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A place for everything 

Much is written about ensuring that you have the correct asset 
allocation within your investment portfolio and investors should of 
course know the asset allocation strategy they are following (and 
why) and the implications of that on their investment returns.  Less, 
however, is written on the subject of asset location and the role which 
that should play. 

Interest income in pension funds 

We are all aware that investments within a pension 
wrapper benefit from a number of tax breaks, the 
main ones being: 

• no capital gains tax on realised gains and
• no income tax on income, unless the pen-

sion scheme is deemed to be conducting
a trade.

There are a number of options available to those 
investing in pensions, depending on the type of 
pension wrapper in which they invest.  For 
example, an employer-sponsored money 
purchase pension scheme, or a personal pension 
plan with an insurance company, will normally only 
offer a selection of investment funds chosen by 
the scheme provider.  A self-invested personal 
pension (SIPP), on the other hand, will provide a 
much wider choice of investment funds, along with 
individual shares, bonds and commercial 
property. 

When looking at which investments to hold within 
a SIPP, one important consideration is how the 
underlying investment pays out income.  

In the case of a dividend payment, it is not 
possible to reclaim any UK income tax, therefore 
there is nothing for the UK pension scheme to 
reclaim, nor is there any tax liability on the income 
received. 

In the case of a bond fund, where the income paid 
is classified as interest, if this is a UK listed fund it 
will generally have its income paid after the 
deduction of 20% income tax.  On receipt of this, 
the pension scheme administrator will reclaim the 
20% income tax deducted by means of the 
pension scheme return.  The tax deducted at 
source will then be rebated to the pension 
scheme, although of course there is a delay 
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before the scheme administrator completes and 
submits the return and HMRC processes it and 
pays the rebate. 

It should however be noted that there are 
additional options available when selecting funds 
which pay interest income, which serve to make 
the ongoing scheme administration less complex: 

• Some platforms offer a gross investment
account, which will permit eligible account
holders to invest in gross-paying funds.

• Many funds offer gross share classes for
eligible investors (such as pension funds)
and whilst many of these are based off-
shore (often in Dublin), some will be UK-
based.

Investing via either of these two options will mean 
the pension scheme administrator no longer has 
to reclaim the income tax via the pension scheme 
return while the investor benefits from having the 
gross income reinvested from the date each 
payment is received. 

All change 

However, in HMRC’s Budget 2016: overview of tax 
legislation and rates (OOTLAR), paragraph 2.11 
states that 'legislation will be introduced in 
Finance Bill 2017 to remove the requirement to 
deduct income tax at source from interest 
distributions from open-ended investment 
companies, authorised unit trusts and investment 
trust companies and from interest on peer to peer 
loans.  These changes will have effect from 6th 
April 2017.' 

If the legislation is introduced as outlined, and 
depending upon the 'small print', it seems likely 
that from 6th April 2017, it will be possible for any 
UK fund not to have to deduct income tax from 
interest payments, unless they choose to continue 
to do so.  This will make it easier for pension funds 
to invest in funds which do not deduct income tax 
from interest distributions. 

Asset location considerations prior to 
vesting benefits 

In the past, it was not uncommon for a large 
proportion of the growth element (i.e. equity-
based investments) of a client’s portfolio to be 
held in the pension scheme due to the capital 
gains tax-free environment provided by the 
pension wrapper.  Since the introduction of the 
Lifetime Allowance (LTA) however, and 
particularly as we have seen the value of the LTA 
repeatedly reduced year on year, we find 
ourselves more often trying to dampen down 
growth within our clients’ pension wrappers to 
minimise their tax liability when benefits are taken. 

Therefore, when we are considering asset location 
for our clients, it is not unusual for us to be 
allocating the bulk of the defensive element (i.e. 
the fixed interest investments) of the portfolio to 
the pension wrapper.  Given that capital gains tax 
(CGT) is a) not paid by many people and b) still 
one of the lowest tax rates payable for basic rate 
taxpayers, holding growth assets in a taxable 
environment does not necessarily mean a higher 
tax bill.  With the introduction of the £5,000 
dividend allowance the ability to hold growth 
assets tax-efficiently even within a taxable 
wrapper has increased significantly. 

