Introduction

Purpose and
intended effect

1 This full RIA updates and expands on the partial RIAs published alongside the
December 2002 consultation document: Simplifying the taxation of pensions: increasing
choice and flexibility for all, and the December 2003 document: Simplifying the taxation
of pensions: the Government’s proposals. These set out, in turn, the framework and the
detail of how the simplification of the taxation of pensions would be implemented.

2 The draft primary legislation to enact the changes has today been published in the
Finance Bill. These 151 pages of primary legislation, together with an expected 100
pages of secondary legislation and estimated 350 pages of guidance, will be replacing
over 350 pages of primary and secondary legislation and nearly 1000 pages of guidance.
It is proposed to publish draft Regulations for comment during the remainder of 2004,
and to have the guidance ready for publication early in 2005.

3 The radical simplification of the tax rules will be achieved by replacing the six
existing tax approved regimes (summarised in annex A) with a single, universal, regime,
and rationalising the taxation bases of the two existing unapproved regimes. This will
lead to:

e improved choice and flexibility for pension providers, employers and
individuals saving in pensions;

e improved competition among financial services firms providing
pensions;

e greater encouragement for individuals to save for retirement; and

reduced administration and compliance costs for sponsoring employers,
pension scheme administrators, providers, and advisers.

4 In order to deliver the single regime for pensions, there will be a transition process.
This process will impose some short-term costs on everyone running pension schemes as
well as on the Government itself. The Government believes that the costs of the
transition for schemes will be recouped relatively quickly by the administrative savings
arising from the simpler new arrangements. Estimates of the transitional costs and
longer term savings in light of the responses to the December 2003 document, are given
in paragraphs 39 et seq.

5 The Government wants to encourage today’s workers, tomorrow’s pensioners, to
save for their retirement and offers generous tax incentives to encourage people to save
in a pension.
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Key objectives 6  This reform will modernise and simplify the tax rules for pensions. The objectives
are to increase individual choice and flexibility and cut industry costs by tackling the
complexity and fragmentation caused by the current rules. There will be a single
coherent set of rules applying to all kinds of tax-privileged pension scheme. From
commencement of the simplified regime, 6 April 2006, (referred to in the consultation
documents as “A day”) all future tax-privileged pension savings will follow these new
rules. All existing pension rights under the old rules will be protected, including an
option to protect future investment, or earnings, growth. A synopsis of the main rules of
the new regime is given under “summary of measures” at paragraphs 14 to 24.

Risk 7 The complexity of the current rules, compounded by the different regimes co-
existing, increases administration costs for the pensions industry. It also acts as a barrier
to entry to financial service providers wishing to provide pension services and products,
to employers sponsoring pension schemes and to individuals investing in pensions. The
Department for Work and Pensions’ green Paper on pensions' estimated that there were
around 3 million individuals who were seriously undersaving for their retirement (or
planning to retire too soon), with a further group of 5 to 10 million who may need to
consider saving more or working longer. The risk is that these costs and barriers act as a
brake on pension saving, with the possibility that some individuals will not have
sufficient private pension provision in retirement, and be more reliant on state support.

8 Radically simplifying the rules will help remove these barriers and reduce this risk.

9 Applying such radically different rules to the well-established system of taxation of
pensions brings its own risk. Existing advisers and pension providers have built up
expertise in the current system and will need to become familiar with the new rules to
properly advise individuals who wish to invest in pensions. The Government is limiting
this risk by ensuring that the new set of rules are as simple as possible, so that any
familiarisation required will not pose a barrier to helping people to save. And to allow
the pensions industry more time to familiarise themselves with the new rules and make
the necessary preparations, the Government has deferred A day from the proposed 6
April 2005 to 6 April 2006. Guidance will be developed through 2004, in consultation
with representatives of the pensions industry, with the aim of publication early in 2005,
to assist with the familiarisation process.

10  The Government wants to enable a gradual shift from work to retirement, thus
increasing the supply of labour over employees’ lives. So, as part of the simplification
package, the Government is extending flexible retirement to occupational schemes to
remove the cliff-edge of retirement that the current rules impose (see paragraph 20).
There is a risk that some people would take this opportunity to reduce work effort earlier
than they otherwise would have. The net impact of these competing effects is
impossible to predict precisely, but the response to the proposal from employers and the
pensions industry has been extremely positive.

Options 11 The two options considered by the Government in the December 2003 document,
were to do nothing, leaving the various current tax regimes in place (see annex A), or
radical simplification of the pensions regimes across the board.

