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AF5 July 2020 Final notes 

Let’s start by summrisng the key elements of the fact find 

• Tim and Kathy Finch are both 61 and have both permanently ceased work following

an unspecified accident to Kathy.

• The accident has left her with mobility issues and is unlikely to work again.

• She will receive £100,000 in compensation in a few weeks time

• Whilst they have no liabilities they have a serious income problem. Classic case of

“capital rich income poor”

• Excluding their home they have £829,000 of assets generating £11,247, a return of

1.35%

• Tim has a SIPP with a fund value of £670,000 and Kathy £575,000. These seem to have

been transferred from previous schemes

• Their current outgoings are just over £50,000 a year although this probably reflects

their pre-retirement earnings. The case study states they have been dipping into their

savings so cash must be haemorrhaging away.

• Unless they take some immediate action they will exhaust their cash and have to start

dipping into other assets

Potential Objectives 

Nothing will have changed in the fact find you get in the exam. It will, however, give you some 

specific objectives. These are likely to be: 

The dates show when a similar objective was given in a previous exam 

Immediate 

• How best to invest the compensation that Kathy will receive.

• To review the suitability of their investments (Oct 19, April 19, Oct 18)

Longer term 

• To generate a regular and sustainable income from their pension plans (April 19, Oct

18)

• To ensure as much of their estate as possible is passed on to their family following

second death (April 19, Oct 18, April 18)

• To set up a regular savings plan for their grandchildren (April 18)
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They will probably not be written exactly like that and there may even be an objective that I 

haven’t spotted but don’t panic if that happens, the important thing is that you can apply the 

information from these notes to that objective. 

 

How to invest the compensation that Kathy will receive 
 

Potential questions could include: 

 

• Identifying additional information you need to advise how this money should be used. 

• Explain to Kathy what welfare benefits she might be entitled to 

• The drawbacks of keeping this money in a deposit account as indicated in the fact find. 

• Whether it would be useful to set up a Vulnerable Persons Trust 

 

Additional information 

 

The “additional information” question is a standard one for this exam. It is asking you to list 

what you need to find out before you could give advice. Obviously information given in the 

fact find won’t get a mark. You should only include questions that get “hard” facts, not 

questions such as “have you ever thought about…..? 

 

• How much of this money is to be used on mobility aids or modifications to the house? 

• What is the prognosis of your injury? 

• Are the any specific continuing costs that she may incur? 

• Will she need continuing medical treatment (physiotherapy)? 

• Will this be paid for by her PMI? 

• Do they want to keep this money separate from their other assets? 

• Does Kathy have the same ATR for this as her other assets? 

• Have you applied for any social security benefits? 

 

Social Security Benefits 

 

Kathy might qualify for Personal Independence Payment (PIP) and Industrial Injuries Benefit 

 

To qualify for PIP she must  

 

• Have had difficulties with daily living or getting around for 3 months 

• And expect these conditions to apply for 9 months 

• There does not seem to be any income/capital test 

• Her eligibility would be tested by an independent medical professional 

 

PIP has two components; a Daily Living Allowance and a Mobility Allowance 
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She would qualify for DLA if she was unable to wash, feed, dress herself without having 

somebody help her do this so she probably only qualifies for the mobility part. Here is a link 

to the .Gov website. 

 
https://www.gov.uk/pip 

 

Industrial Injuries Disablement Benefit 

 

This is a weekly payment that Kathy might qualify for as it is not means tested 

 

https://www.gov.uk/industrial-injuries-disablement-benefit 

 

• Tim would not get the carer’s allowance unless she qualifies under the daily living test 

(link below for more details) 

• She wouldn’t qualify for Universal Credit as they have savings of over £16,000 

 
https://www.carersuk.org/images/Factsheets/2020-21_factsheets/Carers_Allowance_2020-

21_April.pdf 

 

Vulnerable Person’s Trust 

 

If Kathy qualifies for PIP she could also be eligible for a VP trust. 

 

• This could be an IIP or Discretionary Trust which gives special tax benefits 

• She would make a VP election. 

