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INTRODUCTION

The Bloomsbury Wealth Guide To Pensions

On 6th April 2006 the UK pension regime underwent a radical 
and refreshing overhaul. Known as ‘pension simplification’, 
eight regimes merged into one. However, in the environment 
of austerity which followed the global financial crisis in 2008, 
various changes have been introduced which serve to limit 
the value of tax reliefs (and thus their cost to the Exchequer) 
afforded to registered pension schemes.

This document explains the various changes made to two 
aspects of UK pension rules – the annual allowance and 
lifetime allowance – and suggests ways to minimise or 
escape the associated tax charges.

As ever with complex rules, each individual’s personal 
preferences, needs and circumstances will be different and 
what makes sense for one person may not be appropriate 
for another. You should, therefore, use this publication only 
as the starting point for a discussion with your professional 
adviser to formulate a plan of action in the light of your 
overall wealth plan.

Warm regards,
The Bloomsbury Wealth Team
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The pension annual allowance was first introduced in April 2006 and has 
changed several times since.  It refers to a limit to the total amount, for tax relief 
purposes, of contributions that can be paid to defined contribution pension 
schemes and the total amount of benefits that can be built up in defined benefit 
pension scheme each year.

In addition to the annual allowance there 
are two further limits on ‘tax-relievable’ 
contribution:

• Employer contributions are also relievable for 
the employer as an expense against profits, 
assuming that the contributions qualify as 
being “incurred wholly and exclusively for the 
purposes of the employer’s trade or profession” 
as defined by Her Majesty’s Revenue and 
Customs (HMRC). This effectively means that 
the amount of the contributions has to be 
reasonable given the individual’s role within 
the organisation and their level of overall 
remuneration. However, there is no explicit 
requirement that they do not exceed the level 
of the member’s relevant earnings.

• One is on the amount of tax-relievable 
contributions which an individual can personally 
make towards pensions. These are limited to 
the higher of £3,600 gross each year or 100% 
of relevant UK earnings.

There is no limit on amount of pension contribution or 
accrual that can be made but there is a limit on the amount 
of tax relief that can be claimed. The annual allowance does 
not affect the amount of tax relief that can be received; it 
is a limit above which a tax charge is made to reclaim the 
excess tax relief.

The Bloomsbury Wealth Guide To Pensions
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Standard annual allowance
The annual allowance since April 2006 is as follows:

Currently increases in pension benefits must not 
exceed the annual allowance of £40,000; otherwise 
a tax charge will apply on any excess, which has 
the effect of clawing back any income tax relief 
given on that amount. 

For defined benefit schemes, the increase is 
calculated using a formula based on the amount 
by which the individual’s accrued benefits have 
increased by more than inflation during the relevant 
tax year.   

For defined contribution schemes, it is based 
on the value of contributions paid by or for the 
member’s benefit, including contributions made by 
an employer.   

If the annual allowance is breached, it is the member 
who is responsible for the annual allowance charge 
on any tax-relievable contributions made by  
an employer/third party (as well as on their  
own contributions).

2006/07 2019/20£215,000 £40,000

2007/08 2020/21£225,000 £40,000

2008/09 £235,000

2009/10

2013/14

£245,000

£50,000

2010/11

2014/15

£255,000

£40,000

2011/12

2015/16

£50,000

£40,000

£40,000

2016/17

2018/19

£40,000

£40,000

Tax Year Tax YearAnnual Allowance Annual Allowance

2012/13 £50,000
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• Taking an uncrystallised funds pension  
lump sum;

• Converting a pre 6th April 2015 ‘capped 
drawdown’ to a flexi-access drawdown and 
then drawing funds;

• Taking more that the permitted maximum from 
a ‘capped drawdown’ fund;

• Receiving a standalone lump sum when entitled 
to primary protection with lump sum protection 
that exceeds £375,000;

• Receiving a payment from a lifetime annuity 
which has the option to decrease the income 
received other than in permitted circumstances 
or

• Receiving a scheme pension directly from a 
defined contribution fund, where the scheme 
is paying scheme pensions to fewer than 11 
members (including dependants)

The MPAA does not apply where a dependant, 
nominee or successor takes flexible benefits from 
a dependant’s, nominee’s or successor’s flexi-
access drawdown or annuity. See Appendix 1 for 
more information on these pension benefits.

In addition to the standard annual allowance, there 
is now a further consideration for those who have 
accessed their pension flexibly (see Appendix 1 for 
more information on pension benefit options after 
April 2015).

Where this has been done under the new flexible 
pension rules, the newly introduced money purchase 
annual allowance (MPAA) rules will also apply.  The 
MPAA was introduced in the Taxation of Pensions 
Act 2014 and is designed to discourage abuse 
of the new flexible pension rules by introducing 
a lower annual allowance (originally £10,000 but 
reduced to £4,000 from 2017/18) where flexibility 
has been accessed.  For the avoidance of doubt, 
the MPAA does not replace the current annual 
allowance rules but must be calculated alongside 
the normal annual allowance from the date that it 
is triggered.

The following events will trigger the MPAA:

• Drawing funds from a flexi-access  
drawdown fund

Money purchase  
annual allowance

The Bloomsbury Wealth Guide To Pensions



figures for each individual tax year are used when 
determining whether tapering applies for that year.

For individuals whose income is above both figures 
in those tax years, every £2 of adjusted income 
above the figure for the relevant tax year will 
reduce their standard annual allowance by £1 up 
to a maximum reduction of £30,000 for tax years 
2016/17 to 2019/20 and £36,000 for 2020/21 
onwards. Therefore an individual with adjusted 
income of £210,004 or above will have an annual 
allowance of only £10,000 for 2016/17 to 2019/20 
but the full £40,000 for 2020/21 onwards. However, 
an individual with adjusted income of £312,004 or 
above will have an annual allowance in 2020/21 
onwards of only £4,000.

It is important to understand what are ‘adjusted’ 
and ‘threshold’ income.

Adjusted income is defined as:

• Total gross income from all sources chargeable 
to income tax;

 plus

• All pension contributions (including employer 
payments) including any taken from salary 
sacrifice arrangements;

 less 

• Any gross pension contributions paid 
personally;

• Any other allowable deductions, i.e. professional 
subscriptions or charitable donations;

• Any lump sum death benefits where the 
recipient is liable to tax.
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The MPAA can be triggered part-way through a tax 
year, resulting in contributions being tested against 
the MPAA from the trigger event and an alternative 
annual allowance being used for contributions 
before the trigger event. 

As the MPAA only applies to money purchase or 
defined contribution pensions and not benefit 
accrual in defined benefit schemes, it is possible to 
trigger the MPAA and still have a standard annual 
allowance for defined benefit schemes. However, 
if contributions to defined contribution pensions 
after the trigger event exceed the MPAA then the 
alternative annual allowance of £36,000 applies to 
any defined benefit accrual.

Mark has a SIPP to which his company is contributing 
£3,000pm. He decides to take uncrystallised lump sum 
from the pension on 1st December, which is a trigger event 
for the MPAA. The contributions paid before the trigger 
event (totalling £24,000) are assessed against an alternative 
annual allowance of £36,000 (£40,000 less the MPAA of 
£4,000).  Those contributions after 1st December (£12,000) 
are assessed against the £4,000 MPAA, resulting in a tax 
charge on the £8,000 excess even though the total paid in 
the year is under the £40,000 annual allowance.