12 To do nothing would have protected the future expectations of a small number of
high earners in uncapped pre-1989 pension schemes who would be disadvantaged by the
new regime. Then, in 30 or so years time, when all the remaining pre-1989 members
will have retired, the single then remaining occupational regime and the single personal

! Simplicity, security and choice: working and saving for retirement December 2002.
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Summary of
measures

pension regime could be brought together. But the Government is convinced of the need
to act now to remove the barriers and constraints that the current pension rules place on
everyone involved in pensions ie employers, individuals, pension providers and advisers.

13  The responses to the December 2003 proposals overwhelmingly urged the
Government to bring in the new regime, and to end the existing regimes.

14 The Finance Bill will introduce a single unified set of tax rules for all pensions
qualifying for tax relief. Most of the tax restrictions on contributions, fund build-up and
benefits will be scrapped.

15  The main proposals for the new regime, which will start on 6 April 2006, are
summarised below:

16 The current jumble of limits on contributions, scheme build-up and emerging
benefits (see summary at Annex A) will be replaced by two allowances:

e A single, lifetime allowance for the amount of pension savings that can
benefit from tax relief, of £1.5 million, rising in stages to £1.8 million
from April 2010%, and reviewed quinquennially thereafter;

e An annual allowance for the amount of tax relieved contributions
and/or increased benefits, of £215,000, rising in stages to £255,000
from April 2010°, and reviewed quinquennially thereafter.. Tax relief
on individuals’ contributions will be given on the higher of £3,600, or
100% of earnings.

17  In practical terms this will mean that most people can make pension contributions
with tax relief, up to whatever they can afford, without being bound by the contribution
and/or benefit limits of the current regimes. Instead, anyone who builds up total pension
rights worth more than the lifetime allowance of £1.5 million will bear a lifetime
allowance charge of 25%* on any benefits taken in excess of the lifetime allowance.

18 An employer will now be able to make unlimited contributions to a registered
pension scheme on behalf of an employee or former employee without having to check
the benefits building up against any Inland Revenue limits. Except in very limited
circumstances, where they are not made “wholly and exclusively” for the purposes of
the business, contributions paid will qualify as a tax deduction for the employer. As
now, relief on certain exceptional contributions will be spread over a period of up to four
years.

19  Minimum pension age will be increased from 50 to 55 from 6 April 2010, or at an
earlier date if schemes so choose. But there will be protection for certain people who
have pre-existing rights to draw benefits from age 50, or to a low normal retirement age.
Pension savings must, as now, be converted into a guaranteed income stream by age 75.

20  Members of occupational schemes will, from minimum pension age, be able to
start receiving a pension without having to retire from that employment. This option is
currently only available to members of personal pension schemes and is generally

2 Rising from £1.5 million for 2006/07 to £1.6m for 2007/08, £1,65m for 2008/09, £1.7m for 2009/10 to £1.8m for

2010/11.

3 Rising from £215,000 for 2006/07 to £225,000 for 2007/08, £235,000 for 2008/09 to £245,000 for 2010/11.
* The lifetime allowance charge will be levied at 55% if the benefits are taken in lump sum form.
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referred to as “flexible retirement”.

21 New schemes will no longer need to seek formal approval from the Inland
Revenue. There will be a registration process, which it is anticipated will be available
electronically by 2006, and it will no longer be necessary to submit scheme rules and
amendments to the Inland Revenue for approval. Existing approved schemes will
automatically be registered from A day, unless the scheme opts out, and becomes an
unregistered scheme (to be known as “employer-financed retirement benefits schemes”).

22 There will be a single set of investment rules for all pension schemes, removing a
complicated set of prohibitions and restrictions for small schemes, used mainly by small
businesses. It will set limits on holding shares in the sponsoring employers’ company,
and loans to employers, and prohibit loans to scheme members. The new rules will
allow all schemes to invest in assets, formerly barred to small schemes, such as
residential property or works of art, from which members may derive a benefit. Such
benefit, if not paid for by the member at a commercial rate, will be taxed on the member
as an unauthorised payment, at 40%.

23 There will be a single set of benefit rules for the new regime that will cover all
tax-privileged schemes. The benefit rules will outline the characteristics of pension
benefits without prescribing the precise means of delivery. And there will be a single
rule for the amount of benefit that can be taken as a tax-free lump sum: 25% of the fund
up to an overall limit of 25% of the lifetime allowance.

24 Schemes that are currently funded, or unfunded, unapproved retirement benefits
schemes (known as FURBS and UURBS) will be allowed to continue outside the new
tax-privileged regime, as employer-financed retirement benefits schemes, subject to
transitional arrangements. There will be changes to the taxation rules for employers’
contributions, on the benefits paid and to the taxation of investment income of
employer-financed retirement benefits pension schemes set up by way of a trust.

