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1.

What is the annual allowance (AA)?

The annual allowance (AA) is the amount by which your total pension pot (from all sources other
than your national state pension) is allowed to increase during a “pension input period or PIP”
roughly equivalent to a single financial year 9See Q4 below) before the excess above it becomes
subject to an income tax charge.
The AA is very different from the lifetime allowance and it is calculated differently. This has
caused some confusion, not only for some ALACE members but also for some pension funds which
have been known to confuse the two calculations – so beware!

2.

When was the AA first introduced?

It was first introduced on 6 April 2006, which is known as “A day”.

3.

How much is the AA?

In April 2006 the annual allowance was set at £215,000. Parliament increased it each year until
2010-11 when it was dramatically reduced to £50,000. It was further reduced from 6 April 2014 to
£40,000. The table below gives the rate of AA for each tax year since it was introduced.
Tax Year

Rate of AA

2006-07
2007-08
2008-09
2009-10
2010-11
2011-12
2012-13
2013-14
2014-15

£215,000
£225,000
£235,000
£245,000
£255,000
£50,000
£50,000
£50,000
£40,000

4.

How is my LGPS pension tested against the AA?

The tax charge is tailored, and intended to recover tax relief received on the contributions you have
paid. It therefore will recoup the full marginal rate of tax from which you have benefited. The test
is a measure of the growth in all your pensions (other than the state pension), including the growth
in your LGPS lump sum, over a “pension input period” or PIP. The PIP for the LGPS runs from 1
April to 31 March.
When calculating pension growth, the benefits at the start of the PIP are increased by the CPI figure
from the previous September. For September 2013 the CPI figure was 2.7%. This, therefore, is the
figure that is applied for pension growth in 2014-2015.
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The difference between the value of the pension at the end of the PIP and the value at the beginning
of the PIP (uprated by the relevant CPI increase) needs to be multiplied by a factor of 16 to
calculate the pension growth. The difference between the lump sum at the end of the tax year and
that at the beginning of the tax year (uprated by the relevant CPI increase) then needs to be added to
the pension growth figure to give the benefit growth figure.
The AA then needs to be subtracted from the overall growth figure to calculate the amount on which
tax will be charged.

5.

What happens if my pension growth is greater than the AA?

If your pension growth exceeds the AA you will be taxed at your highest marginal income tax rate
on the amount over the AA. Any growth is added to your taxable income, and will be subject to tax
in line with the prevailing income tax thresholds. (For example if the total net income – see step 6
below in the worked example – is currently above £150,000 a 45% tax charge will be levied; if
below £150,000 a 40% charge will be levied.)
Unused AA can, however, be carried forward for up to three years to offset any tax charge.

6.

What is carry forward?

If your pension growth in any one year exceeds the AA, you can use any unused AA from the
previous three years to offset the tax charge. The maximum amount that can be carried forward is
£50,000 for each of the three previous years.
You may therefore find, if you have some carry forward, that – even if you exceed the AA in one
year – the carry forward will reduce or even cancel out the AA tax charge. This is especially helpful
if you have a large pay rise in any one year (perhaps following a promotion or new job).
Once an amount has been carried forward and used to offset a charge it cannot be used again so, if
you are a consistently high earner, with many years of pensionable service, you may have little
scope for carry forward.

7.

How do I calculate the growth in my pension pot for AA purposes?

This is very complicated but a worked example is included in the boxes on the next two pages. You
may, however, need help from your pension fund to do the calculations.
Your pension fund has a statutory duty to notify you if you are subject to an AA charge, and to
ensure that it is paid to HMRC. Unfortunately the notification takes place after the end of the
relevant year when it is too late to avoid the charge. If you want to know whether you are likely to
incur a charge in the future then your pension fund may be willing to do the estimates for you. If
they are not, you can get the calculations done through ALACE’s Pensions Calculations
Service (currently provided by Hymans Robertson) for a fee payable by you to them through
ALACE. Hymans Robertson need to be contacted through the Hon. Secretary and not directly).
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8.

How do I pay the tax charge?

If the tax charge is for less than £2,000 you will need to pay it through your self-assessment tax
return.
If the tax charge is greater than £2,000 then you can opt either to pay it through your selfassessment tax return or choose the “Scheme Pays” option. Under this option a calculation will be
made by your pension fund to see what tax is owed, and a payment will be made from your pension
pot. This will have the effect of reducing the value of your pension pot. If you want the LGPS to
pay some or all of your AA charge you must notify your pension fund no later than 31 July in the
year following the end of the tax year to which the annual allowance charge relates. If you are
retiring, however, and become entitled to all of your benefits from the LGPS, and you want the
LGPS to pay some or all of the tax charge on your behalf from your benefits, you must tell
your pension fund before you become entitled to those benefits. Your pension fund should be able
to tell you more about this and the time limits that apply.
If you are retiring in the year when your AA charge is due you need to be aware that –
 the AA calculation is done in relation to your pension benefits prior to you deciding whether
or not to commute some of your pension into lump sum;
 your pension pot will not be assessed in respect of the lifetime allowance tax charge (on
which see Annex 1) until after the “scheme pays” reduction has been made;
 if you are retiring early, and your benefits are being actuarially reduced, the AA test will be
applied to your actuarially reduced benefits;
 if you are retiring early on redundancy grounds, any redundancy payments will not be
included in the AA test but, if you claim unreduced benefits as a result of giving up some or
all of your redundancy payment, the AA test will be applied to your unreduced benefits;
 only those retiring on ill-health grounds who are retired on Tier 1 benefits – the most serious
level of ill health retirement, on which see question 8 of the FAQs – will have their benefits
exempt from the AA test.

9.

How easy is it to breach the AA?

Given that a multiplier of 16 is included in the calculation, it is quite easy for the AA to be exceeded
– especially if a high earner receives any sort of pay rise, and certainly if that pay rise is significant
e.g as a result of a promotion or moving job or receiving a pensionable performance bonus. In the
case of a significant pay rise the tax charge can often exceed the pay rise by a number of times.
When inflation is low, and now that the accrual rate in the LGPS is 1/49th, it is still very likely that a
high earner with long service will exceed the AA – even without a pay rise. (This will be especially
true in the next financial year 2015-16, as the relevant September 2014 CPI figure will be only
1.2%.)
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It is therefore vital for everyone to monitor the growth in their pension pot each year to see
whether they are likely to be subject to an AA charge. This is especially true for anyone who
is offered a pay rise for whatever reason. In these circumstances you may want to check with
your pension fund what the effect will be in relation to the AA. It may be that the phasing of a
pay rise could affect your liability for a tax charge.
It is not only pay rises that can lead to tax charges in relation to the AA. If your pension pot
increases by more than the AA for other reasons, e.g. because you have amalgamated past pension
benefits into one pension, that too can lead to a very substantial tax charge.

10.

How will any pay arrears I receive affect the AA tax charge calculation?

Any arrears of pay will be treated by HMRC as pension growth in the year that the payment is
received.

11.

Are there any exemptions from the AA tax charge?

The AA charge will not apply on death, or if someone is retired early on the most serious level of ill
health retirement – Tier 1 benefits, on which see question 8 of the FAQs.
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