Tapered annual allowance

Since 5th April 2016 an additional type of annual 
allowance has applied to ‘high-income’ individuals, 
which reduces the standard annual allowance 
by tapering the amount allowable as income 
rises. For the tax years 2016/17 to 2019/20 
inclusive, ‘high income’ individuals were defined by  
HMRC as: 

• those who have ‘adjusted income’ of over 
£150,000 for a tax year and 

• those who have ‘threshold income’ of over 
£110,000 

From tax year 2020/21 onwards, these limits were 
increased to £240,000 for ‘adjusted income’ and 
£200,000 for ‘threshold income’.  The applicable 

The Bloomsbury Wealth Guide To Pensions
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Threshold income is defined as:

• Total gross income from all sources chargeable 
to income tax;

 plus

• Any salary sacrifice or flexible earnings (but not 
employer pension contributions);

 less 

• Any gross pension contributions paid personally 
where tax relief is received;

• Any other allowable deductions, i.e. professional 
subscriptions or charitable donations;

• Any lump sum death benefits where the 
recipient is liable to tax

For those who can do so, it may be possible to 
reduce ‘threshold income’ and avoid the tapered 
annual allowance by splitting pension contributions 
between personal and employer rather than making 
only an employer contribution. 

The table on the right shows the maximum 
employer contributions that can be paid, based on 
total income chargeable to income tax that does 
not trigger a tax charge. This assumes no personal 
contribution or carried forward annual allowance.

Bill has a salary of £220,000, dividends of £5,000 and interest 
of £5,000.  He receives an employer pension contribution 
of £30,000 and makes a personal contribution of £10,000.

His adjusted income is:
£230,000 (total income) + £40,000 (all pension contributions) 
- £10,000 (gross personal contributions) = £260,000

His threshold income is:
£230,000 (total income) - £10,000 (gross personal 
contributions) = £220,000

The Bloomsbury Wealth Guide To Pensions
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£120,000 £36,667 £40,000£156,667  £160,000 

£130,000 £33,333 £40,000£163,333  £170,000 

£140,000 £30,000 £40,000£170,000  £180,000 

£150,000

£190,000

£26,667 £40,000£176,667  £190,000 

£13,333 £40,000£203,333  £230,000 

£160,000

£200,000

£23,333 £40,000£183,333  £200,000 

£10,000 £40,000£210,000  £240,000 

£170,000

£210,000

£220,000

£230,000

£240,000

£250,000

£260,000

£270,000

£280,000

£290,000

£300,000

£20,000 £40,000£190,000  £210,000 

£10,000  £36,667 

£10,000  £33,000 

£10,000  £30,000 

£10,000  £26,667 

£10,000  £23,333 

£10,000  £20,000 

£10,000  £16,667 

£10,000  £13,333 

£10,000 £10,000

£10,000 £10,000

£220,000  £246,667 

£230,000  £253,000 

£240,000

£250,000

 £260,000 

£260,000

 £266,667 

£270,000

 £273,333 

£280,000

 £280,000 

£290,000

 £286,667 

£300,000

 £293,333 

 £300,000 

£310,000  £310,000 

Income 
chargeable  
to income  

tax

2016/17 to 2019/20 2020/21 onwards

Maximum 
employer 

contribution 
after tapering

Maximum 
employer 

contribution 
after tapering

Adjusted 
income

Adjusted 
income

£180,000 £16,667 £40,000£196,667  £220,000 

Source: A J Bell, 06/04/2021
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You cannot carry forward any unused MPAA and 
when the MPAA applies you cannot contribute more 
than £4,000 per tax year to defined contribution 
pension plans. Carry forward can therefore not be 
used to reduce any excess tax charges that result 
due to the MPAA. However, it can be used for 
any defined benefit accrual which is either tested 
against the alternative annual allowance (if the 
defined contribution payments exceed the MPAA) 
or the standard annual allowance. 

The tapered annual allowance does not restrict 
the use of carry forward, so if the tapered annual 
allowance applies and contributions in the previous 
three tax years were less than the annual allowance 
in those years a larger contribution than £10,000 
could be made without a tax charge. If you were a 
member of a registered pension scheme but made 
no contributions in the previous three tax years 
(2016/17 to 2019/20), you could potentially make 
a contribution of £124,000 (including the tapered 
£4,000) for the 2020/21 tax year. 

Unused tapered annual allowance can also be 
carried forward to future tax years but is based on 
your earnings in the tax year which is being carried 
forward, not the tax year in which the contribution 
is being made, even if you are no longer defined as 
having a ‘high income’.
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Carry forward relief may be available where the 
£40,000 annual allowance has already been used 
in the current tax year and where, in any of the 
three previous tax years, starting with the oldest 
year first, contributions were less than the annual 
allowances in those tax years. You can use carry 
forward if you were a member of any registered 
pension scheme in the tax years from which you 
wish carry forward the unused annual allowance. 

Carry forward can therefore be used to avoid the 
annual allowance tax charge for contributions 
made by you or on your behalf that will exceed the 
current annual allowance. 

You will need to check if you have any unused 
allowance by looking back at your respective 
pension input history to your current and previous 
pension plans by reference to their pension input 
periods which ended in the preceding three tax 
years. If any annual allowance in these tax years 
was not used, it can be carried forward and used 
against contributions which exceed the current 
annual allowance.

Carried forward  
annual allowance

The Bloomsbury Wealth Guide To Pensions



Page 9

This is known as ‘scheme pays’ and the 
administrator will deduct funds to pay the charge 
by reducing the fund value in a defined contribution 
scheme or reducing the benefit accrued in a 
defined benefits scheme. 

If you have overpaid to a pension scheme and 
exceeded the annual allowance or paid an excess 
contribution in excess of your relevant earnings, 
HMRC will only allow a refund of a contribution if it 
was made in error by you or your employer. It is not 
possible to claim a refund of contributions purely 
on the basis of exceeding the annual allowance.

It is your responsibility to tell HMRC if you are liable 
to an annual allowance tax charge. This can be 
via your self-assessment tax return by including 
the relevant information on the additional pages. If 
you do not complete a tax return you will need to 
complete a registration form to request one. 

If the annual allowance charge for the tax year is 
more than £2,000 and contributions to one pension 
scheme exceeded the annual allowance, you can 
request that the scheme administrator pays the 
annual allowance charge on your behalf.

Paying the annual  
allowance tax charge

It is your responsibility to tell HMRC if you are liable to an 
annual allowance tax charge.  This can be via your self-
assessment tax return by including the relevant information 
on the additional pages.  If you do not complete a tax return 
you will need to complete a registration form to request one.

The Bloomsbury Wealth Guide To Pensions
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Taking benefits before age 75
In a money purchase pension scheme, any excess 
over the LTA will be taxed at the rate of 25% - the 
‘lifetime allowance charge’ - and income tax levied 
on any income benefits. Alternatively, in most cases 
the excess can be withdrawn from the pension 
fund as a lump sum, in which case it will be subject 
to a flat 55% tax charge and no further income tax 
charge. The LTA is currently (2021/22) £1,073,100 
and although it had previously been intended that 
it would increase in line with the change in the 
Consumer Price Index, it will remain at that level 
until at least April 2026.

If an individual has taken benefits under ‘flexi-
access drawdown’ (i.e. income is taken directly 
from the fund rather than via a guaranteed annuity 
purchased with the fund) then a second test 
against the LTA will normally be made at age 75. 
If the value of the individual’s pension fund at that 
time exceeds the amount that was originally put 
into flexi-access drawdown then the excess will be 
tested against the LTA. If it exceeds the individual’s 
unused LTA then the excess will be subject to a 
one-off 25% tax charge. 

In the case of defined benefit pension schemes, 
the accrued pension benefit is multiplied by 20 to 
determine its value for testing against the LTA. A 
pension of £100,000 would therefore be valued at 
£2 million for this purpose. Any LTA tax charge can 
be paid by the scheme via a deduction from the 
individual’s benefits.

