
Dividend Tax Update

The Chancellor’s summer Budget proposed wholesale changes to the way dividends are taxed. Just over a month has 
passed since the announcement and much anticipated further guidance is starting to emerge out of the Treasury.

As we reported in our Budget summary, the longstanding and rather confusing 10% notional tax credits attached to dividends is to 
disappear from 5 April 2016. This will be replaced by a £5,000 dividend tax “allowance”. Increased tax rates will then apply:

What we now know

What we didn’t know at the time of the Budget was precisely how the £5,000 dividend allowance would work and how this would 
interact with the existing personal allowance and tax bands. Recent guidance clears this up. Unsurprisingly the £5,000 “allowance” is 
not an allowance at all; it’s a £5,000 zero rate of tax which applies irrespective of the tax bracket the dividend would otherwise fall into.

So, what does this matter? Zero rating the first £5,000 of dividends results in reduced basic and/or high rate bands. This differs 
from taking the first £5,000 of dividend income out of the equation altogether.

A quick example

Let’s take a business owner who takes a small salary up to their personal allowance, £11,000 in 2016/17. A further £36,000 is paid as a dividend.
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Rates from April 2016 Existing (effective) rates

Basic rate tax payer 7.5% 0%

Higher rate tax payer 32.5% 25%

Additional rate tax payer 38.1% 30.6%

Under the old regime Under the new regime

Income Tax due Income Tax due

Salary 11,000 11,000

Dividend 36,000 36,000

Notional tax credit 4,000 n/a

Taxable income 51,000 47,000

Personal allowance
(11,000)

40,000

(11,000)

36,000
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The winners and losers

Tax payers with small amounts of dividend income will clearly benefit from the £5,000 dividend allowance.

Recipients of child benefit with income around the £50,000 mark will also benefit, as the notional tax credit on dividends will no 
longer push income above the £50,000 threshold at which point child benefit is clawed back. A similar benefit will arise for those with 
predominantly dividend income just below the £100,000 limit after which the personal allowance is reduced.

Most owner-managed businesses with a typical low salary/high dividend remuneration policy will lose out. As illustrated above the 
additional tax cost is substantial.

Are dividends still tax efficient?

Generally dividends remain more tax efficient than salaries, but specific planning should be undertaken. Businesses thinking of 
incorporating should also update their calculations, as the significant tax saving previously achieved will substantially reduce  
going forward.

Ultimately this change is aimed at remedying the imbalance in the tax system between tax on dividends and tax/national insurance 
on earnings. It is likely to be a case of damage limitation, reviewing remuneration policies and planning ahead for increased self-
assessment bills at 31 January 2018.

The Chancellor did announce a phased reduction in corporation tax to 18%, but not until 2020. Even so this represents a 2% rate 
saving, which will come of little comfort to most owner-managers facing significantly greater personal tax bills

How can we help?

Our experts at Smailes Goldie would be delighted to give you further guidance on the above. We can produce calculations of how this 
will affect you going forward and how best to restructure your remuneration policy. For more information on how we can help, please 
contact us.

Under the old regime Under the new regime

Income Tax due Income Tax due

Tax thereon:

Basic rate band - dividend n/a n/a 5,000 @ 0% 0.00

Basic rate band - remainder 32,000 @ 10% 3,200.00 27,000 @ 7.5% 2,025.00

Higher rate band 8,000 @ 32.5% 2,600.00 4,000 @ 32.5% 1,300.00

Notional tax credit (4,000.00) n/a

Total tax charge 1,800.00 3,325.00
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