Numbers 25  Current members - over 10 million individuals are currently accruing rights in

affected an occupational scheme, with around 5 million making some contribution, individual, or
employer or both, to a personal or stakeholder pension. In addition around half a million
are still contributing to retirement annuity contracts, the forerunners of personal
pensions. Over three-quarters of these are already in either the post-1989 occupational
pension regime, or in personal pension schemes, both limited by reference to the
statutory earnings cap, which the new lifetime allowance broadly mirrorsS.

26 Current schemes - there are currently over 100,000 Occupational Pension
schemes with two or more members, with the vast majority of members concentrated in
very few schemes — around two thirds in the 300 or so largest schemes. Table 1 below
shows the distribution of members across existing pension schemes. In addition there
are around 250 financial institution providers of personal and stakeholder pensions.

Self-administered schemes have around £700 billion® of assets under management, with
insurance administered and personal pension schemes having another £550 billion®

5 The new lifetime allowance of £1.5 million is broadly based on the statutory earnings cap, introduced in 1989 for both occupational and personal
pensions. Since then the maximum pension that can be earned in an occupational pension scheme is two thirds of final salary, subject to the
earnings cap of (for 2004/2005) £102,000, i.e. £68,000. The lifetime allowance is set at a level that broadly replicates the maximum that an
individual can accrue over a working lifetime under the current occupational pension rules.

6 Research Update: How much in funded pensions in 2001? Insurance Trends July 2003, Association of British Insurers
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Table 1: Occupational pension schemes and members

10,000 or more 6.8
5,000 - 9,999 0.6
1,000 - 4,999 1.2
100 - 999 1.0
12-99 0.3
2-11 0.2
Total 101

Source: Occupational Pension Schemes 2000- Eleventh survey by the Government Actuary, Government Actuary’s Department.

Benefits 27  The benefits of the reform will be felt by everybody involved in pension savings
and provision:

e the pensions industry (sponsoring employers, scheme administrators,
providers and advisers): a 2001 Inland Revenue sample survey’
suggested new steady state administrative cost savings to the pensions
industry of at least 5 per cent, about £80 million a year. Responses to
the December 2002 consultation, in the main, said it was difficult or
impossible to estimate realistic figures in the absence of detail.

Following the publication of the detailed proposals in December 2003,
and consideration of the responses, this still remains the Government’s
best estimate (see paragraph 46).

e employers: the new rules will permit flexible retirement, helping
employers retain experienced staff and allowing staff to stay on longer
in work. (Current rules prevent occupational scheme members from
drawing a pension without leaving that employer’s service, whereas
individuals with personal pensions may, if they wish, commence
drawing their pension as soon as they reach minimum pension age);

e those employers that have previously been deterred from setting-up
schemes, because of the overall cost and complexity, may now decide
to do so;

e members of occupational pension schemes: should, like members of
personal pensions currently, have more opportunities to use their
pension rights flexibly, to mix work and retirement toward the close
of their careers;

e pension scheme savers: will nearly all be able to save more with tax
relief if they wish. They will have increased flexibility in the amount
they can save and when they can save, and the potential of a more
generous tax-free lump sum. The exception to this will be a small

7 Survey of pensions industry by Inland Revenue, in conjunction with the Association of British Insurers and the
National Association of Pension Funds, November 2001.
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number of high earners not subject to the 1989 earnings cap, whose
future tax privileged pension saving will be capped by the lifetime
allowance;

e people not yet saving for a pension: will find it easier to get started as
they will need less advice and face lower costs. In turn this should
mean that they are unencumbered in achieving an appropriate level of
pension saving for retirement.

e Independent financial advisers: will need less detailed knowledge of
different tax regimes, reducing their training costs. In response to the
December 2002 consultation one industry representative suggested
savings in training costs for this group alone could amount to £10
million per year.

28  More generally, the new regime will allow for much greater flexibility over
scheme design. This will mean more choice for the industry, pension scheme members
and employers alike. The numbers who will potentially benefit are large.

Impact on 29  As set out above, the vast majority of pension scheme savers will benefit from the

pension savers new regime. Central to the new regime is the concept of the lifetime allowance on tax-
relieved pension savings. This will initially be set at £1.5m, rising in stages to £1.8 m by
April 2010, and thereafter reviewed quinquennially.

30  The Government estimated that fewer than 5,000 individuals currently in pre-
1989 uncapped regimes would be affected by the lifetime allowance on its introduction.
This estimate was derived using a number of data sources, including those on
contribution rates, accrual rates and length of service. Looking further forward, it was
estimated that the lifetime allowance would perhaps affect around 1,000 further
individuals a year, who were previously in pre-1989 regimes, over the next 10 years.