Some money purchase pension funds, such as 
trust-based occupational schemes and some 
family self-invested personal pension schemes 
(family SIPPS), allow the scheme trustees to pay 
a fixed pension directly from the fund. Known as 
‘scheme pension’, the amount of the pension 
benefit is determined by reference to actuarial 
factors. The scheme pension is then multiplied by 
20 to determine its value for testing against the 
LTA, which is usually much lower than the value of 
the fund that is used to provide it.

When the UK pension regime was changed on 6th April 2006, a new control 
mechanism, the ‘lifetime allowance’ (LTA), was introduced. There are several 
circumstances in which the total value of your accumulated pension benefits 
must be tested to see if it exceeds the LTA. These include taking benefits, 
transferring benefits to another scheme, attaining age 75 and death.

The Bloomsbury Wealth Guide To Pensions



For further information on taking benefits from UK registered 
pension schemes please refer to Appendix 1: Pension 
benefit options
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Consider the case of Douglas, who is single, 
aged 60 and in good health, with an occupational 
scheme valued at £2 million. The current open 
market annuity rate for a single life, guaranteed 
annuity with inflation protection would provide a 
starting annual pension of £58,760. 

At the time Douglas’s scheme secures the annuity, 
the value of his fund is tested against his available 
LTA, which in this case would be £1,073,100. Thus 
£926,900 of Douglas’s fund is in excess of his LTA, 
so he would incur a tax charge of £509,795 ((£2 
million - £1,073,100) x 55%).

If, however, Douglas arranges for the pension 
trustees (of which he is one) to pay him a scheme 
pension which broadly mirrors that which he could 
secure from a guaranteed annuity but directly 
from the fund, the value of his pension benefits 
for testing against the LTA would be £1,175,200, 
being 20 x the starting pension of £58,760. As this 
is just above the LTA of £1,073,100, a lower LTA 
tax charge of £56,155 will arise.

For further information on taking benefits from 
UK registered pension schemes please refer to 
Appendix 1: Pension Benefit Options.

Transfers
This is a complex area but in general terms a 
transfer to another UK pension scheme will not be 
tested against the LTA if it is a ‘permitted transfer’. 
Broadly speaking, a permitted transfer must be 
made to another approved or qualifying pension 
arrangement, as it then remains within the UK 
pensions regime. 

If UK pension benefits are transferred to a qualifying 
recognised overseas pension scheme (QROPS), 
then the value will be tested against the LTA at 
that time, regardless of whether or not benefits 
have previously been taken. Any excess over the 
available LTA which has not previously been tested 
will be subject to a tax charge of 25%. However, 
a QROPS will NOT then incur a further LTA test or 
charge, whether or not the member is a UK resident 
at the time benefits are taken or they reach age 75. 
This means that all post-transfer growth in the fund 
currently avoids a further LTA charge.

The 2017 budget introduced an overseas transfer 
charge to which the transferred fund (after any 
LTA charge) is subject at a rate of 25%, which 
applies to certain transfers to QROPS on or after 
9th March 2017.  In addition, even though an 
overseas transfer charge may not have been due 
on the original transfer, any future change within 
five full tax years after the date of transfer, such 
as a change of residence, will result in the charge 
becoming due.

The Bloomsbury Wealth Guide To Pensions



If a member dies after age 75, regardless of 
whether or not they have taken any benefits, there 
will be no further LTA charge, regardless of fund 
growth, as they would have been tested and taxed 
on any excess as appropriate at age 75. However, 
there will be a tax charge on the value of any lump 
sum death benefits paid, which is based on the 
marginal income tax rate of the recipient.

For further information on the death benefits 
available from UK registered pension schemes 
please refer to Appendix 1 Pension death benefits 
after April 2015.
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Not taking benefits by age 75
If an individual has not taken all their pension 
benefits in the form of a pension annuity, or if they 
have designated all their pension into flexi-access 
drawdown before age 75, then at age 75 the whole 
of the individual’s remaining pension benefits will 
normally be tested against the LTA and any excess 
will be subject to a one-off 25% tax charge (although 
there will be no subsequent test against the LTA). 
Alternatively, in most cases the excess over the LTA 
can be withdrawn from a money purchase pension 
fund as a lump sum, in which case it will be subject 
to a 55% tax charge.

Death
Impact of the LTA tax charge

If a member dies before age 75 with uncrystallised 
benefits (i.e. where no benefits have been taken or 
allocated to drawdown) then the value will be tested 
against the unused LTA and any excess taxed at 
either 25% (if taken as income – in addition to any 
income tax that applies) or 55% (if taken as a lump 
sum).

Even if the LTA tax charge is payable, it may not, in 
some scenarios, lead to such a bad outcome.

The following two graphs show a comparison of 
the terminal values of someone receiving income 
net of income tax and a) investing that in a taxable 
portfolio with b) making a pension contribution of 
£100,000, on which tax relief is received of 40% or 
45% respectively but which is then subject to the 
LTA tax charge of 55% on the lump sum eventually 
taken from the pension.

The Bloomsbury Wealth Guide To Pensions
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The breakeven points, where the gross pension 
contribution, net of the LTA tax charge, is better 
than the net income invested in a taxable portfolio 
is about 25 years for a 40% taxpayer and about 20 
years for a 45% taxpayer. This assumes a gross 
investment return of 5% pa in the pension and 4% in 
the taxable portfolio, which equates to an effective 
tax rate on the taxable portfolio of 20%. The rate 
of investment return does not appear to have 
much impact on the net terminal value compared 
to the time horizon and the rates of income tax 
paid or pension income tax relief obtained on the 
contribution. 

A 45% income tax payer with a time horizon of 
more than 15 years before they take benefits 
would appear to be better off making a pension 
contribution now, even if they expect to pay the LTA 
tax charge of 55% on the eventual fund resulting 
from it.

£–

£5,000

£10,000

£15,000

£20,000

£25,000

£30,000

£35,000

£40,000

£45,000

Net end value – pension

Gross end value – portfolio

Comparison of net pension and non-
pension portfolio value 45% taxpayer

Comparison of net pension and non-
pension portfolio value 40% taxpayer

There were two types of protection available - 
primary protection and enhanced protection - 
and anyone wishing to use them had to make an 
election to do so before 6th April 2009.

When the LTA was reduced from £1.8 million to £1.5 
million on 6th April 2012, a third type of protection, 
fixed protection, was introduced; the election for 
this had to be made before 6th April 2012.

When it was reduced from £1.5 million to £1.25 
million on 6th April 2014, a fourth type of protection, 
fixed protection 2014, was introduced; the election 
for this had to be made before 6th April 2014.

A fifth type of protection, individual protection 
2014, was introduced from 6th April 2014 and 
offered a protected personal LTA equal to the value 
of the total pension benefits as at 5th April 2014, 
provided that these were more than £1.25m.  The 
maximum protected value was £1.5m. Those 
with individual protection could continue to make 
pension contributions or otherwise accrue benefits; 
the deadline to apply for this protection was 5th 
April 2017.

Protection against the LTA tax charge was 
introduced on 6th April 2006 for those individuals 
whose pension benefits exceeded, or were 
expected to exceed, the LTA, which was then £1.5 
million. 

Protection against the  
LTA tax charge

Source:  Bloomsbury Wealth

Years Years

The Bloomsbury Wealth Guide To Pensions



Individuals who have primary protection can 
continue to accrue further pension benefits if they 
wish. They are subject to the normal maximum tax-
free lump sum (of 25% of their pension benefits, up 
to a maximum of 25% of the standard £1.5 million 
LTA) unless they were entitled to a lump sum of 
more than £375,000 on 5th April 2006, in which 
case their maximum tax-free lump sum is:
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As a consequence of the LTA being reduced from 
£1.25 million to £1 million on 6th April 2016, a 
seventh type of protection, fixed protection 2016, 
has now been added along with an eighth type, 
individual protection 2016. Applications are made 
online via https://www.gov.uk/guidance/pension-
schemes-protect-your-lifetime-allowance and 
currently there is no deadline for applying, although 
those wishing to apply for fixed protection 2016 
must not have accrued pension benefits after 5th 
April 2016.