• Initial transfer would be a PET rather than a CLT but only relevant if this was above the 

NRB 

• Similar issues that they would be exempt from periodic/exit charges 

• Tax paid to the beneficiary under VP are treated as the person’s own income. 

• Doesn’t avoid IHT on her death as it would be part of her estate. 

• All income would have to be used for her benefit 

 

There seems little benefit in setting this up as there is no tax saving and worth remembering 

that you cannot have an ISA in a trust. 

 

Placing the payment on deposit 

 

Pro’s 

 

• Liquid so it could be used for purchasing specialist equipment, modifications to the 

house 

• Simple 

• Appropriate if her intention is just to spend the money over a period of time 

• She could use it to pay for her Private Medical Insurance. 

https://www.gov.uk/pip
https://www.gov.uk/industrial-injuries-disablement-benefit
https://www.carersuk.org/images/Factsheets/2020-21_factsheets/Carers_Allowance_2020-21_April.pdf
https://www.carersuk.org/images/Factsheets/2020-21_factsheets/Carers_Allowance_2020-21_April.pdf


 

4 
1 June 2020 Audley Financial Training 

 

Cons 

 

• Very little interest is being paid 

• Subject to inflation risk if held for some time 

 

Taking an income 
 

This is likely to be at the heart of this exam. They are capital rich but income poor but with 

substantial assets they have a wide range of options 

 

• Crystallise all of some of their pension plans using either a Lifetime annuity, FAD or 

UPFLS 

• Increase the income from non-pension investments 

• Cash in exiting investments 

• Set up a Discounted Gift Trust 

 

To be able to make an informed decision the adviser would need to: 

 

• Establish the expenditure (figures in fact find may refer to pre-retirement spending) 

• Get them to split their outgoings into essential, non-essential and discretionary 

• They should identify which items of expenditure will fall or disappear now that neither 

is working  

• Conversely what expenses might rise 

• They should try to identify potential savings such as different energy suppliers  

• From this establish their immediate income needs. 

 

One major expense is Kathy’s PMI 

 

This could lead to an “additional information” question, 

 

• What is covered?/level of cover 

• What conditions are excluded? 

• Can she claim for continuing rehab physio under the policy 

• Are any complications from her accident excluded? 

• What is the excess? 

• Per claim/per year? 

• How important is this insurance to her? 

• Is Tim included/could be included? 

• Could the cost be reduced by having a more basic policy 

 

It’s doubtful that you would be asked to say whether it should be cancelled or retained as this 

is too subjective.  
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PMI normally only pays for acute treatment rather than for chronic conditions. Cancelling the 

policy would save a significant amount of their budget but she would lose the benefits of 

speedy treatment. However over 4 years, allowing for increases in premiums she would have 

paid £23,000 and this might be both unaffordable and not represent good value 

She might even consider using the compensation to pay for the future premiums. 

The adviser should then do a cash flow model In October 2017 candidates were asked this 

(a) Identify the main factors and assumptions you should discuss with them when

formulating a cashflow model  (9)

(b) Explain briefly to Tim and Kathy the risks of relying solely on cashflow modelling (6)

For (a) 

• Future expenditure

• Timescale of model Should be run for 10 years but preferably to 90 or 95

• Assumed income levels and when these will start

• Their attitude to risk

• Capacity for loss

• Estimated growth rate for investments

• Assumptions for charges/fees

• Inflation assumptions

• Tax situation

For (b) 

• Assumptions can be incorrect

• Provides estimate only/needs regular reviews

• Circumstances can change

• Returns are linear/does not take account of sequencing risk

• Tax rules may change

• Unforeseen events

• Does not take account of liquidity risk

Having done the model it should be subjected to stress tests. These are: 

• Living longer than expected

• Inflation is higher than the original assumption

• Income required needs to be increased (over and above inflation)

• Unforeseen capital withdrawal required

• Assumed growth rate is higher than expected
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• Stock market crash

If their intention is to get an immediate income that covers their estimated outgoings the 

first choice is likely to be to use their pension funds and the stated objective could be: 

To generate a regular and sustainable income from their pension plans 

This could then lead to “Identify the additional information you would require….” 