31  In December 2003 the government asked the National Audit Office (NAO) to
look at these figures to consider whether they were reasonable estimates. The NAO
reported on 9 March 2004° and concluded that the Government’s estimates were
reasonable, although the figure of 5,000 was at the lower end of a range of reasonable
estimates. They suggested that sensitivity testing and other evidence was consistent with
an estimate of around 10,000. They also said that the evidential base for the 1000 per
year going forward was thin, but that evidence from a survey of major companies,
current pensions in payment data and other evidence, did not discredit the Inland
Revenue’s estimate.

32 An analysis of the distribution of current private pensions in payment shows that
there are over 5 million taxpayers drawing pensions, but less than 0.5% of these have a
pension of greater than £60,000 per annum (see table 2 below). This is close to the
maximum level of pension income from a post-1989 occupational scheme and to the
maximum tax-relieved pension that an individual will be able to get under the new
regime. It is difficult to gauge the extent to which current pensions in payment may
usefully indicate the distribution of income from this source in future. However, the
latest quinquennial survey from the Government Actuary’s Department’ shows that the
number of pensions in payment from occupational schemes has remained broadly flat
between 1995 and 2000, perhaps indicative of a growing number of occupational

¥ the government’s estimates of the impact of the pensions lifetime allowance — this can be found at www.nao.org.uk
9 Source: Occupational Pension Schemes 2000- Eleventh Survey by the Government Actuary, Government Actuary’s Department.
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schemes reaching maturity. If this were true then current pensions in payment may have
reached a fairly steady state with the distribution remaining broadly similar over time.

Table 2: Private Pensions in payment for taxpaying individuals

Less than £50,000 5, 306

£50,000+ 11

£60,000+ 6

£70,000+ 3

£80,000+ 2

£90,000+ 1

£100,000+ 5

Subtotal of those with £60,000 or more 17
Overall total 5334

Source: Survey of Personal Income 2001-02

Impact on 33 Simpler tax rules, with lower administration and compliance costs, will be

small business  particularly helpful for small businesses. It will be easier and cheaper for employers to
sponsor or contribute to a pension scheme for their employees. And, for the self-
employed, the significantly more generous personal contribution limits of 100% of
earnings will provide greater flexibility from year to year without the need for complex
carry-back provisions. This greater flexibility has been widely welcomed across the
pensions industry, although three respondents to the December 2003 document felt that
the carry-back rules should be retained. The Government believes, once the new rules
are fully understood, that even those few who currently oppose this change will not be
disadvantaged.

34 The impact of the pension simplification proposals, both on small businesses and
across all sectors, has been open to two public consultations (see paragraph 53)
including two series of open seminars. The Association of Pensioneer Trustees and the
SIPP Provider Group, representing particular segments of small business, and the Small
Business Service were engaged in direct dialogue with the Inland Revenue on the
potential impact of these proposals. The culmination of the consultation process, and the
impact on this sector, is summarised in the following paragraphs. The Small Business
Service has seen this Regulatory Impact Assessment and is satisfied with its content.

35  Those small businesses using small self-administered pension schemes (SSASs),
and self-invested personal pensions (SIPPs) will be able to benefit from the more liberal
investment rules e.g. investing in assets currently barred, such as works of art and
residential property (see paragraphs 55 and 56). There are almost 38,000 SSASs, with
almost 90,000 members. And there are estimated to be over 100,000 SIPPs, many of
which will have been taken out by individuals running small businesses.

36  The small businesses that provide pensioneer trustee services to SSASs may be
affected as their appointment will no longer be mandatory, although schemes may
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Equality
Impact

Cost of
implementing

nevertheless choose to retain their services. (There are approximately 280 approved
pensioneer trustees (P/Ts), although many of these also provide other services and not
all are small businesses.) Twenty-five, mainly P/T, respondents, and the Association of
Pensioneer Trustees, which represents the majority of P/Ts, are not in favour of this
change. Primarily, in support of their opposition, they cite increased compliance risks to
the Exchequer from schemes without professional trustees, particularly in light of the
proposed removal of the current tight investment restrictions for small schemes. The
Government believes it would run counter to the fundamental aims of simplification to
have a subset of schemes within the new regime with special rules and restrictions, and
that the new compliance regime that will be put in place will adequately safeguard the
Exchequer.

37  ASI: The concept of “alternatively secured income” (ASI) was devised as an
alternative to compulsory purchase of an annuity from an insurer, to meet the needs of
those with conscientious objections, on religious grounds, to the pooling of mortality
risk. One group, in their response, said “...we are grateful for the provisions made to
meet issues affecting our conscience before God.”

