Unit 1    Introduction to financial services environment and products

Section 1: The UK financial services industry

1.1    The functions of the financial services industry

Money is often taken for granted in society today as in earlier time the process of bartering was used for swapping goods and services. In the present day this would be virtually impossible to match the people with what they can supply and what they needed to borrow.

Money has been developed as this will be accepted in exchange for any product or service. Money has two important functions:

•    medium of exchange; and
•    a unit of account.

To be acceptable as a medium of exchange it must be:

•    sufficient in quantity;
•    generally acceptable to all parties in all transactions;
•    divisible into small units, so that transactions of all sizes can be precisely carried out;
•    portable.

Money also acts as a store of value in that it can be saved a used for future transactions. It must ensure that it retains its exchange value or purchasing power however inflation can affect this function.

Money can be held in:
•    notes and  coin  (cash) which are  legal tender and are backed  by the    government; and
•    amounts held in current accounts, deposit accounts and other forms of investments.
Financial services industry exists to facilitate the use of money and they provide this be offering:
• convenience (current accounts);
• achieving difficult objectives (mortgages);
• protection from risk (insurance).

1.1.1 Intermediation

In the economy there will be:
•    surplus sector - individuals and firms that are cash rich in that they own more liquid funds than they wish to currently spend;
•    deficit sector - individuals and firms who own less liquid funds than they wish to currently spend. They are prepared to pay money to anyone who will lend to them.

A financial intermediary is:

•    an institution that borrows money from the surplus sector and lends it to the deficit sector;
•    paying lower interest to the surplus sector; and
•    charging higher interest to the deficit sector;
•    the difference between the two rates is the profit margin of the intermediary.

In some cases there is no need for a financial intermediary and when this happens this is known as disintermediation, eg a company raises funds directly from the general public by issuing shares.

The services of the intermediary are required in respect of:

•    geographic location - lenders and borrowers locating each other;
•    aggregation - amount of money available to both parties;
•    maturity transformation - the time limits applicable to both borrower and lender;
•    risk transformation - this risk of default to both parties.

1.1.2 Risk management

Individuals get together to contribute to a fund for which the losses of the few are covered.

1.1.3 Product sales intermediaries

Bringing product providers and potential clients together:
• Financial advisers;
• Insurance brokers; and
• Mortgage advisers.

1.2 Financial institutions

Prior   to   the   1980s   there   where   defined   boundaries   between   the   different organisations:

• Banks;
• Wholesale banks;
• Life assurance companies;
• General insurance;
• Composite insurance - offering both life and general insurance;
• Investment companies

Distinctions since the 1980s are more blurred, eg bancassurance.

1.2.1 The Bank of England

The Bank of England was founded in 1694 and developed a relationship with the Crown and Parliament.

In 1946 the Bank of England was nationalised and became the UK's central bank. As a central bank it acts as banker and adviser to the government, supervises the economy, regulates the supply of money and manages the country's reserves of gold and foreign currency.

The Bank of England has a number of important roles:

•    Issuer of banknotes: the Bank of England is the central note-issuing authority, and is charged with the duty of ensuring that an adequate supply of notes is in circulation.

•    Banker to the government: the government's own account is held at the Bank of England. The Bank provides finance to cover any deficit by making an automatic loan to the government. One way of raising funds to finance the government's spending is through gilt-edged securities. If there is a surplus, the Bank may lend it out as part of its general debt management policy.

•    Banker to the banks: all the major banks have accounts with the Bank of England, for depositing or obtaining cash, settling clearing, and other transactions. In this capacity the Bank can wield considerable influence over the rates of interest in various money markets, by changing the rate of interest it charges to banks that borrow or the rate it gives to banks that deposit.

•    Adviser to the government: the Bank of England, having built up a specialised knowledge of the UK economy over many years, is able to advise the government and help it to formulate its monetary policy. The Bank's role in this regard has been significantly enhanced since May 1997, with full responsibility for setting interest rates in the UK having been given to the Bank's Monetary Policy Committee (MPC). This committee meets once a month and its mandate in setting the base rate is to ensure that the government's inflation targets are met.

•    Foreign exchange market: the Bank of England manages the UK's official reserves of gold and foreign currencies on behalf of the Treasury.

•    Lender of last resort: the Bank of England traditionally makes funds available when the banking system is short of liquidity, in order to maintain confidence in the system.

They where responsible for managing new issues of gilt edged securities however this has now been passed to the Debt Management Office within the Treasury. There should be no conflict of interest in respect of the setting of interest rate.

Gilts are:
• loans to the government;
• the loans are in different terms, eg rates
• a varied period, eg redemption dates, some have no redemption date;
• the government backs both the income and redemption amount.
Since June 1998 The Bank of England is no longer responsible for the supervision and regulation of the banks as this has been passed to the Financial Services Authority.