Details of all the types of protection are as follows:

Primary protection was available only if an 
individual’s pension benefits exceeded £1.5 million 
on 5thApril 2006, in which case the individual’s  
LTA is:

Primary protection 
(had to be elected for by 5th April 2009)

Benefits value as at 5th April 2006  
x  

Greater of current LTA and £1.8 million

£1.5 million

Lump sum to which they were  
entitled on 5th April 2006 

x  
 Greater of standard LTA and £1.8 million

£1.5 million

Enhanced protection was available to anybody, 
regardless of the value of their pension benefits 
on 5thApril 2006, and meant that the individual 
would be exempt from the LTA charge whatever 
the eventual value of their pensions at the time that 
their benefits were put into payment.

Enhanced protection 
(had to be elected for by 5th April 2009)

The Bloomsbury Wealth Guide To Pensions
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Individuals with enhanced protection are subject to 
the normal maximum tax-free lump sum (of 25% 
of their pension benefits up to a maximum of 25% 
of the standard £1.5 million LTA) unless they were 
entitled to a lump sum of more than £375,000 on 
5th April 2006, in which case they will have been 
notified of a lump sum percentage figure when they 
received confirmation of their enhanced protection 
from HMRC.

This percentage will have been calculated as:

100
x  

Lump sum to which they were  
entitled on 5th April 2006

Benefits value as at 5th April 2006

Fixed protection  
(had to be elected for by 5th April 2012)

Fixed protection 2014 
(had to be elected for by 5th April 2014)

The LTA gradually increased to £1.8 million for 
the 2010/11 and 2011/12 tax years but was then 
reduced to £1.5 million from 6th April 2012. A new 
form of protection, fixed protection, which allowed 
individuals to retain the £1.8 million LTA, was 
introduced for those individuals whose pension 
benefits exceeded, or were expected to exceed, 
£1.5 million.

Fixed protection is subject to no further benefits 
(beyond limited inflationary increases) being 
accrued for the individual after 5th April 2012. If 
any further benefits are accrued for the individual 
after that date then HMRC must be notified and 
fixed protection will be lost.

The LTA was further reduced from £1.5 million to 
£1.25 million on 6th April 2014 and yet another 
form of protection, fixed protection 2014, which 
allowed individuals to retain the £1.5 million LTA, 

Fixed protection is subject to no further benefits (beyond 
limited inflationary increases) being accrued for the individual 
after 5th April 2012. If any further benefits are accrued for 
the individual after that date then HMRC must be notified 
and fixed protection will be lost.
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was introduced for those individuals whose pension 
benefits exceed, or are expected to exceed, £1.25 
million. This had to be elected for by 5th April 2014. 

Fixed protection 2014 was not available to 
individuals who already had primary, enhanced 
or fixed protection and it is subject to no further 
pension benefits (beyond limited inflationary 
increases) being accrued for the individual after 
5th April 2014. If any further pension benefits 
are accrued after that date then HMRC must be 
notified and fixed protection 2014 will be lost.

It was possible for an individual with enhanced 
protection to elect to HMRC to forego it, following 
which they could (prior to the relevant deadlines) 
apply for fixed protection or fixed protection 2014 
if they did not also have primary protection (which 
cannot be foregone).

It was possible for an individual with enhanced 
protection, fixed protection or fixed protection 2014 
also to have applied for individual protection 2014 
as a fall-back position in case they subsequently 
lost their other protection.

Individual protection 2014
Individual protection 2014 (IP14) was available to 
all individuals who had pension benefits of more 
than £1.25 million on 5th April 2014, the deadline 
for applying for it being 5th April 2017.

Fixed protection 2016
Fixed protection 2016 (FP16) allows individuals to 
retain the £1.25 million LTA. Fixed protection is not 
available to individuals who already have primary 
protection, enhanced protection, fixed protection 
or fixed protection 2014 and it is subject to no 
further pension benefits (beyond limited inflationary 
increases) being accrued for the individual after 5th 
April 2016. If any pension benefits are accrued after 
that date then HMRC must be notified and fixed 
protection 2016 will be lost. It may be possible for 
an individual with enhanced protection to elect to 
HMRC to forego it, following which they may apply 
for fixed protection 2016 if they do not also have 
primary protection (which cannot be foregone). It is 
likely that there will not be a deadline for applying 
for fixed protection 2016.
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The personalised limit under IP16 is fixed and will 
not increase over time. However, it can reduce if 
there is a pension debit (a reduction in the member’s 
benefits due to a pension sharing order) on divorce. 
IP16 cannot be given up by the individual but will 
automatically cease should the SLA increase to 
a higher level than the personalised allowance 
afforded by IP16.

Under IP16 the maximum tax-free lump sum 
available will be 25% of the member’s pension 
benefits up to a cap of 25% of their personalised 
LTA. So if, for example, an individual’s personalised 
LTA as at 5th April 2016 was £1.2 million, then their 
maximum tax-free lump sum will be £300,000.

Another implication of having a personalised LTA 
under IP16 is that in cases where the member has 
crystallised (taken) some benefits before 6th April 
2016, they may be able to avoid a LTA charge on 
benefits taken after that date compared to if they 
had taken all benefits before it.

The previously taken benefits need to be revalued 
from the original value to the percentage of the new 
personalised LTA that they represent, as follows:

Individual protection 2016
Individual Protection 2016 (IP16) affords protection 
from the LTA charge for pension benefits which 
were valued at between £1 million and £1.25 million 
as at 5th April 2016. Individuals with total benefits 
greater than £1.25 million and who are not already 
registered for enhanced or primary protection can 
apply for it but IP16 will be capped at £1.25 million. 
The IP16 amount will become the standard LTA 
(SLA) amount for the individual.

Individuals with IP16 can continue to accrue future 
pension benefits without losing entitlement to IP16.
This is the critical difference when compared to 
fixed protection 2016, which can be maintained 
only if:

• for a defined contribution scheme, no further 
contributions are received on their behalf by the 
scheme on or after 6th April 2016.

• for a defined benefits scheme, individuals 
must not accrue further benefits above a 
‘relevant percentage’ from 6th April 2016. 
This will normally be either the annual rate of 
increase specified in the scheme rules as at 
11th December 2012 or the increase in the 
Consumer Price Index (CPI) over the preceding 
year (if no rate is specified).

Under IP16 the maximum tax-free lump sum available will be 
25% of the member’s pension benefits up to a cap of 25% 
of their personalised LTA.  So if, for example, an individual’s 
personalised LTA as at 5th April 2016 is £1.2 million, then 
their maximum tax-free lump sum will be £300,000.
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Personalised LTA under IP16 - 
( Value of previous crystallisation x Personalised LTA under IP16 )

Standard LTA at the time the previous  
benefits were taken

Revalued benefits 
taken previously =
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Fixed protection 2016 will take priority over 
individual protection 2016 so an individual claiming 
both will have a LTA of:

• £1.25m if no contributions are made and no 
accrual occurs after 5th April 2016 or

• their total benefit value (between £1 million and 
the £1.25 million cap) as at 5th April 2016 if 
contributions and/or accrual do take place 
after that date.

There is no downside in opting for both forms of 
protection. For individuals with defined contribution 
benefits, if the total value of benefits taken is below 
the individual protection 2016 figure it may be 
possible to top benefits back up to that level.

