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September 2006

N E W S E X T R A

Investment Bonds


Here is a fact which will surprise a lot of people: if you have ever put money into something called an “investment bond” or “stock market bond” or “unit-linked bond” or “guaranteed income bond” or any similar name, then what you have actually purchased is almost certainly a single-premium life assurance policy.  This article sets out how a life assurance policy can be used as an investment and the tax consequences.


First, for those unfamiliar with the idea of a single-premium life policy, I should explain that it is possible to have an insurance policy where cover is provided for a number of years in return for a single premium paid at the start, rather than regular monthly or annual premiums.  If you have ever taken out a mortgage where you borrowed more than the building society would normally lend on that type of property (say, 95% instead of 90%) then they almost certainly charged you a mortgage indemnity premium.  That was the building society forcing you to pay the premium on an insurance policy in their favour, to cover what they perceive as the extra risk of you not repaying the mortgage.  When you put money into an investment bond, it is technically a premium for life cover for the term of the bond, although the sum assured will be not much more than the premium paid.


These investment bonds seem to have become very popular in recent years and are often recommended by financial advisers.  The insurance companies who issue them, however, seem to do their best to hide what they actually are, probably because they think that people would be reluctant to invest if they realised that they were buying life assurance.  Brochures explaining the investment bond will usually spend twenty pages praising it and showing how well it has performed in the past, then throw in a very small paragraph at the end, pointing out that it is actually a life assurance policy.


You are probably now intrigued as to why these types of investment are written as life assurance policies, when the amount payable on death will always be about the same as, or less than, the original amount invested as the single premium.  The answer, as it so often does, relates to the tax treatment.


Because governments have always thought that life assurance is a good thing, which everyone should have, it benefits from special exemptions in the taxes acts:

1. The insurance companies can invest the premiums paid by policyholders without paying any tax on the profits which they make.

2. The policyholder does not pay any tax on the proceeds of the policy when it pays out on maturity or on the death of the life assured.

3. The policyholder may make annual withdrawals of up to 5% of amounts previously paid into the policy, without incurring any tax liability (technically, each withdrawal is a partial surrender of the policy).


Insurance companies realised that, by exploiting exemptions 1 and 3 above, they could turn a life assurance policy into a form of investment, providing a tax-free income to the policyholder through the partial surrenders each year.  By calling it an “investment bond” and a “tax-free” investment, the companies could market a life assurance policy to customers without most of them ever understanding what it actually was.


The customer would just see the insurance company taking a lump sum as an investment (the single premium) paying “interest” on it each year (the partial surrenders), then returning a lump sum at the end of the term (the maturity of the policy).  The amount returned to the customer at the end of the term may, however, be less than the amount invested at the beginning.  That will happen where the income which the company is paying to the customer each year is more than it is earning by investing the money.  In these circumstances, the company will maintain the level of income guaranteed under the bond by, effectively, returning part of the capital invested.  This will erode the original investment so that there is less to repay to the policyholder at the end of the term.


The problem is that the income is not always as tax-free as the marketing claims, as these bonds often guarantee an annual rate of return which is more than the 5% which can be withdrawn tax-free each year as a partial surrender of the policy.  The excess is called a chargeable gain on a life policy, but is actually treated as income rather than a capital gain.  Cashing the whole of the investment bond early will also produce a chargeable gain.  The way in which it is calculated means that, in some circumstances, the chargeable gain will be almost all of the money received.  Policyholders are understandably annoyed when they discover that withdrawing an investment can be regarded as income.


When a chargeable gain arises, the insurance company will issue a chargeable event certificate, showing the amount of the gain and 20% notional tax deemed to have already been paid.  It is important to stress that this 20% tax is notional, meaning that it has not actually been paid by the insurance company, so a policyholder who is a non-taxpayer cannot reclaim it.  There are then two circumstances in which the policyholder will pay additional tax as a result of the chargeable gain:

1. Anyone liable to higher-rate tax, currently 40%, will have to pay an extra 20% on the chargeable gain.

2. For someone over 65, the chargeable gain may reduce entitlement to age allowance, because it counts as income.  The additional tax payable as a result of losing all or part of the age allowance would currently be a maximum of 11% of the chargeable gain.


Another point to make about these chargeable gains is that they are always deemed to occur on the anniversary of the policy, not when the withdrawal was actually made.  Thus, if a withdrawal is made in September 2006 and the next policy anniversary is July 2007, the gain is taxable in 2007/08, although the income was actually received in 2006/07.

Finally, it is not possible to avoid disclosing these gains on a tax return, because the insurance company is required to notify the Revenue as well as the policyholder.
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