1.2.2 Proprietary and mutual organizations

•    Proprietary - limited companies that are owned by the shareholders. The shareholders have the right to share in the profits of the company via dividends. They can also vote at the shareholders meetings.

•    Mutual - this is not a company and they do not have any shareholders, eg building societies. The members determine how the organisation is managed through general meetings.

Building Societies Act 1986

This allowed the building societies to demutualise, eg they can convert to banks and become proprietary companies. Shares would then be issued to the existing members and this created a term of:

•    carpetbagging - opening an account at a society that is believed to be going to convert, purely to obtain the allocation of shares.
Some life assurance companies have also demutualised, eg Norwich Union.

1.2.3 Retail and wholesale

The main distinction in respect of transactions is that of size:

  wholesale transactions - are generally much larger than retail ones and
generally relate to large companies; 

  retail services - are offered to individuals and small businesses.

Retail banking - primary concern is to provide services for personal and corporate customers and they have an extensive branch network.

Wholesale banking - they raise money through the wholesale money markets in which financial institutions and other large companies buy and sell financial assets. This activity is normally undertaken by finance houses and retail banks, eg interbank market.

The rate of interest charged on the interbank market is known as London Inter Bank Offered Rate (LIBOR) and this rate is fixed daily and can vary in maturity from overnight to up to one year.

Building societies are now permitted to raise funds on the wholesale market up to 50% of their liabilities.

Other financial areas do not use the terms of retail and wholesale but the concepts are present:
•    some organisations are clearly based at the wholesale end of the market, notably the product providers such as life assurance companies and unit trust managers;
•    other organisations and individuals, such as insurance brokers and financial advisers, are purely retailers of the products and services offered by the providers;
•    product providers that sell direct to the public or through their own dedicated sales forces are in effect operating in both wholesale and retail capacities.

1.3 The role of government

1.3.1 The influence of the European Union

UK joined the European Union in 1973 although it remains outside the Eurozone of a single currency.
The financial services industry is influenced by the European Union's policies and laws eg banking, investment, life assurance, general insurance, money laundering, data protection and many others.

European Parliament and the Council of Ministers share the power to adopt European laws and they often act on suggestions from the European Commission.

These laws can take the form of:

•    regulations have general application and are binding in their entirety and directly applicable in all member states (unless particular states have specific dispensation);
•    directives are binding, as to the result to be achieved, upon each member state to which they are addressed. In other words, the objectives of the Directive must be achieved within a specified timescale, typically two years, but the choice as to exactly how they are achieved is left to national authorities in each state.

1.3.2 Regulation in the UK

This is a five-tiered process:

First level: European legislation that impacts on the UK financial services industry and these will include regulations and directives.

Second level: Acts of Parliament and statutory instruments made pursuant to them, eg:

•    Banking Act 1987;
•    Building Societies Act 1997;
•    Financial Services and Markets Act 2000. 

Third level: Regulatory bodies, either statutory or voluntary, eg:

• Financial Services Authority;
• General Insurance Standards Council;
• Mortgage Code Compliance Board.

Fourth level: Policies and practices of financial institutions, and their internal regulatory departments, eg:

•    Compliance department of a life assurance company.

Fifth level: Arbitration schemes to which consumers' complaints can be referred, eg:
•    Financial Ombudsman Service.

1.3.3 Taxation

Governments use tax for:

•    raising revenue; and
•    controlling the money supply.

Changes in taxation may affect the market for financial services in two ways:
•    increased taxation - this will reduce the amount of money for investment or to fund loan repayments;

•    tightening of taxation regime for particular products might make them less attractive to investors, eg removal of the fund managers ability to reclaim the tax credit on dividends.

For investments there are two levels at which taxation can impact:

•    Fund managers can be taxed; and
•    Investor can be taxed.

1.3.3.1 Domiciled and residence
Resident

•    this affects income tax and capital gains tax;
•    if a person spends 183 or more days of the tax year in the UK, he is resident in the UK for income tax purposes;
•    if he visits the UK for periods averaging three months or more per year over four consecutive years, he will be treated as resident.

Ordinarily resident

•    a person who has been resident in the UK for many years but goes abroad for a full tax year will be regarded as ordinarily resident even for the year in which he is not resident.
A person who is resident and ordinary resident in the UK should be subject to UK income tax on his or her worldwide earned and unearned income. Capital gains tax will also be charged on realisation of gains anywhere in the world.
The UK has a double taxation agreement with many countries and this ensures that individuals are not taxed twice on the same income or gain.

Domicile

Domicile can be described as the country, which someone treats as their permanent home base, to which they would plan to return after every spell abroad.
•    for most people, their own domicile (called domicile of origin) is determined at birth as the domicile of their father (or mother if the parents are not married);
•    it is possible to change to a different domicile (called domicile of choice) by going to live in a different country with the intention of settling there permanently, and severing all connections with the domicile of origin.

