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1. Taxation has three main characteristics. First, it 
is arbitrary. Secondly, it is complicated. 
Thirdly, it is a matter of fashion. These 
characteristics are certainly present in the tax 
treatment of contributions and investment 
returns in pension schemes in the U.K. This 
paper considers this treatment and also refers to 
the taxation of benefits, which is the other side 
of the same coin. 

2. Very broadly, the tax treatment of approved 
pension schemes in the U.K. is as follows: 

contributionsare fully relieved from tax 
interest and canital eains are free of tax 
lump sum benefits G e  free of tax 

*pensions in payment are taxed as earned 
income 
refunds are taxable 

3. The present situation has developed over many 
years and carries with it a formidable 
infrastructure. The legislative armoury is 
extensive, supervised by a number of 
government agencies. Ran ed against this is the 
pensions industry wita its professional 
advisers, for whom a thorough knowledge of 
statute and practice is a basic requirement of 
their work. The whole edifice is so detailed and 
sophisticated that it has almost become an end 
in itself. But it is, nonetheless, arbitrary and 
may be undermined by a change of fashion. 
What has been regarded as an a ropriate tax 
relief can come to be an unacceptaBe subsidy. 

Contributions 
4. An employee in an occu ational pension 

scheme earns his pension g y  virtue of his 
employment. However the pension is provided, 
it is legitimate to regard it as deferred pay. 

5. In a pay-as-you-go scheme, current outgo is just 
matched by current contributions. No fund is 
built up and pensions become another payroll 
and an integral part of the employer's current 
costs of running his operation. As such they 
would be paid before tax. 

6. In the private sector, pay-as- ou go cannot he 
regarded as a prudent m e g o d  of securing 
employees' pensions. It is necessary to 
accumulate funds to meet future liabilities. It 
would be patently unreasonable not to allow 
legitimate contributions to a funded scheme by 
the employer to be paid before tax, just as they 
are in a pay-as-you-go scheme. In other words, 
employer's contributions should be free of tax. 
Similarly, the emplo er's contributions to a 
funded scheme shoudnot  be treated as patt of 
the employee's taxable income. 

7. When employees contribute compulsorily to a 
scheme, it is clearly reasonable to allow these 
amounts to be deducted from their income 
before tax. To do otherwise would penalise 
them compared with employees in non- 
contributory schemes. 

8. The treatment of employee's voluntary 
contributions to approved pension schemes is 
rather less clear-cut. Providing the additional 
benefits purchased are not excessive, it seems 
fair to treat them in the same manner as 
compulsory contributions for tax purposes. In 
the U.K. there are statutory limitations on an 

em loyee's total contributions in any year, intruding voluntary contributions, as a 
pro ortion of salary, as well as overall limits on 
totay benefits by reference to service and salary 
at retirement. 

9. The tax treatment of contributions in the U.K. 
thus appears to be reasonable, at least to us in 
the U.K. Practitioners in other countries may 
take a different view, based on their experience. 

Investment returns 
10. Where funds are accumulated to meet future 

pension liabilities, it is justifiable to regard 
these funds as different in kind from other 
invested assets, whether personal or 
institutional. They represent pay already 
earned but held in suspense until retirement. 
Suspense may be over a long period, during 
which the cost of living may rise considerably. 
In the broadest sense, heavier rates of cost 
inflation tend to be accompanied by higher 
rates of investment return. Given the nature of 
pension funds and the responsibility of the 
State to contain inflation, it would be 
intolerable if the State were to benefit from tax 
on investment returns which did no more than 

P reserve the purchasing power of pension 
unds. In other words, unless the real rate of 

investment return (in relation to cost inflation) 
is positive, no tax should be levied. Where, 
however, the real rate of return is positive, so 
that the purchasing power of pension funds 
increases from this cause alone, it is less clear 
that full relief from tax is justifiable. 

11. The expansion of pension funds has now 
reached the stage where they represent a 
significant proportion of equity capitalisation 
in the U.K. To relieve their investment returns 
wholly from tax may well be considered to 
place an unreasonable burden on other tax- 
payers. Is it sensible to ive employers, through 
their pension funds, t!e benefit of a tax-free 
investment return over and above the rate of 
cost-inflation? When pension schemes were in 
their infancy, this sort of encouragement was, 
perhaps, appropriate but it may now be 
outdated. 

12. If it were thought fit to levy some tax on real 
investment returns, a broad a proach would 
have to be adopted to pension E n d s  generally. 
For example, this might be done by the 
Government determining an average real rate of 
return index, which would be applied to all 
pension funds, regardless of their particular 
investment erformance. The rate of tax which 
was to be yevied on real returns would be 
related to the index, to obtain a rate of tax to be 
levied on the market value of the fund. Thus, if 
the Government wished to make a tax char e of 
20 per cent of real investment returns a n t  the 
index of real returns was determined to be 4 per 
cent, a rate of 0.8 er cent of the market value of 
each fund woul! be levied. In practice the 
market value of a fund for this purpose would 
be that at the scheme year-end falling in the tax 
year in question. The index of real returns 
might be reviewed each tax year and the rate of 
tax would be reviewed in relation to tax rates 
generally. 