Consider the below case study:

Emma has no existing form of protection. The value 
of her SIPP as at 5th April 2016 was £1.2 million 
and she expects to take retirement benefits in the 
2021/22 tax year. She opts for fixed protection 
2016, as her contributions ceased by 5th April 
2016. She also claims individual protection 2016 
based upon the £1.2 million value at that date.
Emma’s SIPP has fallen to £1.1 million when 
she comes to take her benefits in 2021/22, 
due to poor investment returns in the interim. 
However, as she has individual protection 2016  
she can make further contributions. Assuming that  
she has sufficient earnings and unused annual 
allowance (contribution/accrual limit) to carry 
forward, she can make a contribution of £100,000 
to bring her SIPP value up to her £1.2m individual  
protection allowance.

This will mean that fixed protection 2016 is lost, 
so Emma will need to report this to HMRC within 
90 days of the contribution. However, without the 
claim for individual protection 2016, she would be 
unable to replace the lost pension value, as paying 
a contribution would invalidate the fixed protection 
2016. If Emma’s employer is contributing to her 
pension and she opts for fixed protection 2016 then 
this contribution must have stopped by 6th April 
2016. An election for individual protection 2016 will 
allow the employer’s contribution to continue for 
her whilst still providing LTA protection on £1.2m of 
her funds. Without individual protection, continuing 
contributions would mean a reduction in her LTA 
to £1,073,100, making an additional £126,900 of 
Emma’s pension fund subject to the LTA charge.
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Some pension scheme members had an 
entitlement, under the pre-6th April 2006 rules, 
to a tax-free lump sum which was higher than the 
25% of the LTA maximum which was subsequently 
introduced. These members were given automatic 
protection of this entitlement, whether or not they 
applied for primary or enhanced protection by 5th 
April 2009. 

The reduction in the standard LTA to £1 million from 
6th April 2016 could, in certain circumstances, 
result in an increase of an individual’s  
scheme-specific protected cash entitlement. A 
further case study may help to explain how this 
works in practice:

Mike had a fund entitlement under a directors’ 
pension scheme of £300,000 on 5th April 2006.  
He also had an entitlement to a cash lump sum 
of £100,000.  Therefore Mike would automatically 
be granted scheme-specific protected cash 
entitlement.  His fund has since grown to £400,000 
and he does not have enhanced, primary, fixed or 
2014 fixed protection. If Mike takes benefits having 
not applied for fixed protection 2016, his tax-
free lump sum entitlement is £166,000, which is 
£15,000 more than if he had taken it in 2016/17 
and had applied for fixed protection 2016.

What follows are suggestions for minimising or 
avoiding the LTA tax charge, based on the current 
legislation and HM Revenue & Customs’ practice, 
any or all of which may change. 

You should take personal advice from a regulated 
and appropriately qualified financial adviser before 
taking (or not taking) any action in relation to your 
pension benefits. 

• For individuals with benefits valued at £1 million 
or less at 5th April 2016, fixed protection 2016 
is the only option and they must have ceased 
contributions and/or benefit accrual from that 
date if they are likely to exceed the new £1 
million standard LTA in the near future; 

• Individuals with benefits valued at more than £1 
million at 5th April 2016 should claim both fixed 
protection 2016 and individual protection 2016 
as they will not be worse off by doing so. 

• Individuals with fixed protection (either the 2012 
or 2014 versions) and who had benefits valued 
at more than £1.25 million as at 5th April 2014 
had the option until 5th April 2017 to claim 
individual protection 2014.

Scheme-specific tax-free  
lump sums

Strategies for minimising or 
reducing the LTA tax charge
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• Individuals with fixed protection (either the 
2012 or 2014 versions) and benefits valued at 
more than £1 million at 5th April 2016 should 
also consider claiming individual protection 
2016. In the example given earlier of Emma, 
the position would be the same except that 
Emma’s individual protection would be £1.2 
million rather than the £1.8 million or £1.5 million 
under fixed protection. It still allows the option 
of filling a shortfall at retirement or continuing 
to accrue employer-funded benefits while only 
falling back to a LTA of £1.2 million rather than 
the lower £1 million limit.

• Individuals who are expecting to retire abroad 
should consider the merits of transferring their 
UK pension benefits to a qualifying recognised 
overseas pension scheme (QROPS), to enable 
the fund to be tested against the LTA now and 
allow future growth to arise free of any further 
LTA tax charges. However, the potential impact 
of the new overseas transfer charge after March 
2017 should also be considered.

• Individuals who are members of a directors’ 
pension scheme (in which all members are 
trustees) or a family SIPP and who wish to take 
income benefits should consider taking those 
benefits by way of scheme pension, as this is 
likely to be valued at a much lower amount than 
the actual fund value used to provide benefits 
by way of income drawdown or standard 
annuity purchase;

• Even if it seems likely that they will exceed the 
LTA, a 45% taxpayer with at least 15 years 
before they expect their pension fund to be 
tested against the LTA should consider making 
an additional pension contribution while 45% 
income tax relief is still available.

We will not pretend that the ‘simplified’ pension 
regime is simple any more and there are clearly 
many traps for the unwary. There are also other 
options available to reduce the chances of a LTA 
tax charge which include:

• saving for financial independence using other 
tax wrappers;

• taking benefits earlier than planned and

• considering the order in which benefits are 
taken if you have more than one scheme. 

Each unique situation needs careful review based 
on a proper analysis of the individual’s objectives, 
preferences, tax position, pension benefits and 
employment/self-employment circumstances. As 
ever, professional financial advice is essential if you 
are to minimise tax charges.
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Pension benefit options after 5th April 2015

Introduction Lifetime annuities
The Taxation of Pensions Act 2014 brought about 
changes to the way in which pension benefits can 
be accessed from defined contribution (DC), also 
known as money purchase, pension schemes.  
These changes allowed individuals to take as 
much or as little as they like from their DC pension 
arrangements on reaching the minimum pension 
age (MPA). The MPA is currently age 55 but in 2028 
will increase to age 57 and thereafter rise in line 
with the state pension age (SPA) so that it is always 
10 years before SPA.   

It is important to note that DC pension schemes 
do not have to provide all of the new options.  
Furthermore, there are also changes to the death 
benefits payable from DC pension schemes and 
these are described in the Bloomsbury Wealth 
‘Pension death benefits’ document (Appendix 1). 

The tax-free pension commencement lump sum 
(PCLS) is still available from pension schemes 
upon reaching the MPA and in most cases is 25% 
of the pension fund. Further information on higher 
scheme-protected PCLS can be found in the 
relevant section of this guide.

This document is intended to provide an overview of 
each option for taking benefits from UK-registered 
DC pension schemes.

An individual with a DC pension fund has the option 
of purchasing a lifetime annuity upon reaching the 
MPA. A lifetime annuity is usually provided by an 
insurance company in exchange for a lump sum 
from the pension fund and provides an amount 
of regular income for the life of the member (the 
annuitant). This income is subject to income tax via 
the pay as you earn (PAYE) system.  In the event 
of the annuitant’s demise the pension will continue 
only if at outset it includes a minimum guaranteed 
payment period and/or a spouse’s or nominee’s 
pension. 

The amount of income provided is dependent on 
several factors, including:

• the member’s age (and that of any other specific 
individual who will receive income benefits 
after the member’s death) when the annuity is 
purchased;

• whether it is based on standard, ill health or 
lifestyle terms;

• whether it is conventional or investment-linked;

• whether it is paid as a level, escalating or 
flexible income;
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• whether or not it includes a spouse’s or 
nominee’s pension;

• whether or not it includes a guaranteed 
payment period;

• the frequency of payment;

• whether it is paid in advance or arrears. 

Those who are regarded by the insurer to have 
lower than average life expectancy (whether due 
to age, existing health conditions or lifestyle issues) 
tend to be offered better annuity rates in recognition 
that the annuity will probably be paid for a shorter 
period than average. It is always worth enquiring 
whether improved terms might be available as a 
result of medical underwriting. 

