Section 5

The main financial services advice areas

5.1 Budgeting

This will underpin all other forms of financial planning as this reflects the need to have sufficient funds to purchase necessities of daily living. This will also determine how much can be spent on certain items, eg capital purchases, leisure etc.
The adviser must ensure that they do not put pressure on the client's current and future income when selling products that are paid out of income.

5.2 Protection

Not possible to avoid all the dangers although it is possible to take precautions against the impact of risk.
Many people make little or no provision and sometimes this is due to:
•    the fact that they are unaware of the risk and the implications that this can cause; or
•    perhaps they cannot afford to provide the cover

5.2.1    Family protection
It is the income that determines the standard of living rather than any savings that may have been accumulated.

A loss in this income will have a considerable affect on the family financial situation. State benefits are available but they do no more than sustain a very basic lifestyle.

Death of a breadwinner may mean that the dependants may not be able to afford to make the loan repayments.
If the loan is not serviced then this will have sever consequences:
•    the goods or property that was bought with the loan may be repossessed. In the worst case, that of a mortgage, the family could lose their home and have to buy a less expensive one or even move into rented accommodation;
•    the bad debt may be recorded on a credit register, which may make it more difficult to obtain credit in the future.

The problem can be tackled in two ways:
•    by the provision of a monthly income equal to the amount of the loan repayment, for a period up to the end of the loan term. One disadvantage of this is that the repayment amounts — or the term of the loan - may increase if interest rates change;
•    by the provision of a lump sum to pay off the outstanding loan capital. This is the most common method for mortgages.

5.2.1.2 Losses due to sickness

The adverse consequences that apply to death can also apply to the need to protect against long-term illness and this may fall into a number of categories:
Protection needs can fall into the following categories:

•    an income to replace lost income;
•    an income to pay the cost of a replacement, which will carry out the tasks previously carried out by the person who has become ill;
•    an income to pay for continuing medical attention;
•    a lump sum to pay for medical treatment;
•    a lump sum to pay for enforced changes to environment or lifestyle.
There will be a need to protect the dependent spouse.
There are a number of factors that need to be taken into consideration in respect of the amount and type of cover required:
•    the ability of the insured person to adapt to other types of work;
•    the extent to which an employer might continue to pay salary during an illness;
•    the number and ages of children and other dependants;
•    the availability of help from family and friends;
•    the nature and amounts of state benefits available.

5.2.1.3 Losses due to unemployment

These are similar to those caused by illness however they are more difficult for the insurers to predict and therefore it is much more difficult to gain a standalone insurance policy that will cover this area.

5.2.2 Business protection

5.2.2.1    Death of a key employee
The death of a key employee could have an effect on the profits of the company and the company could cover this by key person insurance.

The key person could be one or more of the following:
• Managing director;
• Research scientist;
• Skilled engineer;
• Salesperson.
The amount of cover can be difficult to and a simple method is: multiply the key person's salary by a factor of 5 or 10.
The type of policy will depend on the circumstances but a term assurance can be used and the term could be set to:
• retirement; or
• until the end of the contract; or
• a particular project end date.
The policy will be taken out by the company on the life of the key person.
If the policy is taken out for five years or less then the premiums may be allowed as a business expense and if this is the case then the policy proceeds will be treated as a business receipt and therefore subject to corporation tax.

5.2.2.2 Death of a business partner

The Partnership Act 1890 states 'the relationship that exists between persons carrying on a business in common with a view to profit1.
In the event of the death of a partner the beneficiaries of the estate may wish to withdraw the deceased's share of the partnership value and this could create problems for the remaining partners as they would need to realise cash to make this payment.

There is a need to insure against the death of each individual partner in the event of death.
There are three main types of scheme:

5.2.2,2.1    The automatic accrual method.

Deceased share automatically divided amongst the other partners and
a life policy should be in place, written in trust, for the benefit of the deceased's family

5.2.2.2.2 The buy and sell method

•    all the partners enter into an agreement;
•    the agreement states that on the death of a partner the executor are legally obliged to sell the deceased's partners share of the business to the partnership;
•    life policies must be written on an own life basis written in trust for the benefit of the other partner(s);
•    there is a potential IHT implication as there is a legal obligation to buy and there is no business relief available.

5.2.2.2.3 The cross option method

•    an agreement, which states that the deceased's estate, has the option to sell the business share within a specified period;
•    the remaining parties have the option to buy;
•    once either party selects the option it is binding on the other;
•    as this is an option business relief is available.

5.2.2.3 Death of a small business shareholder

This is where a private limited company is set up with a small number of shareholders, usually family, and the same scheme as for partnership protection can be used to buy the shares of the deceased.

5.2.2.4 Sickness of an employee

If the sickness stops the key employee working then this can have an impact on the profits. The company may need funds to pay the salary of a replacement that can supply the skills lost.