Index of Tax rate on Tax rate Fund at Tax 
Year real returns real returns on fund M.V. Tax due payable 

% % % Emillions f f 

1 (+) 4.0 20 (+) 0.80 3.0 24,000 24,000 
2 (-) 0.5 20 (-) 0.10 3.6 (3,600) Nil 
3 (+) 2.0 18 (+) 0.36 4.4 15,840 12,240 

13. In periods where real rates of return were Pensions in DaVment . . 
~,"22:,"~ t ~ $ e ~ ~ ~ n t s a ~ t ~ h , ~ ~  ~ , " t ~ , " f $ ! ~  17. If pension can be regarded as deferred pay, 

then, irrespective of whether the scheme is 
negative tax could be carried forward and offset 
against the next positive period. Taking three 

funded or not, it is appropriate to treat pension 

imaginary successive tax years by way of 
payments as earned income for tax purposes. 

illustration: 

Where pension schemes or individual plans are 
through an insurance company a similar tax 
charge would, if the foregoing su gestion were 
to be adopted, be made on the to t3  funds of the 
insurance company relating to its pensions 
business at its financial vear-end in the tax vear 

Refunds 
18. Refunds of contributions to employees can 

arise when they leave service. In the U.K. this is 
less common than formerly, as a result of the 
introduction of statutor preservation of 
pension rights for all memgers of occupational 

~ ~-~ 

in question. pension schemes other than those with short 
periods of service. When a refund is made, it is 

Lump sum benefits 
15. The primary purpose of a pension scheme is to 

provide employees with pensions after 
retirement. Provided, however, that pensions 
are not seriously eroded it is reasonable to 
allow employees to take part of the pension in 
the form of a cash sum at retirement. For many 
employees, this will be one of their few 
oooortunities of acauirine a c a ~ i t a l  sum. For 
t&r own protection', the Gxtent'to which cash 
can be taken in lieu of pension needs to be 
strictly controlled. In the U.K. this is achieved 
by statutory limits on cash benefits, related to 
Service and salary, which allow a maximum 
cash sum of 1 %  times salary for long-serving 
einplo ees Taking that maximum cash 
typicafiy involves a reduction in pension of 
about a quarter. 
Should lum sum benefits be free of tax in the 
employee's gands or should they suffer tax? On 
the whole, if a cash option is to be permitted at 
all, it is reasonable to exem t the cash amount 
from tax. By no means a71 em lo ees take 
maximum cash. If tax were leviex, d o s e  who 
take less than their maximum might tend to 
increase the moss amount, within the limits, in 

subject to a tax deduction at a flat rate 
regardless of the tax status of the employee 
concerned. 
In the U.K., refunds to employers have 
normall only arisen in the past from surplus 
on  winc$ng up. These have been treated as part 
of trading revdnue in the employer's tax 
computation. The 1986 Finance Act introduces 
procedures for dealing with surpluses not only 
on winding up but in continuing schemes as ...-,, 
W e l l .  

In future, pension schemes in the U.K. where 
there is a surplus on a rescribed basis in 
excess of 5 er cent of liabiities, action must be 
taken to re&e it to not more than 5 per cent, or 
else the scheme loses part of its tax exemptions. 
This action can be reducing or suspending 
contributions, improving benefits or making a 
payment to the employer, or a combination of 
one or more of these. If a pa ment is made to 
the em loyer, combined wit{ other action or 
alone, t!e surplus must not be reduced below 5 
percent of liabilities on the prescribed basis. 
A payment to the em loyer to correct an 
"excessively overfungd" situation as 
described will not be included in the 
employer's taxable profits but will be subject to 

order to sec&e the desired figure after tax. On a tlat-rate tax ot 40 per cent. 
the other hand, tax might make the cash option 22. Where surplus arises on a winding up, resulting 
unattractive in relation to the  ensi ion aiven UP, in a ~ a v m e n t  to the emplover, a similar tax . . 
so that fewer people availed thernseIv& of it.'lf charge will apply. 
investment fetuins on pension funds are 
wholly free of tax, it is less easy to justify even a 
limited tax-free cash option. If the view is taken 
that the present osition in the U.K. is over- 
generous, particu/hy to those on high incomes 
(and hence higher-rate taxpayers) a monetar 
ceiling, irrespective of salary, above which c a d  
sums would be taxable, might be the answer. 
For example, if the present U.K. scale of 
oermissible cash of 3180th~ of final salarv for 

- - 

Conclusion 
23. Perha s, in the U.K., the tax exemptions 

availagle to an ap roved pension scheme are 
over-generous. ~e rRaps  the result will be to 
place too great a proportion of the nation's 
purchasing power into the hands of pensioners. 
It cannot be said too often that however they are 
~rovided.  whether funded or not. ~ e n s i o n s  

each year of service, with a maximum of 1% ;epresent an increasing charge on {he total 
times final salary, continued to apply, a ceilin purchasing power of the nation. Other groups 
of sa E30,000 might be appro riate beyon% may well look askance at the comparative 
whicg anv cash would be t a x e l -  perhaps as affluence of pensioners. Of course, not all 
income. This ceiling approximates to ihree pensioners are anything like affluent, but an 
times national averageearnings in the U.K. increasing number of people are now coming 



through on to pension from good occupational why not? Don't they deserve it? Maybe, bui can 
schemes, with a basic State pension as well, thenation affordit? ' 
who are at least as well off in retirement as they 24. ~h~ twp areas in -which U.K. tax exemptions 
were when they were working. They have might reasonabl be reduced are investment 
repaid their mortga e, their children are off income and tax-gee lump sums, the former by 
their hands. They Eave got more money to taxin real investment returns, the latter by 
spend on themselves than they ever had. And intrdfucing a tax-free ceiling. 


