Pension contributions hit by 8,000% tax rate

Adapted from an article first appearing in the timesoline.co.uk/04April2010

The deficit on final salary schemes soars to £93bn

Higher earners could face tax rates as high as 8,000% on their pension contributions, it emerged last week, heaping more pain on company pensions. 

The combined deficits of final salary schemes increased from £36 billion to £93 billion in the past year, according to a survey by Aon Consulting, the actuary. Marginal tax rates will hit people earning more than £130,000 who are affected by new rules to claw back tax relief on pension contributions from April next year. 

Paul Jayson at Barnett Waddingham, another actuary, said: “Extraordinary marginal tax rates occur when an individual in a final salary pension crosses the £130,000 threshold for income.” Top of Form

Bottom of Form

Jayson uses the example of someone earning £100,000 who has accrued a pension worth £50,000 a year. If he received a pay rise to £129,000, he would see no change in the treatment of his pension. But if the pay rise were £1,000 more, hitting the £130,000 threshold, this could trigger a big tax bill if he were deemed to have exceeded the annual or lifetime allowances for contributions. 
In our example, the new pension entitlement (based on salary) is £65,000 a year and the value of the pension fund is deemed to have risen by £268,000 to factor that in. “The associated tax charge would be 30% of that, which is £80,000. Thus an additional £1,000 of income has effectively been taxed at 8,000%,” said Jayson. Determining how to reduce the value of someone’s pension within a final salary scheme to take account of the extra tax charge will be fraught with difficulty, he warned. No guidelines about how to do this have been produced, adding a further level of unwanted complexity. 

Jayson said higher earners could be stung further by pension tax changes, which will cast yet more doubt over the future of workplace schemes as more company bosses decide to no longer bother with pensions. Although the changes to the pension tax regime do not come into effect until next April, what you do in the year ahead could have a negative impact. For example, redundancy packages being hammered out now, which typically include a pension augmentation, could be counted towards income in the following year — depending on when they are paid. 
The government is also expected to clamp down on people massaging income downwards in their last year of work, by introducing a “look-back” rule. This will allow the Revenue to take the average of the previous three years’ work when determining someone’s income level. Furthermore, people may not realise that other income from rental properties or investments will count towards their income for the purposes of calculating the rate of tax relief due on their pension contributions. 

The survey by Aon Consulting found that although scheme assets have increased by £118 billion, their accounting liabilities have swollen by £175 billion to a total of £591 billion. The disparity between assets and liabilities has increased partly because of falling bond yields and rising expectations of future long-term inflation, up from 3% to 3.9%. 

Marcus Hurd at Aon said: “Pension deficits are once again dominating the boardroom. This year’s company accounts will make sorry reading for companies with final salary pension schemes. These numbers will only increase the number of companies looking at restructuring their pension arrangements. 

“Even those that have hedged their pension risk are feeling the pain.” 