Conventional annuities are either level or escalate 
at a fixed rate or in line with a published measure of 
inflation such as the retail prices index. Escalating 
annuities provide some protection against future 
increases in expenditure but start at a lower rate 
than level ones so their attractiveness depends on 
the extent to which such expected expenditure 
increases can be met from other resources – the 
time taken for the value of income received from 
an escalating annuity can exceed average life 
expectancy.

The annuity income can increase or decrease in 
payment.  If the annuity is capable of being reduced 
(other than what is included in Her Majesty’s 
Revenue & Customs - HMRC - guidance) it is 
known as a flexible annuity and triggers the money 
purchase annual allowance (MPAA). Additional 
information is available in the relevant section of 
this guide.  

A joint life annuity can be purchased by an 
annuitant with any chosen named beneficiary. The 
income then continues after the annuitant’s death 
at a rate of between a half and 100% of the level 
at date of death. The higher the percentage that 
continues (and the younger the survivor), the lower 
the starting rate of the original annuity.  Guarantee 
periods can also be any length rather than (as was 
previously the case) restricted to a maximum of 10 
years. 

Annuity payments are made at a fixed frequency 
between monthly and annually, the most suitable 
depending on when the cashflow is needed.  
Payments may also be made in advance or arrears 
and while there is little difference between the 
rates of an annuity paid monthly in advance and 
one paid monthly in arrears, the variation between 
advance and arrears is more pronounced for annual 
payments, since the insurer has use of the cash for 
a year longer in the latter instance.

Lifetime annuities can provide a useful starting point when 
considering pension benefits as they provide insurance 
against longevity and, if index-linked, also provide an 
element of future inflation protection.
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Furthermore, if no guarantee or survivor’s benefits 
are purchased, an annuitant who dies within the 
first year of an annuity paid annually in arrears will 
actually receive no payments at all. 

The tax treatment of death benefits from an annuity 
is the same as that for the pension scheme from 
which they are purchased, i.e. continuing income 
and lump sums payable on the annuitant’s death 
before age 75 are paid free of tax and are taxable 
at the recipient’s marginal rate of tax if the annuitant 
died after age 75. For more information please refer 
to Appendix 2: pension death benefits. 

Lifetime annuities can provide a useful starting 
point when considering pension benefits as they 
provide insurance against longevity and, if index-
linked, also provide an element of future inflation 
protection. When considering other options it is 
worthwhile to start by seeing what can be provided 
by an index-linked lifetime annuity, particularly if this 
can be purchased using part of a pension fund to 
secure a minimum level of income required to meet 
an individual’s basic expenditure.

Scheme pensions
Scheme pensions are usually payable from defined 
benefit (DB) pension schemes, although they can 
also be offered by certain types of DC pension 
schemes as long as the option of purchasing 
a lifetime annuity is also offered. For a scheme 
pension to be paid from a DC pension scheme the 
scheme administrator must secure the pension, 
i.e. pay it directly from the scheme by investing in 
an investment with a secure income or do so via an 
insurance company (such as by buying an annuity). 

The scheme pension must:

• be paid for the life of the scheme member;

• be paid at least annually;

• be incapable of being reduced year on year, 
except in limited circumstances;

• only be paid to a dependant of the member 
following their death.
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Any dependants’ pensions paid are subject to 
income tax via PAYE even if the member dies before 
age 75. However a scheme pension can include 
a lump sum death benefit either via an annuity 
protection lump sum death benefit or a pension 
protection lump sum death benefit. A lump sum 
death benefit up to the capital cost of the scheme 
pension, less gross income paid up to date of 
death, can be paid to the beneficiary and is taxed 
in the same way as other pension death benefits. 

As described in this guide scheme pensions can 
be useful if an individual’s total pension benefits 
exceed the lifetime allowance but care must be 
taken when using scheme pension as the MPAA 
can be triggered.

The individual can therefore take a lump sum from 
their pension fund without having to use flexi-
access drawdown, scheme pension or an annuity 
and this is treated as a UFPLS if:

• the payment is made from an uncrystallised 
pension fund;

• the individual pension member is aged at 
least the current MPA or has met the ill health 
conditions for earlier access to their pension 
benefits;

• the individual has more remaining unused 
lifetime allowance (LTA) than lump sum paid or

• the individual is over age 75 and has some 
unused LTA, although this does not have to be 
equal to or greater than the lump sum paid.

A UFPLS does not allow the scheme member to 
access their tax-free PCLS but 25% of the value of 
the pension fund paid as a UFPLS is usually tax-
free with the remaining 75% taxable as pension 
income. If the individual is over age 75 when the 
lump sum is paid then 25% is paid tax-free up to 
the amount of any remaining unused LTA.

An UFPLS is a single lump sum or a series of lump 
sums taken from an individual’s uncrystallised DC 
pension fund; uncrystallised meaning that either 
no benefits have previously been taken or that the 
funds have not been designated into flexi-access 
drawdown (see the next section).

Uncrystallised funds pension 
lump sum (UFPLS)

A UFPLS does not allow the scheme member to access 
their tax-free PCLS but 25% of the value of the pension 
fund paid as a UFPLS is usually tax-free with the remaining 
75% taxable as pension income. If the individual is over age 
75 when the lump sum is paid then 25% is paid tax-free up 
to the amount of any remaining unused LTA.
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There are certain circumstances when a UFPLS 
cannot be paid to an individual pension member, 
as follows:

• They have enhanced or primary protection 
from the LTA with lump sum rights of more than 
£375,000; further information is available in the 
relevant section of this guide;

• They have a LTA enhancement factor and the 
available portion of their lump sum rights is less 
than 25% of the proposed UFPLS or

• They have a scheme-specific protected PCLS 
of more than 25% of their benefits. 

Please note that if an individual accesses 
benefits using UFPLS then the money purchase 
annual allowance (MPAA) of £10,000 is triggered 
immediately before the UFPLS has been paid.  A 
UFPLS payment is also tested against an individual’s 
remaining lifetime allowance, the amount tested 
being equal to the lump sum paid.  More information 
on the lifetime allowance and MPAA is available in 
the relevant section of this guide.

Flexi-access drawdown
Flexi-access drawdown replaces all types of 
drawdown, for new funds, which applied before 
6th April 2015 (including flexible drawdown). 

It allows an individual to withdraw an amount which 
they choose from their DC pension funds whenever 
they wish as long as they have achieved MPA, met 
the ill health early retirement conditions or reached 
their protected retirement age. There are no 
restrictions on the amount of withdrawals that can 
be taken so, unlike previous versions of pension 
drawdown, there is no need for income withdrawal 
limits to be reviewed. Usually an individual will take 
their PCLS first, up to their higher personal PCLS 
entitlement if applicable, with the balance of the 
pension funds then being designated into flexi-
access drawdown; any further withdrawals are 
then subject to income tax as pension income. 

This method of taking pension benefits allows the 
entire fund to be withdrawn in one tranche after 
the PCLS has been paid, although in reality this is 
restricted due to the income tax that is paid on the 
withdrawal. A large withdrawal in a single tax year 
is likely to result in higher or additional rate income 
tax applying to the withdrawal when this might be 
avoided or reduced by taking smaller withdrawals 
over several tax years.
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It is also important to consider flexi-access 
drawdown in the context of the individual’s overall 
financial planning and risk profile. It is easy to take 
withdrawals at a rate that might not be sustainable 
over the long term, resulting in the need for other 
non-pension assets to be liquidated to fund lifestyle 
expenditure and objectives. 

An income can be provided by a short term annuity 
purchased from an insurance company. This then 
provides a regular income to the individual which 
must be paid at least annually and not last for 
more than five years. It can be an effective way of 
ensuring that a certain level of income is provided 
while leaving the remainder of the pension fund 
to be invested with a longer time horizon before 
it is needed for income withdrawals and providing 
additional flexibility against future changes in 
circumstances. 