38  Single valuation factors: The December 2002 consultation document proposed,
for the purpose of determining the capital value of defined benefits, that the Inland
Revenue would publish actuarial tables. This would have meant that a range of different
valuation factors would have had to be applied to every member of a defined benefit
scheme, to match their individual circumstances. In their response to the December 2002
consultation document both the Association of Consulting Actuaries and the Institute
and Faculty of Actuaries strongly advocated the use of single unisex valuation factors to
avoid this complication. The Government responded in the December 2003 document,
by proposing single valuation factors (20:1 for lifetime allowance; 25:1 for pensions
already in payment at A day; 10:1 for annual allowance).

Although this means that the proposed single factors will apply equally to everybody in
defined benefit schemes, irrespective of age, sex, dependants etc, the simplicity this will
bring for all has been widely welcomed. There were no dissenting comments in the
responses to the December 2003 document.

39  The pensions industry will have one-off transitional costs for systems changes,
documentation and training, and for individual advice about transitional protection.
Many respondents said it was still difficult accurately to estimate these costs until they
could study the full details in the legislation, including regulations, and also take into
account proposed changes to the DWP legislation. Given these difficulties, only a small
number of respondents offered estimates, most of which related to their own individual
companies, and were in various different forms, making meaningful extrapolation
difficult. A summary of the responses is given below, but, given the difficulties in
extrapolation and of overlapping coverage — for example some will be included in more
than one of the categories below, it has not been possible to derive an estimate covering
the whole of the pensions industry. However, given the order of magnitude of the
transitional costs outlined below, compared with the ongoing cost savings, covered in
paragraph 45, it is likely that these transitional costs will be recouped within a few years
of implementation.

40  The Association of Consulting Actuaries (ACA) estimated that total industry
transitional costs (for non-insured occupational schemes) would be in the range £150-

£250 million. This would be equivalent to costs of around £15 to £25 per member.

41 Within the larger category covered by the ACA’s estimate above, the Association
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Ongoing cost/
savings

of Pensioneer Trustees (APT), representing the small specialised sector of small self-
administered schemes, estimated that the transitional costs for their schemes (of which
there are approximately 38,000, with almost 90,000 members) could be £60 million, or
almost £700 per member. This may be an over-estimate as it assumes, among other
things, that all schemes will need to amend their documentation at transition. To
alleviate the difficulties this could cause, the Finance Bill contains provisions to make
Regulations providing for the modification of existing scheme rules. This will ensure
that schemes do not have to make immediate rule changes solely to ensure schemes’
compliance with the new regime, allowing a window of up to three years from 6 April
2006 for schemes to make such changes. Where a scheme chooses to make changes to
its rules within the three year period, for example to take advantage of the new rules on
flexible retirement, it will need to use that opportunity to ensure its rules comply with
the new regime.

42  The SIPP Provider Group estimated transitional costs for the whole of the SIPP
industry to be in the region of £25 million. There are believed to be over 100,000 SIPPs,
so this estimate equates to something less than £250 per SIPP.

43 Five large insurance companies estimated their own transitional costs, and these
are on average, around £12 million. It is difficult to extrapolate such a small number of
responses across the whole of the insurance industry, however, given that those who
have responded tend to be the larger insurers (one estimated that they have around 12%
of market share and another estimated around 12% for occupational schemes and 22%
for personal pensions), these costs are unlikely to be typical for all insurance companies.

44  Most individual members of pensions schemes will not need to be concerned
about the tax consequences of pension savings decisions, beyond knowing that they are
getting tax relief on their pension contributions and that their pension income is taxable.
A small number of people will need to declare, on their Self Assessment return, lifetime
allowance charge liability (if they have taken benefits which exceed the lifetime
allowance), annual allowance charge liability (if they have exceeded the annual
allowance), or taxable benefit from scheme investments which are to be taxed as
unauthorised payments. The SA guidance notes will make it easy for individuals to
decide whether they are liable to any of these charges.

45  The Government will also have one-off implementation costs, involving business
change activities as well as new IT systems, in the region of £30 million over the course
of 2003/04 to 2005/06. Post implementation costs will amount to some £9 million and
will mainly support the introduction of the new IT system. It is expected that, post-
implementation, the Government will have lower ongoing costs in administering tax
relief for pensions, when the rules and procedures are simpler, but it is too early in the
process to estimate these with any degree of certainty. For public sector schemes, once
they are in a steady state following the major program of reviews outlined in the
December 2002 and June 2003 Pensions Green Papers (Cm 5677 and 5835), the long
term effects are likely to be broadly cost neutral.

46  The responses to the December 2003 document, where they have commented at
all on this aspect, suggest ongoing savings rather than costs, once the transitional costs
have been met. Few respondents gave any figures, and, as with transitional costs, they
were in various different forms, making meaningful extrapolation difficult. However,
the small number who did try to quantify this endorsed the Government’s estimate of
around 5% administrative savings, which had led to the original estimate of £80million
per annum. This remains the Government’s best estimate of the long-term savings
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arising from simplification.