Deemed domicile in the UK relates to people who, though not UK domiciled, have lived in the UK for at least 17 of the last 20 years.

How domicile affects inheritance tax:

•    if a person is domiciled (or deemed domiciled) in the UK at death, the estate on which IHT is charged includes all assets wherever in the world they are situated.
•    if not, IHT is charged only on assets situated in the UK.

1.3.3.2 Income tax

Income received during the tax or fiscal year and this runs from 6 April to the following 5 April. Tax will be due from individuals on their income from employment and also on interest, dividends and income received from investment.
There are certain types of investments that are exempt from income tax, eg cash ISAs.

All UK residents have a personal allowance and this is the income that can be received each tax year before income tax is charged.

• Under age 65   £4,745
• Age 65 – 74      £6,830
• Age 75+            £6,950

Married couple have an additional allowance where at least one spouse was born before 6 April 1935.

Tax payers are allowed to make certain deductions from their gross income before their tax liability is calculated and these include:
•    pensions contributions (within specified limits);
•    allowable expenses, such as costs incurred wholly in carrying out one's employment.

When all of the deductions have been made what remains is taxable income and this is the amount to which the appropriate bands will be applied to calculate the tax due:
• Starting rate 10%      £2,020
• Basic rate 22%          £2,021 to £31,400
• Higher rate 40%        £31,400+

Interest on building society and banks accounts will charge as follows: Tax deducted at source: 20%
•    Non tax payer Will be able to reclaim or sign R85 to have
income paid gross
•    Starting rate tax payer Will be able to reclaim
•    Basic rate tax payer No further liability
•    Higher rate tax payer An additional 20% to pay

Dividend income from shares will be received as follows:

 Tax deducted at source:             10%

•    Non tax payer                          Unable to reclaim
•    Starting rate tax payer             No further liability
•    Basic rate tax payer                 No further liability
•    Higher rate tax payer               An additional 22.5% to pay on the grossed up
                                                      dividend


Method of collect of income tax will depend on whether the person is:

 Employed:

•    employees pay income tax on the pay-as-you-earn (PAYE) system, under which the amount of tax due is calculated by their employers (using tables supplied by the Inland Revenue), deducted from their wages or salary, and passed on by their employers to the Inland Revenue;

•    in order to deduct the right amount of tax, the employer is supplied with a tax code number for each employee; the tax code is related to the amount of 'free' pay for the employee, including allowances and exemptions and adjustments for fringe benefits and for amounts overpaid or underpaid from previous years. The code represents 1/10 of the total amount of 'tax-free' income, rounded to the nearest ten;

•    the tax code and is followed by a letter indicating the taxpayer's status:
the most common letters are:
      •    L, P and Y, indicating a tax code that includes the full personal allowance for persons aged up to 65, from 65 to 75, and over 75, respectively.

Self Employed


•    self-employed persons (including partners in a business partnership) pay income tax directly to the Inland Revenue on the basis of a declaration of net profits calculated from their accounts;

•    Net profits for a self-employed person are broadly the equivalent of the gross income of an employee, ie they are the amount on which income tax is based. They are calculated by taking the total turnover of the business and deducting allowable business expenses and capital allowances;

•    under the current self-assessment rules, taxpayers are expected to calculate their own liability and submit their figures to the tax authorities for approval (although tax-payers who submit their returns promptly can ask the Inland Revenue to do the calculation for them);

•    many self-employed people engage an accountant to prepare their accounts for them and to deal with the Inland Revenue on their behalf.

Self assessment rules mean that tax payers are expected to calculate their own liability and submit their figures to the tax authorities for approval.

If individuals ensure that their tax return is with the Inland Revenue by the end of September following the end of the tax year then the Inland Revenue will calculate the tax for them.

Every source of income is divided into schedules and these are:
	Schedule
	Case
	Source of income

	A
	
	Income from land and property in the UK

	D
	I
	Profits or gains from a trade carried on in the UK

	
	II
	Profits or gains from a profession or vocation

	
	III
	Interest, annual payments and annuities

	
	IV
	Income from securities outside the UK

	
	V
	Overseas income from possessions and business but not employment

	
	VI
	Any profits or gains not taxed under other cases or schedules

	E
	
	Wages and salaries from employment or directorships:

	
	I
	Employee is resident in the UK and works in the UK

	
	II
	Employee is non-resident but works in the UK

	
	III
	Employee is resident in the UK and works abroad, but salary is sent to the UK

	F
	
	Dividends and other distributions from UK companies


1.3.3.2.1 Calculation of income tax liability

Four basic steps in calculating an individual's income tax bill:

1.   Ascertain the total income for the tax year:
      • Earned and unearned.
      • Include gratuities, bonuses, benefits in kind, commission.
      • Include all investment income even if it has been taxed at source.