If an individual designates a pension into flexi-
access drawdown the MPAA of £4,000 is not 
triggered immediately. The PCLS can be paid and 
the funds moved into flexi-access drawdown. The 
MPAA only applies from when income is drawn 
from the remaining pension fund. Pension funds 
designated to flexi-access drawdown for individuals 
under the age 75 are tested against an individual’s 
remaining lifetime allowance, the amount tested 
is equal to the amount designated and any PCLS 
paid. More information on this is available in the 
relevant section of this guide.

Capped drawdown
‘Capped drawdown’ refers to all pension funds 
using drawdown before 6th April 2015 which were 
subject to the minimum and maximum annual 
withdrawal limits set by the Government Actuary’s 
Department (GAD). Those individuals who 
commenced capped drawdown prior to 5th April 
2015 can continue with this and can designate new 
funds into this type of drawdown as long as the 
existing pension drawdown contract allows new 
funds to be allocated into the same arrangement 
as the existing funds. 

Capped drawdown contracts retain their upper 
withdrawal limit, of 150% of the basic amount 
(set by GAD and based on prevailing long term 
gilt yields), for withdrawals that can be taken in 
any scheme year. The lower limit remains zero.  
If income is withdrawn at a higher rate than the 
upper limit, the pension is automatically converted 
to flexi-access drawdown. An individual can also 
inform their scheme administrator that they wish to 
convert to flexi-access drawdown.

A large withdrawal in a single tax year is likely to result 
in higher or additional rate income tax applying to the 
withdrawal when this might be avoided or reduced by taking 
smaller withdrawals over several tax years.
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The main advantage of retaining a capped 
drawdown pension is that withdrawals can 
continue to be made within its limits or phased 
retirement using capped drawdown can continue, 
both without triggering the MPAA as long as the 
individual has not flexibly accessed any other 
pension funds. This allows the individuals to 
continue to make pension contributions using the 
standard annual allowance and any carried forward 
unused allowance. For further information, refer to 
the relevant section in this guide. 

If pension contributions are made, it is important 
to consider HMRC’s ‘recycling’ rules which are 
designed to ensure that tax relief is not obtained by 
taking a lump sum from a pension and then using 
this to make pension contributions.

Any individual who was using flexible drawdown 
before 6th April 2015 is deemed to have flexibly 
accessed their pensions and from this date is 
entitled to the MPAA of £4,000pa. All additional 
funds designated into drawdown will be subject 
flexi-access drawdown rules.

Flexible drawdown

Drawdown death benefits

‘Flexible drawdown’ refers to all pension funds 
using drawdown before 6th April 2015 which 
were not subject to the minimum and maximum 
annual withdrawal limits set by the GAD due to the 
individual receiving a minimal level of guaranteed 
income[1]. Previously, once an individual used 
flexible drawdown they lost their annual allowance 
and therefore could not make any further pension 
contributions and receive tax relief.
[1] An income of at least £12,000pa from either or a combination of a lifetime annuity, defined 
benefit pension and state pension.

An individual using drawdown for their DC pension 
benefits is subject to the same death benefit and 
tax rules that apply to someone who dies without 
accessing their pension funds. Further details of 
DC pension fund death benefits are available in 
Appendix 2 of this guide.
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Trivial commutation Only 75% of the lump sum payable is subject to 
income tax with 25% being paid tax-free, which 
is the same as a UFPLS for a DC pension. If the 
commutation arises from benefits that are already 
in payment then all of the payment is subject to 
income tax.

Trivial commutation of up to £30,000 can also be 
applied to certain pension death benefits when an 
individual receiving pension payments dies. This 
can apply to a dependant’s pension being paid from 
a scheme pension and/or in respect of a guarantee 
period from a lifetime annuity or scheme pension.  
The lump sum payment must move remove all the 
individual’s entitlement to the death benefits in the 
scheme and if the original individual receiving the 
pension died before age 75 the lump sum is paid 
tax-free, although after age 75 the lump sum is 
subject to income tax.

Where a pension fund is small enough, it is possible 
to commute it for a lump sum. Trivial commutation 
lump sums apply to defined benefit (DB) pensions if: 

• the value of the benefits is less than £30,000; 

• the lump sum paid must remove all the 
individual’s entitlement to the defined benefits; 

• the individual has reached the MPA (currently 
age 55), has a protected earlier pension age 
or meets the conditions for an ill-health early 
retirement and

• the individual has sufficient lifetime allowance 
to cover the payment.

If the original individual receiving the pension died before 
age 75 the lump sum is paid tax-free, although after age 75 
the lump sum is subject to income tax.

Only 75% of the lump sum payable is subject to income 
tax with 25% being paid tax-free, which is the same as a 
UFPLS for a DC pension.
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Small pot payments are taxed in the same way 
as UFPLS and trivial commutation lump sums, so 
25% of the payment is tax-free and 75% subject 
to income tax. However, unlike UFPLS they do not 
trigger the MPAA so contributions and DB benefit 
accrual may continue subject to the standard 
annual allowance. If the small pots lump sum is 
taken from benefits that are already in payment 
then all of the payment is subject to income tax.

Small pot pension lump sums can be paid from 
DB or DC pension schemes and apply to pension 
benefits in a scheme that are worth £10,000 or 
less when the payment is made. An individual 
can receive up to three small pot payments from 
non-occupational pension schemes, i.e. personal 
pensions, although there is no limit to the number of 
payments that can be taken by the same individual 
from occupational schemes as long as they are 
unconnected. 

Small pot lump sum payments can only be made if:

• the individual has reached the MPA, has a 
protected earlier pension age or meets the 
conditions for an ill-health early retirement;

• the payment is £10,000 or less and

• the individual has some remaining lifetime 
allowance, although this does not have to be 
enough to cover the entire payments and the 
payment itself does not use up any lifetime 
allowance.

Small pots lump 
sum payments
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In the event of the subsequent death of the 
dependant or nominee, a further change is that 
the tax position of benefits received by their 
nominated successor then depends on the age 
at date of death not of the original member but of 
the previous recipient of benefits. It is thus possible 
for the tax treatment of payments from the same 
pension fund to change between each successive 
recipient according to the age at which the previous 
recipient died.

Pension death benefits:
Nominations to beneficiaries after 6th April 2015 

The Taxation of Pensions Act 2014 brought about 
changes to the way in which death benefits from 
defined contribution (money purchase) pension 
schemes can be passed on to chosen beneficiaries. 

In most cases where the member dies before age 75 
the funds (whether taken as income or a lump sum) 
can be received tax-free, while on the member’s 
death after 75 the beneficiary will be taxed at their 
own marginal income tax rate on benefits (whether 
paid as an income or a lump sum).

Crucially, the scope for who can receive the benefits 
as an income has been significantly widened.  
Previously, only a dependant (a spouse/partner 
or children regarded as financially dependent on 
the member) could receive a pension income. 
Under the new rules anyone, related or not, can 
be nominated to receive potentially either a lump 
sum or an income. This gives the potential to 
pass pension funds down through the generations 
without them ever falling into anyone’s estate for 
inheritance tax (IHT) purposes.

New pension death  
benefit rules

Pension providers have revised their death benefit 
nomination forms and these now commonly 
include both a nomination and an expression of 
wishes section. 

The nomination section ensures that the widest 
possible range of people (‘eligible benefits 
recipients’ - EBRs) are eligible to receive death 
benefits as an income, rather than a lump sum, in 
accordance with the scheme trust deed and rules.  
For example, the AJ Bell personal pension scheme 
rules define EBRs in relation to a person (referred to 
in the male gender but obviously equally applicable 
to the female) as being:

Nominations and expressions 
of wishes
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“his Spouse, his grandparents, such grandparents’ 
descendants (including step and adopted 
descendants), such descendants’ Spouses, 
Successors, persons interested in his estate, any 
other Member and any charity and person or 
unincorporated associations that is the subject of 
a written expression of wishes that he has made 
to the Scheme Trustee or Scheme Administrator 
to the effect that he would like them to consider 
making payment of death benefits to or for their 
benefit following his death or the trustees of any 
trust established for the purposes of receiving 
benefits under the Scheme.” 