Exchequer 47  In 2002-03 the net tax relief for tax-approved private pension schemes was

effects around £13 billion'®. This represents the up-front relief on contributions, plus the relief
on schemes’ investment income, net of tax on current pensions in payment. This is in
addition to around £5 billion relief given in exempting employer contributions from
National Insurance.

48  The proposals will ensure these tax advantages will not only continue — but will
grow. Current estimates of the Exchequer cost of the simplified pension regime are:
2006-07: £25 million, 2007-08: £70 million and 2008-09: £165 million. These costs
include the likely impact of increased pension savings from those who are constrained
by the current rules. They also take account of the increased flexibility offered by the
new regime, such as the ability for some to take a higher tax-free lump sum than under
the current regime or, for people in occupational schemes, to draw benefit from their
pension scheme while continuing to work (if their scheme allows it). However, the costs
will depend to a large extent on behavioural changes and these figures are therefore best
estimates. The range of uncertainty of the direct revenue effect of the measure increases
the further into the future we look.

Competition 49  The proposed reform is intended to improve competition among financial services
firms providing pensions. The complex rules of each of the current regimes, further
complicated by the various regimes existing side by side, pose a significant barrier to
entry for firms wanting to offer pension products. Anecdotal evidence suggests that
firms are reluctant to begin to offer pensions because of the investment in systems and
expertise required. If simpler rules can encourage more suppliers it should foster
innovation and help drive down prices. The Inland Revenue has already had several
approaches during the consultation process, both formal and informal, about innovative
product development.

50 It is not expected that there will be any adverse competition impacts. As the
measures are significantly deregulatory there should be positive impacts on competition
through lowering entry costs to the retirement savings market, or on diversifying to other
sectors of it.

Securing 51  The present compliance regime for pensions is outdated by current standards. The

Compliance new tax rules will incorporate modern and proportionate arrangements for awarding tax
relief and preventing abuse. For both schemes and members there will be a self
assessment approach, with, in most instances, a “process now, check later” regime.
There will be tax-geared penalties for non-compliance, that will be mitigated to take
proper account of the size and gravity of the matter, and the willingness of those
concerned to disclose and co-operate with enquiries. The tax registered status of
schemes will be withdrawn only in the most serious of cases. The guidance to be
published early in 2005 (paragraphs 2 and 9 refer) will fully cover the new compliance
requirements.

52  Replacing the requirement to submit scheme rules, and all subsequent
amendments, for approval, with a simple registration system will reduce schemes’
administration costs. While recognising the need to maintain an effective compliance
regime, the Government is consulting with pension industry representatives about
minimising the content, and targeting, of the new information returns, to ensure that

10 Inland Revenue Statistics, table T7.9
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Consultation

Unintended
consequences

schemes’ compliance costs are kept as low as possible.

53  The Government held two rounds of consultation, in December 2002'" and
December 2003'%. A summary of the responses to the first consultation was published
on the Inland Revenue website'”. A brief synopsis of the responses to the December
2003 document is given at annex B and a fuller summary will appear on the Inland
Revenue website by the end of April. The major changes made to the Government’s
proposals following these two rounds of consultation are listed at annex C.

54  Following the issue of the second document the Inland Revenue organised five
industry-wide seminars, and seven tailored specifically to IFAs, to explain the proposals.
Inland Revenue officials also spoke at or attended many other meetings and seminars
organised by the pensions industry.

55  Residential property: The greater investment freedom for SSASs and SIPPs (see
paragraph 35) stems from a fundamental principle of simplification: to have a single set
of rules for all types of scheme. Although this does deliver a relaxation that many in the
SSAS/SIPP sector have lobbied for over many years, it is not the Government’s
intention to steer scheme investment into any particular type of asset. It has been
suggested in some quarters that allowing these small schemes to invest directly in
residential property will cause a significant inflow of pension scheme money into this
asset class, distorting the residential property market.

56 Many pension funds can already invest in residential property assets.
Simplification changes the current position significantly only for around 200,000
members of SSASs and SIPPS, (about 1.3% of total pension scheme membership of
over 15 million) though even they can already invest in residential property via
authorised property unit trusts. From April 2006, these schemes will be able to invest
directly. But the investment can be leveraged only up to 50% of the value of the funds
assets under the new borrowing rules. And the property would need to be sold before an
annuity could be purchased. Any income from the property would have to remain in the
pension fund (or be liable to tax charges as an unauthorised payment) and any personal
benefit on a non-commercial basis, would incur a personal tax charge. Evidence on the
distribution of pension fund values at retirement shows that about three-quarters of
pension funds annuitised are less than £40,000 in value. These facts, taken together,
suggest that it is unlikely that there would be a significant inflow of pension capital into
the residential property market from 2006, and any impact of these changes is likely to
be small.