2.      Deduct any allowances.
eg professional subscriptions.

3.      Deduct the appropriate reliefs or personal allowances, eg personal allowance, married couples allowance*. Use 'age allowances' if over 65.

*since the married couples allowance attracts relief at only 10%, it is simpler to deal with it separately at the end of the tax calculation.

The resulting figure is known as Taxable Income, ie income after allowances and relief that will be subject to taxation

4.      The remaining income is taxable.
Apply the current tax rates and bands.
Remember - some investment income may already have been taxed at 20%.
Note:
Allowable allowances are:

•    Schedule D:   Expenses that are wholly and exclusively for the purpose of trade.
•    Schedule E:   Expenses that are wholly, exclusively and necessary for the
occupation.

Refer to your study text for a worked example.

1.3.3.3 National Insurance

National Insurance contributions are never levied on investment income or on pensions.
There are four categories of National Insurance Contribution (NICs):

•    Class 1 Employees and employer's contributions
•    Class 2 Self employed flat rate contributions
•    Class 3 Voluntary contributions
•    Class 4 Self employed profit related contributions

 Class 1 National Insurance Contributions:

Item                                                       Amount

Lower earnings limit            £ 79 per week
Upper earnings limit            £610 per week
Primary threshold                £91 per week

Primary: payable by employees with weekly earnings in excess of the primary threshold. A reduced rate is charged for earnings in excess of the upper earnings limit. Refer to your tax table for the percentages.

Secondary: payable by employers on employees with earnings in excess of the primary threshold and there is no with no upper earnings limit. Refer to your tax table for the percentages.
Contracted in/out: Both employees' and employers' Class 1 contributions are reduced if the employee is contracted out of the State Second Pension (S2P).

Lower earnings limit: although employees do not pay any Class 1 NICs on weekly earnings of £91 or less, entitlement to certain State benefits begins when earnings reach £79 per week and this is known as the Lower Earnings Limit.

Class 2 National Insurance Contributions:

Item                                                       Amount

Class 2 rate                                           £2.05 per week 
Class 2 small earnings exception          £4,215 per year

These are paid by the self-employed in addition to this Class 4 contributions may be payable.

Class 3 National Insurance Contributions:

Item                                                       Amount


Class 3 rate                                           £7.15 per week

Voluntary contributions, which can be made by persons not paying other contributions, !n order to maintain full rights to basic pension or to improve rights to certain state benefits.

Class 4 National Insurance contributions:

Item                                                       Amount


Class 4 lower profits limit                     £4,745 per year 

Class 4 upper profits limit                    £31,720 per year

In addition to Class 2 contributions the self-employed may pay an additional amount of National Insurance under Class 4.

There are two rates based on 8% between the lower and upper profits limit and any profit in excess of the upper profits limit will be charged at 1%.

1.3.3.4 Capital Gains Tax

This is payable on the net gain made on disposal of certain assets and the realisation of many financial assets, eg shares and unit trusts.

Capital gains tax is not payable when assets change hands as a result of death.

There are certain assets that are exempt from CGT:

• main private residence;
• ordinary private cars;
• goods and chattels worth less than £6,000;
• gifts to the nation;
• foreign currency for personal expenditure;
• government stocks (gilts);
• life policies (original owner only);
• national savings certificates and Save As You Earn Schemes;

• gambling winnings and Premium Bond winnings;
• PEPs and ISAs;
• compensation or damages for injury or other wrong.

Tax is payable on the net gains made in the tax year after deducting any losses which may have been incurred in the current or previous years.

Each individual has an annual allowance:
•    Exempt 0%         £8,200

The calculation of CGT is governed by some rules:

•    costs of purchase can be added to the purchase price, and selling costs can be deducted from the sale price;

•    the cost of improvements to an asset can be treated as part of its purchase price (but costs of maintenance and repair cannot);

•    capital gains made prior to 31 March 1982 are not taxed, so for an asset acquired before that date, its value on that date can be substituted for the actual purchase price;

•    the purchase price (or value at 31 March 1982, as appropriate) can also be increased in line with the increase in the retail price index (RPI) between the acquisition date (or March 1982) and April 1998. This benefit, known as indexation, is allowed because the government seeks to tax only those gains that are above and beyond the increase in an asset's value due to inflation.
•    when the amount of the gain has been calculated as described above, it is reduced on a sliding scale according to the length of time that the asset has been held. This is known as taper relief- not to be confused with tapering relief, which applies to inheritance tax. For personal assets, the sliding scale stays level for two years and then reduces by 5% per year down to a minimum of 60% for ten years. A different scale applies to business assets;

•    after applying taper relief, the annual CGT exemption allowance can be deducted to give the actual amount on which tax will be charged;

•    the tax to be charged on this amount is calculated by treating it as if it were an addition to the individual's income for that tax year, using the current income tax rates, except that for CGT purposes the basic rate is 20%.