• Level of income required

• Is a capital sum required/Importance of maximising PCLS

• Is current expenditure going to change/what will be future level of expenditure

• State Pension forecast

• Were their occupational schemes contracted out?

• Guaranteed income v flexibility

• Views on future inflation

• Do they require an immediate income?

• Capacity for loss

• Recent performance of their funds

• Split of Tim’s funds

• Asset mix of Kathy’s managed fund

• Is commercial property fund open ended or closed ended

• Willingness to pay charges/investment experience/regular reviews

• Will Kathy qualify for impaired life annuity

• Importance of passing on capital after death

This could be written as a “State the factors” question. This is essentially taking all the 

information you would consider in drawing up a plan 

• They can crystallise their pensions as they are over 55

• They both have good amounts in their funds

• Past performance of these funds

• Charges

• They need an immediate income

• State Pension Age is 66 and they are 61

• Neither has used all their Personal Allowance

• Not much diversification in the funds

• Any future contributions are likely to be restricted to £3,600 pa

• They have other assets but these are only producing £11,000

• Current annuity rates

• Kathy may qualify for an impaired life annuity

• Buying a lifetime annuity with Kathy’s fund could produce c£22,000 or £143,750 PCLS

and £16,500 (in the exam you could use a indicative rate of say 3.5% to illustrate

potential income
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• They have investment experience

• No debts or liabilities

• Willingness to accept a fall in income

• Tim is a high risk investor, Kathy medium

• It may be possible to increase State Pension by making class 3 contributions

Unused Personal Allowances 

Tim’s taxable income is £7,622 :£262 (50% of deposit) £5,800 & £1,600 non ISA equities 

Kathy’s is £262 

Neither pays tax but getting non-savings income such as pension income could release the 

0% interest starting rate, PSA and dividend allowance 

State pensions 

Both will probably have the 35 years/credits to qualify for the full pension 

Pension forecast still needed because they may have been contracted out of SERPS/S2P 

If pension is below the current single tier pension they can each make Class 3 contributions 

which on today’s figures would give an additional £5 a week or £260 a year for a payment of 

£15.30 (approx. £796). 

The pension is index-linked plus if you live past 70 you will have got back more than you paid 

in. 

This could form the basis of a recommend and justify question. You would have to be told 

their estimated state pension. If this is below the Single Tier Pension your answer should be: 

• Make class 3 voluntary contributions

• To increase their state pension

• One year’s contribution gives them an additional 1/35th of the STP at date of

retirement

• It would also give them protection against inflation as it is indexed linked (triple lock)

• This is good value as they only need to draw their pension for three to four years to

get back more than they paid

• Contributions cannot be made in the tax year they reach SPA (2025/2026)

Again it’s unlikely that you would be asked to recommend ehat they should do with their 

pension plans but you could be asked why a lifetime annuity or drawdown would be suitable 

or appropriate. 

Let’s assume the questions states that Kathy has been recommended to buy a lifetime 

annuity. This would be appropriate because: 
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• It provides a secure guaranteed lifetime income 

• That will cover most of their essential spending 

• It matches her ATR 

• It would give them an immediate boost to their income 

• She may qualify for an impaired life income 

• She can choose the shape of the annuity 

• She can take a single life annuity as Tim has his own pension fund 

• By taking the 25% PCLS they would boost their investments 

• Or could be used to bridge the income gap until state pension age 

• Most of the income would be within her personal allowance and her savings and 

dividend income would be taxed at 0% by using the PSA and Dividend Allowance 

 

If it states that you’ve advised Tim to designate the fund as a FAD. This would be appropriate 

because: 

 

• PCLS can give them a £160K PCLS that could boost their savings and be available to 

top up Kathy’s pension income 

• No need to make any withdrawals 

• Can tailor withdrawals to use up his income tax PA 

• Fund can get potential growth in a tax free environment 

• Outside the estate for IHT purposes 

• If he dies before 75 then Kathy can take the benefits and pass them on to her children 

on her death 

• FAD matches his ATR 

• Kathy’s annuity meets most of their secured income needs 

• More flexible for tax planning 

• If he takes any withdrawal he would be subject to the MPAA but this is not significant 

as he does not plan to return to work 

• Keeps his options open as he can always buy an annuity at a later date. 

