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Dear sirs,

Options to meet high annual allowance charges from pension benefits: a discussion document
Local Government Employers, a body which represents local authority interests to central

government and other bodies on local government pensions policy, is pleased to respond

to your discussion document dated November 2010.

We note the Government’s objective is to ensure that tax relief granted on pension saving is fair, affordable and sustainable and that it is committed to restricting the annual level of tax-free pension saving.
We agree that it is not appropriate to apply this restriction in a way that would mean individuals with significant increases in pension entitlement would trigger tax charges that they could not reasonably be expected to meet immediately from current income. However, the question of whether the Annual Allowance (AA) regime should make provision to enable certain individuals to meet AA charges from their pension benefits via a “scheme pays” option is a vexed one. 
On the one hand, if the pension scheme:
a) meets a specific year’s tax liability in real time (while pension benefits are still accruing), or

b) rolls up the liability, deferring payment of the AA tax charge until the point that the individual’s pension benefits crystallise, and

c) makes a reduction to the individual’s pension benefits actuarially equivalent to the tax liability paid on the individual’s behalf by the pension scheme

then both the pension scheme and the individual scheme member would be taking an actuarial risk. If the member dies within the actuarially assumed life expectancy period, the pension scheme would not have recovered enough pension from the member to meet the cost of the tax paid and the “lost” investment return on that money had it remained in the pension fund (unless provision is made for the scheme to recover the outstanding balance from the lump sum death benefit – but there may be no lump sum death benefit due in a number of cases). Conversely, if the member dies beyond the actuarially assumed life expectancy period, the pension fund would gain at the expense of the scheme member (unless provision is made to enable the pension to revert back to a full pension after a period of time). The way to avoid these risks and complications would be to remove the pension scheme from the equation and leave tax collection as a matter to be dealt with between the individual and HMRC. The individual could be provided with a choice of payment to HMRC up front, part-payment up front with the outstanding balance (plus interest) recovered over a period of time via the individual’s tax code, or payment deferred (with interest) until retirement with the individual making payment to HMRC in full at that time or making part-payment at that time with the outstanding balance (plus interest) being recovered over a period of time via the individual’s tax code. 

The above has the advantage that it removes the element of risk from the pension scheme and from the individual and reduces the administration cost for the pension scheme (and hence costs for employers participating in the scheme). 
We can nonetheless see that individuals might prefer one of the “scheme pays” options outlined in the discussion document as these provide a mechanism for the tax to be paid by the pension scheme on behalf of the individual and for that to be accounted for by a reduction in the individual’s pension benefits. The lack of such an option could have an impact on pension scheme opt out levels for those affected, or who might potentially be affected, by the Annual Allowance tax charge. 

If a “scheme pays” option is taken forward we agree that pension schemes should be given flexibility over how the value of the pension offset should be determined. Whilst we accept that the terms offered should not be disadvantageous (in an actuarial sense) to the individual, it is equally true that the pension scheme should be protected too. Provision should be made to ensure that if the scheme member dies within the actuarially assumed life expectancy period used by the scheme, the scheme may recover the outstanding balance of the tax paid by it on behalf of the scheme member from any lump sum death benefit (assuming, of course, there is a lump sum death benefit due).
We do not agree that individuals who are in more than one scheme and who exceed the AA should be able to nominate a single scheme to pay the tax charge under the “scheme pays” option. This is because that one scheme would then be taking on the whole of the actuarial risk mentioned earlier. Each scheme should, instead, meet its proportionate share of the tax charge i.e. if the value of benefits in scheme A is £20,000 and in scheme B it is £40,000 then scheme A should meet 1/3rd of the tax charge and scheme B should meet 2/3rds of the tax charge.  
Yours sincerely
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