Refer to your study text for a worked example.

1.3.3.5 Inheritance tax

Inheritance Tax is payable on:
•    certain 'transfers of value' made during a person's lifetime; or
•    on the value of the estate passing on death.

The tax charged is the amount of the estate that exceeds the nil band rate:

•    First £263.000        0%
•    Excess                   40%

Potentially exempt transfers

The value of the estate will not only take into consideration the amount of assets at the date of death but also any transfers that have been made within the last seven years prior to the date of death. These transfers are known as potentially exempt transfers:

•    they are not subject to tax at the time of transfer;
•    if the door survives for seven years then they become exempt and no tax is payable;
•    if the donor dies within the seven years tax becomes due, although tapering relief becomes available:

• First 3 years after gift         Full rate
• 4th year after gift                80% of rate
• 5th year after gift                60% of rate
• 6th year after gift                40% of rate
• 7th year after gift                20% of rate

Chargeable lifetime transfers

Some lifetime gifts, eg those to charities and certain trusts, are not PETs but chargeable lifetime transfers on which tax will become due immediately at a rate of 20%. The full rate becomes due if the donor dies within seven years.

There are a number of exemptions:

Spouse exemption
• there is no IHT liability on transfers between spouses, during lifetime or on death.

Small gifts exemption
•    Gifts of up to £250 p.a. per person to any number of recipients.
•    Not the first £250 of larger gifts.

Annual exemption
•    Gifts totaling £3,000 in any one year.
•    If not used, this exemption can be carried forward by one year but no further.

Gifts in consideration of marriage

These are exempt up to:
•    £5,000 from parents
•    £2,500 from grandparents
•    £1,000 from others
Normal expenditure

Regular gifts made out of income are normally exempt provided they do not affect the donor's standard of living.

Other exemptions include:

•    Gifts to charities and qualifying political parties.
•    Gifts for national and public purposes.

1.3.3.6   Value Added Tax

This is an indirect tax on the sale of most goods and the supply of most services.
There are three rates:
• Zero or nil rate;
• Standard rate 17.5%;
• Domestic fuel rate 5%.

Some goods and services are exempt form VAT, eg loans and insurance however the supply of financial advice is not and therefore those advisers that charge a fee for their service are subject to VAT.

There are certain items that are zero-rated:
• food, but not restaurant meals and hot takeaways;
• books and newspapers;
• young children's clothing and footwear;
• public transport services;
• prescriptions dispensed by a registered pharmacist;
• exported goods.

The current annual registration limit is £58,000 even if the goods/services they provide are currently zero-rated. Businesses with a turnover below the threshold may register if they wish.

These figures are reviewed annually in the budget.
Once registered it is a requirement to maintain records of all supplies made and received and to summarise VAT for each period covered by the VAT returns. VAT returns are normally completed quarterly.

Advantage of VAT registration

•    business expenses can be reclaimed. Disadvantages
•    goods and services are more expensive to customers; and
•    additional administration.

1.3.3.6 Stamp duty

Payable by the transfer and is a tax imposed on documents that reflect certain transactions.

The Stamp Office impresses stamps on the document to indicate the amount of stamp duty paid. Duty will not be imposed where the documents are entered into and kept outside the UK.

There are specific 'heads of charge' showing which types of transaction are dutiable and the main ones being documents for conveyances of property and stock transfer forms. There are many transactions, which are exempt.
The rate of stamp duty on securities is 1.5% of the market value for bearer instruments and 0.5% of market value for shares.

The rate of stamp duty on property depends on the purchase price:

• there is no stamp duty on purchases up to £60,000 (or £150,000 in certain designated disadvantaged areas);

• from £60,001 to £250,000 it is 1% on the whole purchase price;

• from £250,001 to £500,000 it is 3% on the whole purchase price;

• above £500,000 it is 4% on the whole purchase price.

From 30 November 2001, stamp duty exemption is available for the purchase of property in certain designated disadvantaged areas in the UK, and where the consideration, or premium for a lease, does not exceed £150,000.

1.3.4 Economic and monetary policy

•    Macroeconomics - is concerned with the study of the economy as a whole;

•    Microeconomics — is the study of individual markets within the economy and this could involve and concern individuals and firms:

• price stability;
• low unemployment;
• balance of payments equilibrium;
• satisfactory economic growth.

It is impossible to achieve all of the above at the same time however they seem to fall into two pairs:

The long term objectives of the UK government is to reduce inflation and to keep inflation at a steady rate which should then attain price stability which will lead to a long period of sustained economic growth.