 

Another option would be to keep the fund uncrystallised. Compared to designation as a FAD 

 

No PCLS 

His PA would still be unused 

 

However he could used phased withdrawal. 

 

Let’s say he wanted to crystallise £1,000 

• £250 would be tax free as a PCLS and £750 would be (income) 

• No tax as long as the £750 is within his income tax PA 
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If he goes into drawdown a safe withdrawal rate would have to be considered/calculated In 

October 2018 candidates were asked to identify the key factors you should consider when 

establishing a reasonable rate of withdrawal in the future. 

• How much can be withdrawn as a % of the fund without leading to complete fund

failure

• Future fund performance

• Amount to be taken

• How much is covered by “natural” income/capital withdrawal

• Assumed inflation rate

• Sequencing risk

• Volatility drag

• Longevity risk

Sequencing Risk 

• A cash flow model may show that with an assumed growth rate of 3% the drawdown fund

should be well funded.

• However returns will vary year to year

• If the early years show poor returns but good returns later the fund will be deleted earlier

• If the early returns are good but there are poor returns at the end it will have grown

It can be reduced by 

• Keeping cash for next 12 months withdrawals

• Keeping a cash buffer

• Suspending withdrawals in volatile years

• Using other assets/taking capital/CGT exemption

• Increasing glide path strategy

Volatility drag 

If there is a fall of 10% you need an 11% rise to get back to the start 

A 20% fall requires a 25% increase 

Comment on the suitability of Tim’s investments in his SIPP if he were to go into FAD 
Explain in detail the main features of the ETF that Tim is considering putting into his SIPP 
and comment on their appropriateness 

• No cash to pay for any immediate withdrawal or pay charges

• No Bonds to hedge annuity risk

• The global equity fund gives him geographic diversification
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• Little negative correlation as equities and commercial property funds tend to move in 

the same direction 

• Commercial Property Funds may suffer from liquidity issues 

• Makes him vulnerable to sequencing risk 

 

The fact find says he is considering investing in Exchange Traded Funds so expect a question 

on that 

 

• Are a collective investment but are set up as a company whose shares are listed on an 

exchange. 

• Prices move in real time rather than being set once a day as in a unit trust or OEIC 

• They are mainly index/tracker funds 

• Can track share and bond indices 

• There are some actively managed ETFs 

• The majority are “physical” in that there are underlying assets behind the shares 

• They should trade close to Net Asset Value although there can be differences in more 

volatile times 

• They can offer a way of investing in assets that may not be normally available such as 

commodities. 

• Commodities may be “synthetic” in that the ETF does not hold the commodity but 

enters into a swap arrangement with a counterparty thereby exposing the investor to 

counterparty risk 

• Purchases don’t incur stamp duty 

• Charges are low 

• Tim could build up a diversified portfolio at low costs 

 

Turning now to their investments  

 

This is a question from April 2019 

 

Outline the process you would follow to enable you to review the performance of Tim and 

Kathy’s existing investments (12) 

 

• Obtain full details 

• Confirm date of purchase 

• Base cost 

• Current income being produced 

• Performance history 

• Asset allocation of the funds 

• Identify suitable benchmark 

• Compare against benchmark 

• Review charges 

• Comparison with risk free return (Sharpe/Information ratio) 
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• Review volatility/Risk rating of fund 

• Assess funds against current needs/ATR 

 

Comment on the suitability and tax efficiency of their current non-pension investments 

 

• £1,097 interest being produced from £79,000 cash deposits a rate of return of 1.38% 

• Cash may be high but this may be deliberate as they have been withdrawing cash to 

support their income 

• Not paying tax because either in an ISA or within their PA 

• The UK smaller companies fund is producing 0.5% 

• Multi asset growth fund 1.5% 

• Global equity funds 2% 

• Investment Trust 1% 

• Non-ISA holdings income will be free of tax (within PA and DA) 

• All non cash investments are above the FSCS compensation limit 

• Not meeting their income needs 

• We’d normally just suggest moving into income based funds 

• If they wish to rebalance this could mean they create a CGT liability. 