Added to which, of course growth assets can also 
be held tax free within an ISA. 

Asset location considerations when 
pensions are vested 

Tax is tax, regardless of whether it is income tax, 
CGT or inheritance tax (IHT).  Once you move into 
the decumulation phase, it is important to give 
consideration to a) how you access sufficient 
cashflow to meet expenditure requirements in the 
most tax efficient manner and b) how you arrange 
asset location for this phase. 

Many investors will have their investment portfolio 
split over several different tax wrappers.  It is 
important to ensure, as far as possible, that the 

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/513073/OOTLAR_complete_for_publication.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/513073/OOTLAR_complete_for_publication.pdf
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right asset classes are held in the most 
appropriate tax wrapper to optimise the tax 
efficiency of any withdrawals.   

First, it is important to remember that it is possible 
for an individual to receive withdrawals in income 
and capital of up to £33,100 in 2016/17 without 

suffering any personal taxation if the withdrawals 
are made in the optimum manner, see Example 1  
below 

Where additional inflows are required care needs 
to be taken as to from where capital is drawn 
down, taking into account the tax payable both 
now and in the future.

Example 1 
Earned/pension income £ 11,000 
Dividend income £   5,000 
Savings income £   6,000 
Realised capital gains £ 11,100 
Total £ 33,100 

With the changes to pensions legislation which 
came into effect on 6th April, meaning that 
pensions can now be seen as an extremely tax-
efficient inter-generational planning wrapper, it 
can often be argued that withdrawals from the 
pension wrapper should be avoided as much as 
possible, due to the benign tax environment for 
vested funds which have not yet been drawn and 
the IHT benefits available from leaving those funds 
within the pension wrapper.  It might also be 
appropriate to switch from a ‘defensive heavy’ 
asset allocation within the pension wrapper to a 
‘growth heavy’ allocation, if maximising long-term 
growth opportunities for your heirs is a primary 
consideration. 

There is no absolute 'right' or 'wrong' answer that 
will apply to everyone.  However, there are a 
number of factors which need to be considered 
when looking at the provision of income when 
being drawn down from pensions, ISAs and 
taxable accounts and these factors will ultimately 
serve to determine the optimum asset location.  
Working with a good financial planner will help you 
to define your expenditure needs via a lifetime 
cashflow, and then determine the optimum 
method of meeting those requirements, taking into 
account not only your personal tax situation today, 
but also future potential tax liabilities, whilst 
balancing the need for financial security for you 
and any desire you might have to maximise what 
you leave to the next generation. 
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For further information please get in touch 
with your usual Bloomsbury contact, 
telephone 0207 965 4480 and ask for a 
member of the wealth team or alternatively e-
mail truewealth@bloomsburywealth.co.uk 

More articles like this along with blogs and 
wealth alerts are available on the Inside 
Track page of our website:   

http://bloomsburywealth.co.uk/the-inside-track/ 

Disclaimer 
This document is intended for informational 
purposes only and no action should be taken or 
refrained from being taken as a consequence of it 
without consulting a suitably qualified and 
regulated person.  It does not constitute financial 
advice under the terms of the Financial Services 
and Markets Act 2000.  It is not an offer to sell, or 
a solicitation of an offer to buy, the instruments 
described in this document.  Tax treatment 
depends on the investor’s individual 
circumstances and may be subject to change.  
Interested parties are advised to contact the entity 
with which they deal, or the entity that provided 
this document to them, if they desire further 
information.  The information in this document has 
been obtained or derived from sources believed 
by Bloomsbury to be reliable but Bloomsbury 
does not represent that this information is 
accurate or complete.  Any opinions or estimates 
contained in this document represent the 
judgement of Bloomsbury at this time, and are 
subject to change without notice.  
© 2016 Bloomsbury 

https://www.bloomsburywealth.co.uk/other-stuff/
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