The government measures inflation by the Consumer Price Index (CPI) and they have set an average annual rate of 2% with a divergence of 1% either side. The CPI replaced the Retail Price Index (RPI), and is similar to the Harmonised Index of Consumer Prices which Eurozone use.

The monetary authorities have a variety of instruments that they can use to ensure that they achieve their objectives and the main instrument is the rate of interest which is now set by the Bank of England's Monetary Policy Committee.
There are two major types of policy used by governments and they include:
•    monetary policy, which acts on the money supply and on interest rates;
•    fiscal policy, which acts on public sector spending, revenue and borrowing or saving.

1.3.4.1 Monetary policy

This has become the most important way of controlling the economy and this is based on the ideas of the monetarist school. They believe that inflation is caused by an independent increase in the money supply. They conclude that the governments can affect the growth of the money supply by the amount of credit creation, eg the amount of lending undertaken by the banks.
The use of interest rates can influence the amount of credit demanded by customers.
The Monetary Policy Committee meets every month and decides whether or not to change interest rates. The government retains the right to give instructions to the Bank of England regarding its monetary policy although this will be used in extreme circumstances.

1.3.4.2 Impact of interest rate changes

When the MPC changes the interest rate the other financial institutions follow suit eg banks and deposit takers.
The development of the wholesale market has made it possible for lenders to obtain large amounts of money at fixed rates which they can then lend on to other borrowers, eg via fixed rate mortgages.
In the UK fixed rate mortgages are relatively set at short term whereas the rest of Europe has longer term fixed rates. There is normally a penalty for repaying the mortgage in full or part during the fixed rate period. This penalty is to protect the lender.
Lenders normally charge an arrangement fee at the start of the mortgage for reserving sufficient funds at the fixed rate.

1.3.4.3 Fiscal policy

This is also known as budgetary policy and is the manipulation of the government spending, taxation and borrowing that affects the economy including the money supply.

Public sector - they have responsibility to provide certain services, eg education, healthcare and transport. To provide these services the government must raise funds from the private sector via direct and indirect taxes.
The public sector has a large budget and this needs to be managed and there are three general outcomes:

•    a balanced budget, the effect on the economy being neutral as the amount taken away in taxation is put back into public spending;
•    a budget surplus where the amount of money taken away is more than that put back; the effect is 'contraction' in terms of employment and deflationary in terms of the money supply;
•    a budget deficit where the amount of money put back is more than that taken out (the difference being the amount borrowed); the overall effect is expansionary in terms of employment and also inflationary in terms of the money supply.
If the government has a deficit then it must borrow to finance it and this can be expressed in two ways:

•    Public Sector Net Borrowing (PSNB), which is the sum of current public spending and net public investment, less total public revenues;

•    Public Sector Net Cash Requirement (PSNCR), which is the PSNB plus financing requirements arising from financial transactions (eg net asset sales, lending to the private sector and abroad). The PSNCR is a cash measure of the public sector's short-term net financing requirement.

Fiscal policy is directed towards maintaining sound public finances over a medium term. It also assists towards supporting monetary policy where possible.
There are two key fiscal rules:

•    the so-called golden rule: over the economic cycle, the government will borrow only to invest and not to fund current spending (there has been some speculation as to whether the Chancellor of the Exchequer will have to break this rule to fund current spending);
•    the sustainable investment rule: public sector net debt as a proportion of gross domestic product will be held over the economic cycle at a stable and prudent level.

The government outlines its fiscal policy in the annual budget statement normally in March. There is a Pre Budget report some three months prior to the budget that allows it to consult the public on specific policy initiatives.

The fiscal policy affects both macro and micro economics.

1.3.5 Welfare and benefits

State benefits can affect financial planning in two main ways:

•    the need for protection; and
•    entitlement to benefits.

There are a wide range of benefits and they are administered by The Department of Work and Pensions.

1.3.5.1 Support for those on low incomes.

There are two main benefits:
•    Working tax credit and
•    Income Support.

Income support is known as a gateway benefit as this will open up entitlement to other benefits, eg assistance with housing costs, dental treatment or school meals.

1.3.5.1.1 Working Tax Credit

Provides a guaranteed minimum income level for those over the age of 16 in paid work either employed or self employed and this extends to:

• single people;
• married couples; and
• those living together as if a married couple.

Basic element conditions include:

•    work for at least 16 hours per week;
•    paid for work;
•    expecting to work for at least 4 weeks;
•    are aged 16 or over and responsible for one child; or
•    are aged 16 and over and disabled; or
•    are aged 25 or over and work for less than 30 hours per week; or
•    are aged 50 or over and have recently started work having been in receipt of certain state benefits for 6 months.

The purpose is to make work pay for those on low income.

Self-employed claimants have their working tax credit paid direct to the bank.

