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N E W S E X T R A

Strange Ideas about the Tax System

Over the years I have come across many people with strange ideas about the tax system.  Usually they are the result of listening to people who are not tax experts, or misunderstanding something read in the newspaper or heard on television.

One of the commonest misconceptions is that claiming £1 of expenses will save £1 in tax, so that the Inland Revenue is paying for it in full.  This is not how it works.  An expense is not a deduction from your tax liability, but a deduction from your income before it is taxed.  If you are a 20% taxpayer, the Inland Revenue is only subsidising you by 20p by not taxing £1 of your income;  the other 80p of the expense still comes out of your pocket.

There is also a widely-held belief that only income which has not already been taxed needs to be entered on the tax return.  This is not true.  The law requires you to declare all of your income on your tax return, excepting only a few things which are specifically exempt from tax (such as the winter fuel allowance for pensioners or interest on an ISA).

People are often confused over what is or is not income,  which is an important distinction because Income Tax applies only to income, not other receipts of money.  I have seen people enter a bank loan as income on a tax return, which is wrong because income is what you have earned, not what you have borrowed.  Likewise, they incorrectly enter the full loan repayments as an expense, when only the interest charge is actually an expense.

When I ask for interest on a building society account, I often receive a response such as, “ but that’s my redundancy money, I’ve already paid tax on that”.  True, but I didn’t ask for what you paid into the account, I asked for the interest added to it since then, which is additional income.

Everyone has heard of wealthy people using tax-avoidance schemes, and some people fall into the trap of thinking that they can gain some tax advantage by making their own affairs more complicated than they need to be.  I have heard people say things like, “ I’ve always run my business in my wife’s name for tax reasons.”  When pressed, however, they are usually unable to say precisely what tax benefit they gain from this arrangement.

On Inheritance Tax, I often hear questions like, “how much am I allowed to give away each year?”  Well, the short answer is that it’s your money and you can do whatever you like with it.  Tax law in no way restricts your right to dispose of your wealth; it only lays down the tax consequences if you exceed certain limits.

Finally, my favourite is the client who comes to me and says, “ my mate down the pub says that I can claim this as an expense.”   Anything I say to the contrary is met with scepticism from the client, who is still prepared to believe someone who is, say, a plumber rather than me.  Still, I suppose it is only human nature to believe what you would like to be true.
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