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Preparing for the reduction in the
Dividend Allowance

The Dividend Allowance is set to be cut from £5,000 to £2,000 in April 2018.The change is expected to affect 2.27
million individuals in receipt of dividend income. However, with timely planning it may be possible to mitigate the
impact of the reduction...

What is the Dividend Allowance?
In 2016 the rules on the taxation of dividends changed significantly,
with the abolition of the 10% tax credit and the introduction of a
£5,000 per annum Dividend Allowance (DA). The DA exists in addition
to an individual’s Personal Allowance and savings allowances. It charges
£5,000 of the dividend income at 0% tax – the dividend nil rate. The DA
does not reduce total income for tax purposes, and dividends within the
allowance still count towards the appropriate basic or higher rate bands.
In addition, April 2016 also saw an increase in the headline rates of
dividend tax. The rates of tax on dividends over £5,000 are currently:
 7.5% on dividend income within the basic rate band
 32.5% on dividend income within the higher rate band
 38.1% on dividend income within the additional rate band.
Despite the rise in rates, many
taxpayers, particularly higher rate
taxpayers, found themselves better
off. For example, for an individual
with a £150,000 share portfolio
yielding 3%, no tax would be
payable on the £4,500 income
produced, whereas in the pre-April
2016 regime there would have been
a tax liability.
However, this positive impact looks
set to come to an end under plans
announced by the current Chancellor,
Philip Hammond, to reduce the DA
from £5,000 to £2,000 from April
2018, just two years after it was
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introduced by his predecessor. The Chancellor said the cut was designed
to ‘address the unfairness’ around the director-shareholders’ tax
advantage, as well as what he described as the ‘extremely generous tax
break for investors with substantial share portfolios’.
The change was first announced in the 2017 Spring Budget, but the
measure was temporarily dropped to pave the way for the snap General
Election. Reaffirming its commitment to cut the allowance, the Treasury
has now legislated for the change in Finance Bill 2017-2019, which was
published in the Autumn.

The impact of the change
According to the Treasury, the change is likely to impact
shareholder-directors in business who take dividends on top of a salary,
as well as savers with investments in stocks and shares typically worth
over £50,000 outside Individual Savings Accounts (ISAs). The Treasury
estimates that 2.27 million individuals will be directly affected by the
reduction in 2018/19, with savers expected to account for half of this
figure. It expects the average loss to be around £315. However, as the
table suggests, this figure could be much higher for those paying tax at
the higher or additional rate.
Saver with £5,000 of dividend income
Tax band

Expected loss in 2018/19 £2,000 allowance

Basic

£225

Higher

£975

Additional

£1,143
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earnings, subject to the annual allowance,
which is currently £40,000. Any unused
allowances may be carried forward for
up to three years. Those with threshold
income above £110,000 may have their
annual allowance tapered away to a
minimum of £10,000. This is a complex
area so please speak to us for further
advice.

Planning opportunities
Whether you are a saver or a business owner, you will
naturally want to minimise the impact of the
reduction in the DA. The good news is that
there are strategies that may help you to
mitigate the effect, but please do contact
us before taking action.

Maximise the DA

Consider alternative
investment schemes

Every individual is entitled to
their own DA. If your investment
portfolio yields an average
3%, approximately £67,000
will be protected from income
tax. If your portfolio exceeds
this amount you might want
to consider transferring some
shares to your spouse or civil
partner, thus spreading your
investment to ensure that you
utilise each person’s individual
allowance.

You might also want to consider
other tax-efficient investments
such as Venture Capital Trusts
(VCTs), which can generate taxfree dividends.
VCTs are designed to encourage
private individuals to invest in
smaller high-risk unquoted trading
companies, and although they
carry a greater degree of risk, the
associated tax breaks may mean they
have a place in your investment strategy.
Income tax relief of 30% is currently
available on subscriptions for VCT shares, up
to £200,000 per tax year, providing the shares are
held for at least five years. In addition, an investor in
the shares of a VCT will be exempt from tax on dividends and
on any capital gain arising from the disposal of the shares in the VCT.
Various rules and restrictions apply, so please contact us if you would
like further information.

Make the most of ISAs
The cut in the DA means tax-free ISAs
may play a more important role in your
investment strategy. The overall annual
subscription limit for ISAs increased to
£20,000 for 2017/18 (up from £15,240 in
2016/17). With funds in an ISA exempt from
tax, it is important to utilise this allowance before
the start of the new tax year.
Individuals can invest in a combination of ISAs up to the £20,000 limit,
and may involve a single plan manager or separate managers, handling
separate elements. However, a saver may only pay into one of each type
of ISA each year.
If you think you will be affected by the cut in the DA, Equity ISAs
should be one of the first things to consider. By investing the maximum
£20,000 into an Equity ISA now, with a further £20,000 on 6 April 2018,
protection can be given for £40,000 of a portfolio. For a married couple
or civil partners, that figure doubles to £80,000.
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Your existing shares can be sold and bought back again within the ISA
wrapper but it is important to choose carefully which shares will be sold,
as the transactions will be disposals for capital gains tax (CGT).
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Utilise the CGT exemption
There are also two entitlements of annual exemption from CGT to
potentially make use of – this year and next. The current annual
exemption is £11,300 (2017/18). Married couples and civil partners
also have the added facility to make transfers to the other partner prior
to selling into an ISA. Any share transfer between such couples is at a
‘no gain no loss’ price, with the result that the transferee will effectively
acquire the shares at the transferor’s base cost and so will make the gain
in selling the shares.
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Increase your pension contributions
If you have income from employment or self-employment you may also
effectively reduce your marginal rate of tax on dividends by increasing
pension contributions and taking advantage of the available tax relief.
For taxpayers with adjusted net income above £100,000, maximising
pension contributions may allow you to obtain relief at the effective rate
of 60%. Pension contributions can be made at up to 100% of relevant

If you think you may be affected by the reduction in the
Dividend Allowance, please contact us to discuss the
matter in more detail. With our help and advice, it may
be possible to minimise the potential impact on your
finances.

DISCLAIMER: This newsletter is for guidance only, and professional advice should be obtained before acting on any information contained herein. Neither the publishers nor the distributors can accept any responsibility
for loss occasioned to any person as a result of action taken or refrained from in consequence of the contents of this publication.
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