1.3.5.1.2 Income Support

For those whose income is below a certain level, are aged at least 16 and:

•    are working for less than 16 hours per week; or
•    where a partner works for less than 24 hours per week.

The ranges of people who can claim are:
• aged 16 and over;
• age 60 and over (as part of Pension Credit);
• sick or disabled;
• looking after a disabled or elderly person;
• unemployed (must show they are available and looking for work);
• only to work part time.

National Insurance: entitlement is not dependent on having paid National Insurance contributions.

Means tested - savings:

•    Aged 60 and under reduced of savings over £3,000 and the claimant will be ineligible if savings exceed £8,000.
•    Aged over 60:   reduced if savings exceed £6,000 and ineligible if savings exceed £12,000
•    Residential care: reduced if savings exceed £10,000 and ineligible if savings in exceed £16,000.
Benefits payable: tax-free except for those who are signing on as unemployed.

1.3.5.1.3 Income Support Payments

The amount of income support will depend on a number of factors such as claimants:
• age;
• income; and
• savings levels and whether the claimant has a partner and/or children.
Payments are made of three parts:

•    Personal allowances - cover day-to-day living expenses of the claimant, partner and dependant children.

•    Premiums - people with extra needs, eg one-parent families.

•    Other additions - these may include mortgage interest and other housing costs not covered by Housing Benefit.

1.3.5.1.4 Jobseekers allowance (JSA)

For those who are:

• not working; or
• working less than 16 hours per week; and
• are actively seeking work.

Benefit paid for a maximum of six months after which the claimant can apply for Income Support.

There are two forms of Jobseekers Allowance:

•    Contribution based: depends on having paid sufficient Class  1   NICs.  No additional benefit is paid for dependants.

•    Income based, those who have paid insufficient Class 1 NICs. It gives additional benefits of:

• personal allowance for claimant and partner;
• premiums for those with special needs;
• other additions that need help with housing costs.

Means tested savings:

•    Aged 60 and under: reduced for those with savings over £3,000 and the claimant will be ineligible if savings exceed £8,000.

•    Aged over 60: reduced if savings exceed £6,000 and ineligible if savings in exceed £12,000

Benefits payable:

•    Contribution based: paid gross but is taxable;
•    Income based: is non-taxable.

Strict requirements:
•    capable of actively seeking work, and available for work (at least 40 hours per week);
•    they must be out of work or working less than 16 hours per week;
•    aged 18 and over but below pension age;
•    not in full time education;
•    they must sign a Jobseekers Agreement.

1.3.5.2 Support for people brining up children

Benefits fall into two categories:
•    payable during pregnancy; and
•    payable as the children are growing up.

1.3.5.2.1 Statutory Maternity Pay

Women who become pregnant whilst employed and they may be able to get Statutory Maternity Pay (SMP) from their employer.

To following are required to claim this benefit:

•    must have been with the existing employer for at least 26 weeks including the 15th week (this is known as the qualifying week) before the baby is due.
•    average earnings must be relevant for National Insurance purposes ie earning in excess of the lower earnings limit;
The benefit is payable for a maximum of 26 weeks:
•    earliest payment date is 11 weeks before the baby is due;
•    latest payment date is when the baby is born;
•    two rates of payment:
first six weeks - 90% of average earnings; remaining weeks - flat rate;
•    paid by the employers.

Benefits: are taxable

1.3.5.2.2 Maternity allowance

For those working mothers who are unable to claim SMP, eg self-employed or recent job changers.
This is a flat rate benefits that is paid direct by the Department of Work and Pensions.
Benefits: tax-free.

To be eligible then:

•    employment test - employed or self employed for at least 26 weeks (these need not be consecutive) out of the last 66 week period running up to and including the week before the baby is due;
•    earnings test — earning an average of at least £30 per week;
•    not entitled to SMP
•    The benefit is payable for a maximum of 26 weeks:
•    earliest payment date is 11 weeks before the baby is due;
•    latest payment date is when the baby is born.

1.3.5.2.3 Child Benefit

Available to parents and others responsible for brining up a child:
•    for each child under the age of 16 or
•    can continue up to age 18 if the child is in full time education.

This is paid in addition to Child Tax Credit. There are two rates a higher amount for the first child and a lower rate for each other child.
Benefit: tax-free
Means tested: no.
National insurance: not based on paying sufficient National Insurance contributions.

1.3.5.2.4 Child Tax Credit

For those families with at least one child under the age of 16 living with them. Available to married, unmarried and to single parents.

Paid direct to the person who is responsible for caring for at least one child or a qualifying young person.

Payment is made until the 1 September following the child's 16th birthday or up to the 18th birthday if the child is:
•    in full time education; or
•    has left full time education but does not have a job and has registered with the Careers Service and is:
         • not claiming Income Support or any tax credit;
         • not serving a custodial sentence of four months or more.