 

Assuming the exam was written and signed off in February, the writer wouldn’t have seen the 

effect of the covid crisis but both question and answer may have been tweaked to reflect the 

current situation. 

 

Why is it difficult to produce a higher income? 

 

• Base rates are low 

• Gilt Yields are very low 

• Companies have cut or suspended dividend. 

 

If they get sufficient income from their pensions they could switch to a growth strategy 

Alternatively they might want to consider making capital withdrawals rather than relying on 

dividends 

 

• The clue is that the case study tells us that there is £90,000 growth in the Global Equity 

OEIC and £80,000 in the Investment Trust 

• This means that if Tim were to sell £37,000 or about £42,000 of the IT he could use all 

his CGT exemption of £12,000 

• If he transfers same amount to Kathy she can sell and use her AE so a combined 

“income” of £24,000 

• This could be repeated each year 
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Benefits of this approach 

 

• It is tax free  

• They can both use the CGT annual exemption 

• It is on a “use it or lose it” basis 

• It is taking past gains whereas withdrawing cash is just depleting capital 

• It is difficult to get a high yield so it may be better to take existing gains and spend 

them 

• It gives them protection against future falls 

• It reduces their estate for IHT purposes 

 

A question from October 19 

 

Explain in detail to Tim and Kathy how they could consolidate their existing ISA, OEIC, 

Investment Trusts and SIPP on to an investment platform and why this might be suitable 

for them in meeting their long term objectives (14) 

 

• Can transfer ISA 

• And retain tax efficiency 

• Can transfer OEIC in specie/re-register 

• No market timing risk 

• If accepted by the platform there would be no CGT as it is not a disposal 

• Investment Trust could be transferred if platform accepted and no CGT 

• Otherwise Tim would have to sell and incur a CGT liability 

• Could be easier to use drawdown on a platform 

• Quick process 

• Easier to monitor 

• Maybe lower cost 

• Simplified Tax reporting 

• Wide fund choice 

• Improved growth 

 

There could be a question on explaining the benefits and drawbacks of Investment trusts 

 

Benefits 

 

• May trade at a premium 

• Trust can use gearing 

• No liquidity issues/trades in real time 

• Active management 

• Wide range of permitted holdings 

• Lower charges 
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• Can smooth dividends 

 

Drawbacks 

 

• May trade at a discount to NAV 

• Stockbroker charges on sale 

• May not be available to place on a platform 

• Complex investment/not always obvious what it’s invested in 

• Gearing could magnify losses 

• CGT on sale if not in an ISA 

 

Earlier we identified that they could use a discounted gift trust so you could be asked to 

describe how this would work and how it might meet their income needs 

 

• They would set up a discretionary or bare trust  

• If it’s a bare trust it is a PET, otherwise a CLT 

• An amount is discounted and immediately this is an immediate reduction in the estate 

• The remainder be it a PET or CLT will be exempt if they survive 7 years 

• The trustees invest the money in an investment bond 

• Tim and Kathy can take a 5% annual withdrawal of the original amount invested 

• It would provide them with a secure income until the fund is exhausted 

• On the last death the remaining fund would be available to the beneficiaries 

 

It would be suitable because: 

 

• It could provide them with a regular income with no immediate tax liability 

• It offers an immediate reduction in their estate for IHT purposes 

• If they survive 7 years all the gift would be exempt 

• Provides a return (5%) higher than return on other investments 

 

It may be unsuitable because 

 

• It cannot give an increasing income 

• They will lose access to the capital 

• There is no guarantee that the fund will not run out. 

• The maximum withdrawals on a tax deferred basis is 100% of the original investment 

so if they maximise the 5% they couldn’t make any further withdrawals on a tax 

deferred basis after 81 
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IHT Planning and mitigation 

 

• They do have a potential IHT liability 

• They have wills leaving everything to each other (note can’t bind the survivor) 

• Would have transferable NRB and RNRB. Potentially £1 million from 2020/2021, 

currently £950,000 

• No gifts have been made 

• General strategy is to reduce non pension holding and maintain pension fund as latter 

is exempt from IHT (if Kathy buys a lifetime annuity then that capital will have gone 

already) 