57  Minimum pension age: The introduction of a minimum pension age of 55, from
6 April 2010, will particularly affect people in those occupations which have agreed a
low normal retirement age with the Inland Revenue under the current regimes. Most
notably, many professional sportspeople may currently retire at age 35 and their
representatives have said that the early payment of retirement benefits is essential to
finance the retraining necessary for a second career.

" Simplifying the taxation of pensions: increasing choice and flexibility for all
12 Simplifying the taxation of pensions: the Government’s proposals

13

www.inlandrevenue.gov.uk
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58  The Government offers generous tax incentives to pension savers to encourage
people to save for a reasonable and secure income in their later years. The need to
finance retraining or a period of unemployment whilst considering a new career is
inconsistent with this purpose. People in these occupations know their position and can
plan for it by spreading their assets between pensions and other savings vehicles such as
ISAs. Jobcentre plus and the Learning and Skills Councils offer a range of support to
help people to retrain and move into other work.

59 By not introducing the increase in the minimum pension age until 2010 the
Government is giving good notice of the change and ensuring a reasonable period of
adjustment for those who may need to rearrange their retirement plans. And the
proposed transitional arrangements, revised in December 2003, now offer protection to
those with current expectations of early retirement, allowing them to keep their existing
rights, subject to these being tested against a reduced lifetime allowance.

Monitoringand 60 A plan is being drawn up to measure the impacts of pension tax simplification and

evaluation to provide a systematic evaluation of its objectives. These will include the extent to
which the new system delivers a simpler more understandable regime that increases
flexibility and choice for pension providers, employers and individuals, and reduces
costs and burdens compared with the current system.

61 In the lead up to the start of the new system in April 2006, data for the
measurement of these objectives will be collated to form an appropriate baseline, and the
processes to ensure a smooth transition from the old system to the new for all, will be

monitored. After implementation these objectives will be reviewed periodically, it is
likely that the evaluation will take place over a number of years.

Annex A: Synopsis of main rules of existing approved regimes.
Annex B: Summary of responses to December 2003 proposals.

Annex C: Main changes to 2002 and 2003 proposals in response to consultation.
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A EXISTING APPROVED PENSIONS TAX
REGIMES

Old Code

for employees
joining pre-
1970

Pre 87 regime

for employees
joining
between 1970
and 1987

1987 regime

for employees
joining
between 1987
and 1989

A1
investments continue to be tax exempt and benefits can still be paid out. Benefits are
subject to output limits. Retirement lump sum could only be paid from separate scheme,
which had less tax privileges.

A2

Contributions:

Benefits:

Status:

A3

Contributions:

Benefits:

Schemes no longer able to accept contributions since 6 April 1980, but scheme

employers can make unlimited contributions.

employees contributions limited to 15% of (uncapped) salary.

maximum lump sum limited to 1.5 times (uncapped) final salary, after
20 years service (subject to an escalating scale below 20 years), not
linked to size of pension.

maximum pension limited to 2/3 of (uncapped) final salary after 10
years service (subject to an escalating scale below 10 years).

different formulae for early leaving and early retirement.

different rules for retained benefits (ie benefits from previous
occupations).

members of such schemes can continue to accrue benefits under this
regime while they remain in the same employment.

no change from pre 1987 (above).



EXISTING APPROVED PENSIONS TAX REGIMES

1989 regime

for employees
joining from
1989

Retirement
Annuity
Contracts
(RACs)

for individuals
commencing
contracts pre-
1988

Status:

A4

Contributions:

Benefits:

Status:

A5

Contributions:

Benefits:

Status:

maximum lump sum limited as for pre 1987 but further limited to
£150,000 (not indexed).

maximum pension limited to 2/3 of (uncapped) final salary after 20
years service.

members have similar rights to pre-1987 , with some minor changes to
the rules governing changes in employment.

employers can make unlimited contributions.

employees contributions limited to 15% of capped salary (originally
£60,000, indexed by RPI, £102,000 for 2004/05).

maximum lump sum limited to 2.25 times initial pension or 3/80" of
final capped salary for each year of service (max. 40 years).

maximum pension limited to 2/3 of final capped salary after 20 years
service.

applies to all new members and schemes.

age related input limit, based on uncapped earnings. Max contribution
for those aged 61 to 74 is 27.5%.

must purchase an annuity with the pension fund, no later than age 75.

able to receive lump sum related to the size of annuity purchased.