The expression of wishes section then needs to 
be completed by the member with the details of 
the person(s) to whom they would like the trustees 
to consider allocating benefits on the member’s 
death. This request is not binding but in practice 
the trustees are likely to give considerable weight 
to the member’s wishes in terms of how they elect 
to distribute benefits.

Where a nomination is not made, the scheme 
administrator can only set up income drawdown 
for someone who is a dependant (unless there 
are no dependants, in which case the scheme  
administrator can set up drawdown for any 
individual). Scheme administrators retain any 
existing discretionary powers in respect of lump sum 
payments as this avoids unwelcome inheritance tax 
implications. Payments to individuals will be taxed 
in the same way as those to nominated recipients. 

The scheme administrator would receive the will 
and liaise with other family members to help them 
make a decision as to the beneficiaries to whom the 
benefits would be most appropriately distributed.

On the member’s death the existing expression of 
wish can still be taken into consideration but in the 
event that it were considered appropriate by the 
trustees to redirect the benefits to other individuals, 
such benefits could only be distributed as a lump 
sum, not as an income.

What if no nominations  
are made?

What if an expression of wish 
form is already in place?

Table 1:  Treatment of death benefits on death before and after age 75

Data source:  Bloomsbury Wealth

After 75

Beneficiary’s marginal tax rateTax-freeLump sum

Income

Income

Capital 
guarantee

Annuity
purchased

No annuity
purchased

Tax-free

Tax-free

Tax-free

Beneficiary’s marginal tax rate

Beneficiary’s marginal tax rateTax-free

Tax-free Beneficiary’s marginal tax rate

Beneficiary’s marginal tax rate

Beneficiary’s marginal tax rate

Before 75

Age at death of member Age at death of subsequent recipient of benefits

Age 75Age 75

After 75Before 75
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In essence, they were an excellent way to provide 
an element of control ‘beyond the grave’. 

The trust would normally be established with an 
initial nominal gift of £10. The trust would then be 
nominated as the beneficiary to receive pension 
death benefits using the normal nomination 
process with the pension provider, so requests 
that the pension scheme administrator pay the 
death benefits to the trustees of the trust. Whilst 
not binding on the administrator, we have never 
encountered a situation where a provider would 
not accept a nomination to such a trust. 

The trust deed would contain a range of potential 
beneficiaries which would normally include the 
surviving spouse, children, remoter issue and even 
charities. The settlor would normally prepare and 
sign a letter of wishes to guide the trustees (again 
it cannot be legally binding) as to how they would 
like the benefits to be paid. The trustees can, for 
example, make loans to a beneficiary rather than 
advancing capital, which ensures that the capital 
remains outside the beneficiary’s estate. As all 
beneficiaries are only potential beneficiaries, no one 
has a legal right to either the capital or the income 
and therefore no claim against either can be made 
in the event of the death, divorce or bankruptcy 
of a beneficiary and the capital in the trust will not 
form part of their estates for IHT purposes.

What about defined 
benefit (final salary) 
pension schemes?
These schemes are not affected by the liberalisation 
of the rules applicable to defined contribution 
schemes but it is still important to ensure that the 
scheme holds a completed expression of wish form 
and that it reflects the member’s current wishes so 
that death benefits can be distributed correctly.

A pension death benefits spousal bypass trust is 
a type of discretionary trust which is established 
during the settlor’s lifetime to receive any death 
benefits payable under pension policies in the event 
of death before the member draws them. Provided 
that the trust is established correctly, it can have 
many advantages and prior to the recent changes 
was a very tax-effective way of providing for 
pension death benefits to be paid to a wide range 
of beneficiaries with a large amount of flexibility.

It also provided protection from ‘hostile creditors’ 
(e.g. on divorce or bankruptcy) and inheritance tax 
(IHT) savings at the time, as the death benefits did 
not fall into the spouse’s estate. 

Existing pension bypass trusts
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However, the changes which came into force on 
6th April 2015 mean that much of this can now 
be achieved by retaining the pension funds in 
drawdown, which also provides a tax benefit in 
that the funds continue to benefit from the tax-
advantaged pension environment for growth and 
income as opposed to the less favourable trust 
taxation regime.  In addition, remaining in drawdown 
avoids any periodic and exit IHT charges and the 
costs and complexity of the trust itself. 

Therefore, where the death of the member occurs 
after age 75, there may now be a weaker case for 
using a bypass trust due to the more punitive tax 
regime that funds would be subject to within the 
trust compared to being left in drawdown. 

It is worth bearing in mind that where both husband 
and wife are alive today, the statistical average 
chance of one of them not living beyond age 75 is 
only 7%. 

We therefore suggest that the suitability of any 
existing bypass trust be reviewed to determine 
whether it is still necessary under the new rules.  
There are circumstances in which a bypass trust 
remains suitable, such as:

• when the member wishes to retain an element 
of influence over the future distribution of 
benefits;

• when the member dies before age 75, as the 
tax treatment is neutral compared to leaving 
funds within the scheme;

• when there are complex family circumstances, 
such as children from more than one 
relationship;

• when there are young or vulnerable beneficiaries;

• when the potential beneficiaries are not good 
at handling money or

• when it is desired to leave an amount up to the 
value of the IHT nil rate band to a bypass trust 
and the balance to individuals. 

This list is not exhaustive and the cost of future 
periodic tax charges should also be considered 
when assessing whether such a trust should be 
retained, as well as the ongoing costs and less 
favourable tax treatment or any further legal advice 
that may be required.

We suggest that the suitability of any existing bypass trust 
be reviewed to determine whether it is still necessary under 
the new rules. There are circumstances in which a bypass 
trust remains suitable.
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Bloomsbury Wealth is a multi-award winning specialist wealth management 
and financial planning branch of Raymond James Investment Services Ltd. 
based in London owned and led by Charles Wood and Robert Lockie.

Email:  truewealth@bloomsburywealth.co.uk

Phone:  020 4502 4560

We specialise in helping successful business people and their families to 
overcome the challenges involved in managing significant wealth. We act as 
personal wealth advisers to a select number of families with complex affairs to 
deliver tangible and substantial value. This gives our clients the confidence of 
knowing that they can achieve all that is important to them in life.

To arrange an introductory telephone call with one of our friendly and experienced 
planners or if you would like more details on any of the subjects mentioned in 
this document please contact the Bloomsbury Wealth Marketing Department: 

Disclaimer: This document is intended for information 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.  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 Wealth to 
be reliable but Bloomsbury Wealth 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.  With investing, your capital is at risk.  Tax treatment depends 
on an investor’s individual circumstances and may be subject to change.
©2021 Bloomsbury Wealth
CA22112021AJ
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For further information please get in touch 
with your usual Bloomsbury contact, 
telephone 020 4502 4560 and ask for a 
member of the wealth team or alternatively
email truewealth@bloomsburywealth.co.uk

Bloomsbury Wealth
30 Crown Place
London
EC2A 4BT
United Kingdom

bloomsburywealth.co.uk

T: +44 (0)20 4502 4560
E: truewealth@bloomsburywealth.co.uk

Bloomsbury and Bloomsbury Wealth are trade names of Raymond James Investment Services Ltd 
(Raymond James). Raymond James is a member of the London Stock Exchange and is authorised 
and regulated by the Financial Conduct Authority.  Registered in England and Wales number 3779657.  
Registered Office Ropemaker Place, 25 Ropemaker Street, London EC2Y 9LY.


