pensions 
savings under flexible arrangements. This was 
introduced to prevent ‘recycling’ of contributions. 
There are arrangements to deal with this allowance 
and the balance of any annual allowance amount in 
the technical note.

There are also some special arrangements for those 
who are members of defined benefit schemes to avoid 
the administrators needing to value benefit on 8 July.

For more information see HMRC’s Pensions technical 
note: “Transitional provisions for aligning pension input 
periods” dated 8 July 2015.
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2.18  Further pension reform

The Government will also consider changing the 
structure of pensions savings completely so that no 
tax relief is given on contributions made and no tax is 
charged on the fund at maturity. The proposals are in 
their very early stages.

2.19  Inheritance tax –additional nil 
   rate band

There will be additional nil rate band of IHT which is 
available only against a residence which is passed 
on to direct descendants. The additional allowance 
will be available against other assets if the deceased 
downsizes after 8 July 2015. The additional amount will 
also be transferable to a surviving spouse.

The additional nil rate band will be:

Tax year Amount

2017–18 £100,000

2018–19 £125,000

2019–20 £150,000

2020–21 £175,000

The amount will be subject to CPI indexation from April 
2021. Meanwhile the basic nil rate band will remain 
frozen at £325,000 until April 2021.

The additional nil rate band will be subject to tapered 
withdrawal for estates valued (net) at over £2 million. 
The band will reduce by £1 for every £2 the estate is 
over that limit. This will give a band of IHT at 60% on an 
estate value between £2m and £2.35m in 2020–21.

3 INCORPORATION ADVICE

3.1  Introduction

The changes to dividend taxation announced in 
the July Budget impact significantly on the advice 
about incorporation. Following the changes made in 
December 2014 affecting goodwill on incorporation, 
this change makes it even less attractive for some 
clients to run their business through a limited 
company.

3.2  Numerical examples – assumptions

In all cases the following assumptions apply:

• The comparisons are between a single person  
 operating as a sole trader and a company owned  
 by one person. The tax, and Classes 2 and 4 NIC,  
 are included in the current year; thereafter Class 2  
 NIC is excluded as it will be abolished in 2016.

• Incorporated business assumes that the taxpayer  
 takes the most aggressive view about distribution  
 of profits and draws a salary roughly equal to the  
 NIC threshold (£8,000) and the balance by way of  
 periodic dividend. It is assumed that the tax and  
 NIC limits set for 2016 will continue through to 2020.

• A 100% profit distribution route has been   
 considered, which puts maximum disposable  
 income in the hands of the taxpayer. If profits are  
 retained in a company over and above the personal  
 higher rate threshold, this will produce further tax  
 savings. This way, the figures below show the ‘worst  
 case scenario’.

• These examples exclude any other differential  
 arising from operating in the particular business  
 structures. In particular, there will be differences  
 in the cost of business motoring arising from the tax  
 treatment and the administrative costs borne  by the  
 business operating through a limited company. 
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3.2.1  Overview

With the tax savings shown above it is unlikely that it 
is worth incorporating at profits of less than £40,000, 
given the additional administrative costs.

3.3  Changes in 2016

The change to taxation of dividends produces the 
following results, using the same assumptions as 3.2.

Incorporation Advice Table 2: Tax & NIC burden self 
employed to limited company 2016–17

Incorporation Advice Table 1: Tax & NIC burden self employed to limited company 2015/16

Profit   Sole trader  Tax %  Company Tax % in Co.  Saving

£20,000 £3,100   15.5%  £2,400  12%   £700

£30,000 £6,000   20%  £4,400  14.7%   £1,600

£40,000 £8,900   22.3%  £6,400  16%   £2,500

£50,000 £12,790  25.6%  £9,063  18.1%   £3,727

£75,000 £23,290  31.0%  £19,063 25.4%   £4,227

£100,000 £33,790  33.8%  £29,063 29.1%   £4,727

Profit   Sole trader  Company Tax % in Co. Saving

£20,000 £2,875   £2,520  12.6%  £355

£30,000 £5,775   £5,120  17.1%  £655

£40,000 £8,675   £7,720  19.3%  £955

£50,000 £12,485  £10,320 20.6%  £2,165

£75,000 £22,985  £20,220 27.0%  £2,765

£100,000 £33,485  £31,720 31.7%  £1,765
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Incorporation Advice Table 3: Additional tax under 
corporate structure 2015–16 to 2016–17

Profit   Tax increase

£20,000 £120

£30,000 £720

£40,000 £1,320

£50,000 £1,257

£75,000 £1,157

£100,000 £2,657

The increase in tax from 2015–16 to 2016–17 is a 
complex curve. It commences at profit of £18,000 – 
below this level there is no tax increase from 2015 to 
2016. The tax increase rises in absolute terms until 
it reaches £1,720 at profits of £46,690. The increase 
then starts to reduce, due to the effect of the higher 
rate liability on the grossed up dividends in 2015. It 
turns once again, having reached a low point of £137 
increase at profits of £58,000. It is at that point the 
higher rate in 2016 comes in and produces a rising 
tax increase.

3.3.1 Marginal rates on dividends

The combined marginal rate on dividends payable in 
each band are as follows:

     Basic Higher   Additional

Profit    £100 £100   £100

Corporation tax  £20 £20   £20

Net profit  £80 £80   £80

Dividend tax  £6 £26   £30

Net retained  £74 £54   £50

Tax rate %  26.0% 46%   50%

Commentary

The increased tax burden at each level of profit erodes 
the benefit of incorporation still further but taking a 
substantial value of goodwill into the company can 
still produce a benefit, in spite of the changes made in 
December 2014.

A large value of goodwill would be taxed on the 
disposal at 28% but would then produce a loan 
account balance to draw on and on which the trader 
can also charge interest, which would be covered by 
the savings income nil rate band. This would enable 
him to reduce the dividends he draws, reducing the 
overall tax burden.
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3.4  Change to corporation tax rate in 2017

Assuming that all other factors remain the same, the 
one per cent reduction in the corporation tax rate in 
2017 will reduce the impact of this, as will the further 
reduction in 2020.

Incorporation Advice Table 4: Corporate structure 
tax burden 2016 to 2020

Incorporation Advice Table 5: Additional tax under 
corporate structure 2015–16 to 2020–21

Profit Tax increase

£20,000 £(102)

£30,000 £313

£40,000 £728

£50,000 £480

£75,000 £253

£100,000 £1,415

Profit   2015  2016  2017  2020

£20,000 £2,400  £2,520  £2,409  £2,298

£30,000 £4,400  £5,120  £4,917  £4,713

£40,000 £6,400  £7,720  £7,424  £7,128

£50,000 £9,063  £10,320 £9,932  £9,543

£75,000 £19,063 £20,220 £19,768 £19,316

£100,000 £29,063 £31,720 £31,099 £30,478
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