• Ability to make significant gifts will be tempered on the need to keep capital for 

themselves (no point in impoverishing them) 

 

Otherwise we have the usual suspects: 

 

Use annual exemption  

Make small gifts 

Charitable legacy in will to get 36% rate 

 

Could also do the “classic” Whole of life second death written in trust for beneficiaries. SA 

should be current liability and policy should allow variation of SA 

 

Regular savings plan for grandchildren 
 

Options 

 

JISA 

 

• Only parents can take this out 

• Tim and Kathy could contribute 

• Would become child’s property at 18 

 

Basic unit trust/OEIC savings plan 

 

• If in Tim’s or Kathy’s name they are liable for tax 

• Transferring it in future years would be a PET and less likely to then survive 7 years 

• Would be part of their estate if they died before handing it over 

• Alternatively set this up in a Bare trust 

• Transfer would be a PET but probably within the annual exemption 

• Better tax treatment as any income is exempt for the child 

• But child has access at 18 
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Premium Bonds? Grandparents can buy but only the nominated parent can manage and cash 

in the bonds 

 

This was tested in April 2018  

 

7. David and June wish to set up regular payments into Junior ISAs for their grandchildren 

to help to fund their future university fees. 

 

(a) State how the Junior ISAs must be set up in the first instance. 

 

(b) Explain in detail to David and June why using a range of UK Equity Income funds 

could be suitable to generate a lump sum at age 18 for both grandchildren. 

 

(c) Comment briefly on the drawbacks for David and June if they choose to invest in 

Junior ISAs for their grandchildren. 

 

And the answer was 

 

• Must be set up by parent/guardian. 

• Set up in child’s name/owned by child. 

• Parent selects ISA/funds. 

• Not taxable on parent/no £100 parental income rule. 

• Anyone can contribute/up to £4,128/£4,260. (obviously use 19/20 figures) 

 

(b) • Growth potential/inflation protection. 

• High yield/increasing dividends. 

• Exposure to large UK companies/diversified. 

• Dividend income can be reinvested. 

• Tax-free. 

• No currency risk/hedged. 

• No political risk/good corporate governance. 

• Long-term timescale for investment/can accept volatility. 

• Actively managed/different management styles. 

• Can switch funds easily/liquidity. 

 

(c) • Loss of control for David and June/parents control funds. 

• Loss of access to capital. 

• Child controls investment at age 16. 

• Child gains full access at age 18. 

• May not use for University funding/child could use for any purpose at age 18. 

 

Part (b) is a good template for any question about the benefits of an equity based investment 
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Whilst this is unlikely they would have more flexibility if they considered a lump sum 

investment 

• Set up a discretionary trust

• Transfer would be a CLT

• Transfers up to £325,000 by Tim or Kathy would not incur an immediate IHT charge

• Would be exempt if they survive 7 years

• They could be the trustees

• And could write a letter of intent to guide trustees after their death

• Could incur periodic/exit charges but only if above NRB at 10 year anniversary

• It could cater for any future grandchildren

• Should use an offshore investment/insurance bond

• Make the grandchildren the lives assured to ensure continuity

• Can use the 5% withdrawal facility to pay for any one off gifts, e.g. school trips without

incurring a tax charge

• Trustees have complete control/children cannot demand the property

• Can assign segments to the beneficiaries and would not be a chargeable event so no

tax charge on the trustees

• IB allows for diversification in one product

• Being offshore when the beneficiaries surrender it they can use any unused personal

allowance, 0% starting rate and PSA

Review Question 

The final question usually asks what you would discuss at a review meeting in 12 months time 

The usual generic template is: 

• Any change in personal or financial circumstances

• Change in ATR/CFL

• Change in taxation/legislation/economic conditions

• New products

• Review performance

• Use any available allowances (ISA, CGT)

In this fact find it may ask what you would review if Tim or Kathy has elected to go for 

drawdown 

• What income is needed in the coming year?

• Any capital spending required?

• What is the shortfall taking into account other income

• Review performance of FAD fund

• Where is the income to fill the shortfall to come from?
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• Review cash flow model 

• Should any assets be encashed? 

• Change in taxation/legislation 

• Current economic conditions 

 