Existing investors can still make contributions, but unable to start new
contracts since 1988.

contributions to personal pensions are restricted for those already



A EXISTING APPROVED PENSIONS TAX REGIMES

Personal
Pensions

for individuals
with earnings
and not in
occupational
schemes from
1988; and for
non-earners
and certain
occupational
scheme
members from
2001.

A6

Contributions:

Benefits:

Status:

making contributions to RACs.

maximum contributions limited to a % of earnings, increasing with age
(from 17.5% prior to age 35 rising to 40% from age 61 to 74).

earnings restricted to same earnings cap as “1989 regime” (£102,000 for
2004/05).

must purchase an annuity with the pension fund, no later than age 75.

Lump sum up to 25% of fund

applies to all new investors and schemes.

Stakeholder pensions are part of this regime.



B Summary of Responses to:
Simplifying the taxation of pensions: the
Government’s proposals,

published 10 December 2003

1 “Simplifying the taxation of pensions : the government’s proposals” the second
consultation paper setting out the Government’s proposals for simplifying the taxation of
pensions was published on 10 December 2003. The consultation period ended on 5™
March 2004. During that time, IR received 209 formal responses to the proposals.

2 Most responses from the public reflected media and personal interest in the main
proposals. Those from the pensions industry and various representative bodies offered
comments across a broader range of the proposals.

3 The responses have been overwhelmingly positive, broadly welcoming the proposals
and commending the Government’s bold approach to replace the jumble of the current

rules with a single regime.

4  Those who responded can be broken down by type into 5 main categories:-

Table 1: Respondents to Simplifying the taxation of pensions: the Government’s proposals

Individuals a7
Representative bodies 35
Employers 25
Pension providers 40
Financial services providers 62
Total 209

5 The Pensions Simplification Team received comments on many different aspects of
the proposals. The subjects addressed by the highest number of responses were as
follows;

e Transitional Protection

e Lifetime Allowance

e Annual Allowance

e A-Day

e Trivial Commutation



SUMMARY OF RESPONSES

Transitional
Protection

Lifetime
Allowance

Annual
Allowance

A-Day

Trivial
Commutation

6 The Government’s recent proposals to offer Enhanced Protection alongside Primary
Protection were widely welcomed. Some respondents asked for further clarification of
the proposals on Transitional Protection.

7 Some respondents felt that schemes could incur considerable extra costs in order to
implement the proposals. It was also suggested that the information requirements could
be too onerous and that the existing proposals were overcomplicated.

8 Some financial advisers felt that the introduction of a lifetime allowance would
attract people into pension saving, who had previously been too confused to consider it
because of the tax regime.

9 There was continued concern over the potential impact that the introduction of the
lifetime allowance could have on saving habits and in particular the positions of
managers and top employees at UK companies. Suggestions were made that the lifetime
allowance should be indexed in line with rises in earnings and that the valuation factors
for defined benefit scheme should be amended.

10  The responses continued to question the need for an annual allowance. Some
respondents were concerned at the potential impact of the annual allowance on people
who needed to defer significant contributions to their pension savings until the end of
their careers. There were more suggestions to amend the form of indexation and the
valuation factors used to calculate how the annual allowance charge would apply.

11 Many respondents suggested that A-Day should be deferred until 6 April 2006. It
was observed that there were still unresolved issues around the Government’s proposals.
Pension scheme providers would need more time to implement the changes- updating IT
systems and training advisers to work in the simplified regime. Introducing the changes
in 2005 would also leave too little time for a member to decide which form of
transitional protection would be the most suitable for them.

12 The proposals to allow the commutation of funds with a total value of no more
than £14,000 were warmly welcomed as a great help to members with small funds.
Some respondents asked questions on how the proposals would be applied. Concerns
were raised at the increasing use of the Self Assessment form that the proposals
suggested.

13 A full summary of the responses will be published on the Inland Revenue website
www.inlandrevenue.gov.uk by the end of April.
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MAIN CHANGES TO PROPOSALS IN THE LIGHT OF CONSULTATION

Changes made following the second docuiment

X

X

A day changed to 6 April 2006 (proposal had been for 6 April 2005);

Lifetime allowance at A day to be £1.5million to take account of
deferral (previously proposed as £1.4million);

Lifetime allowance set in advance for years up to 2010/2011, rising to
£1.8 million ( previously proposed to be £1.4 million, indexed by RPI);

Annual allowance at A day to be £215,000, rising to £255,000 by April
2010 (previously proposed to be £200,000, indexed by RPI);

Commitment to a quinquennial review of the lifetime and annual
allowances after 2010 (no such review previously proposed).

These changes were announced in the 2004 Budget.

2 Simplifying the taxation of pensions: the Government's proposals (December 2003)