There are two elements;

•    Family element - paid to the family responsible for at least one child.
•    Child element - paid for each child that the claimant is responsible for. A child under the age of one receives a higher rate (Baby rate).

Additional elements may be payable including: Additional Disability and Severe Disability.
No Child Tax Credit is payable if income exceed a certain upper level. The benefit is paid as an income.

1.3.5.3 Support for those who are ill or disabled.

1.3.5.3.1 Statutory Sick Pay (SSP)

Employees who are off work due to sickness or disability for four days or more. Employers pay the employee and reclaim from the DWP.
•    SSP is paid for a maximum of up to 28 weeks per claim (spells of sickness with less than 8 weeks between them counts as one claim);
•    the employee's wage must be above the lower earnings threshold;
•    after 28 weeks may be able to claim short-term incapacity benefit.

Benefits: are taxable.

1.3.5.3.2   Incapacity Benefit
People who are unable to work due to illness or disability after a 4 day period. It can be claimed by those who cannot get SSP because:

• they are self employed; or
• they cannot get SSP from their employer; or
• the SSP payment period has expired.

There are three rates:

•    Short-term lower rate - payable for up to 28 weeks for those who cannot claim SSP

•    Short-term higher rate - payable from weeks 29 to 52.

•    Long-term rate - for those who are still sick after 1 year. Terminally ill people can claim this rate after 28 weeks.

National Insurance: based on paying sufficient Class 1 or Class 2 National Insurance contributions.
Benefits: lower rate is not subject to tax but the other two rates are taxable. 

Eligibility is based on two types of assessment:

•    First 28 weeks - the ability to carry out their own occupation provided by certificates from their own doctor;
•    After 28 weeks - all work test to assess the claimant's general ability to work.

1.3.5.3.2 Attendance Allowance

Those aged 65 and over who need help with personal care as result of sickness or disability. They need to have required help for at least six months and will continue to need assistance.

Two rates:
•    Lower rate - people who need help either day or night;
•    Higher rate - people who need care both day and night.

National Insurance: not based on paying sufficient National Insurance contributions. Means tested: not tested on either income or savings.

1.3.5.3.3 Disability Living Allowance (DLA)

Those who need help with personal care and/or help getting around. Only available for those whose disability commenced before age 65 but once granted can continue.

They must:
•    have needed help for a qualifying period of 3 months: and
•    must be expected to need help for another 6 months (this qualifying period is waived for those who are not expected to live for 6 months).

There are two components:
•    Care component - this is determined by the ability to carry out certain daily tasks, eg washing, dressing, using the toilet or cooking a meal.
•    Mobility component - this is determined by the person's difficulty level in walking or who cannot walk.

Benefits: tax-free.

1.3.5.3.4 Carer's Allowance

Formally known as Invalid Care Allowance

Those who are caring for a severely disabled person (the patient does not have to be a relative). Need to meet the following criteria:

•    The carer must.
•    aged between 16 and 65;
•    spend at least 35 hours per week as a carer;
•    be earning no more than a certain amount per week;
•    not in full time education.

•    The person being cared for must:
•    be receiving Disability Living Allowance or Attendance Allowance or Constant Attendance Allowance;
•    not be hospital or in residential care.
Benefits: tax-free.
National Insurance: not based on paying sufficient National Insurance contributions.

1.3.5.4 Support for people in hospital or receiving residential/nursing care

Hospital

Some of the needs will be met by the National Health Service and therefore the benefits may be reduced or suspended during the time in hospital.

Residential care or nursing home
This may be provided by the local authority or by private sector. For either, income support may be available provided that savings do not exceed £16,000.

1.3.5.5 Support for people in retirement

1.3.5.5.1 Basic pension

Taxable benefits for people reaching state retirement age that is:
•    65 men;
•    60 for women - by 2020 this will be equalised at age 65.

To receive maximum benefits will depend on:

•    individuals must have paid National Insurance contributions for at least 90% of their working lives;
•    entitlement is not affected by continuing to work after pension age;
•    basic pension is the same for men and women who have paid their own National Insurance contributions.

1.3.5.5.2 Additional State Pensions

This may take the form of:
• Graduated Pension Scheme;
• State Earnings Related Pension Scheme;
• State Second Pension.

1.3.5.5.3 Pension Credit

Introduced in October 2003 with the aim to increase the income of many older people.
It is made up of two parts:

•    Guaranteed credit - people aged 60 or over and it replaced the Minimum Income Guarantee. It brings the income up to a minimum guaranteed level. There are two levels of payment and can be increased for those who are disabled people, carers and homeowners with certain costs.

•    Savings credit - people over the age of 65 and are designed to give extra income to those who have made some form of saving.
Means tested: income and savings. Savings under £6,000 are ignored.
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