5.2.2.5   Sickness of a business partner
If one partner falls ill then they may be able to continue to draw an income for a short period of time. How long this can continue will depend on the partnership.

There will be a need to provide income replacement for the partner.
There may be a need for the remaining partners to buy out the share of the partner if he/she remains ill and unable to work. This can be achieved by a plan that can provide a lump sum benefits on the diagnosis of a serious illness.

5.2.2.5 Sickness of a self employed sole trader

There will be no benefits from the employer and there is a strong possibility that business will be lost to competitors.

5.3 Borrowing

House purchase is the largest transaction that people normally undertake and to fund the price of a house out of their own capital is difficult. Most people will require a loan to achieve their aims and the consequences of making a mistake in deciding which loan to take can be serious choosing the:

• wrong lender;
• wrong interest rate scheme;
• wrong repayment method;
• wrong investment product to repay the mortgage.

The client will need good advice and what constitutes good advice will depend on a variety of factors:
•    term; and
•    tax situation of the borrower.

Failing to protect the loan in the events of accident & sickness and also the impact of death can leave the family destitute or leading to the family having to leave the home.

5.4 Investment and saving

There are two main reasons why people invest:
•    to provide an income either now or in the future; or
•    to provide a capital sum.

The purposes of needing income or capital include:

• short-term emergencies ('rainy-day funds')
• specific purchases;
• education fees;
• gifts to children;
• buying a business;
• loan repayment;
• retirement.

The clients need may change during the course of a life time and these can be categorised as:

• regular savings or lump sum;
• level of risk;
• accessibility;
• taxation.
5.4.1 The effect of inflation

The impact of inflation on both savings and investments can affect the purchasing power of the amount saved or invested.

The client and adviser will have to consider this when investing to ensure that the investments can grow in real terms, eg a rate of return in excess of the inflation rate. In the long-term equity based investments have proved most likely to offer this.

Real rate of return; interest/growth rate less the rate of inflation.

Low inflation and low interest rates tend to go together and people do not adjust their thinking to allow for the effect of inflation:

•    savers feel that the low interest rates currently paid on savings are a poor return for their money;
•    borrowers feel that they are gaining from lower monthly repayments which have resulted from interest rate falls.

5.5 Retirement planning

This is one of the great difficulties that the government is facing especially with the changes in the demographic structure and the social environment. There is also a belief that 'the state will provide'.

The basic state pension was designed to replace a quarter of the national average earnings level and many people have made no additional provision especially those in low incomes.
The reason why they have taken no action may be due to the fact that they are financially unsophisticated and probably unaware of the products:

•    Stakeholder pensions; or
•    Free standing additional voluntary contributions.

Even when aware no action may be taken due to:

• more pressing demands for income; or
• put off by high charges; or
• pensions mis-selling.
Stakeholder pensions were introduced to target people in the income range of £9,000 to £20,000. This also introduced a number of features including low charges and low contribution levels.

There has been a small take up and the main reasons:
Maximum charge provider takes is 1% of the fund; this discourages the provider from undertaking the necessary marketing and also prevents paying realistic commissions.

5.6 Estate Planning

This is a tax levied on the deceased estate at 40% over the nil band rate; £263,000. There are two approaches to minimise the impact of IHT:

•    avoid having to pay the tax: and
•    provision for paying the tax when due.

To avoid paying the client can reduce the value of the estate to below the nil band threshold by:
• using various exemptions;
• making potentially exempt transfers (PET); and
• placing assets in trust.

Couples are normally advised to equalise their estates and what this means is that they each own half of the value of the estate which will enable each spouse's nil band rate to be used.

If avoidance cannot take place then a life assurance policy can be used to cover the anticipated inheritance tax bill. A whole of life plan is appropriate and if this relates to a married couple then this should be written on a joint life second death basis as no tax would be due if the estate of the first to die is left to the surviving spouse. The policy should be written in trust to ensure that the proceeds do not form part of the estate, for the benefit of the beneficiaries of the will.
A vital part of estate planning is the need to make a valid will.

5.7 Tax Planning

When recommending a product consideration should be given to the impact of tax on the client although this should be taken into consideration with other features of the product.

Complex tax planning should be left to the specialists although it is important that advisers do have an understanding in order to choose appropriate products based on the clients current tax situation:
•    clients should normally consider the use of ISAs and friendly society policies to maximise the advantage of tax-free income or growth;
•    clients who expect to exceed their annual capital gains tax allowance might consider investments that are CGT-free, such as gilt-edged stocks.
There are some products where the fund has been taxed and a non tax payer is unable to reclaim any tax, eg endowment policy where gains made are taxed at 20%.

5.8 Regular reviews

Clients circumstances can change and there will be a need to review, eg births, marriages, deaths, etc.

There is s need to make policies as flexible as possible to accommodate any future changes.
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