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This briefing summarises the annual 

allowance (AA) and lifetime allowance 

(LTA) as at January 2019.

Annual allowance

The Annual Allowance (AA) is the maximum amount an 

individual can accrue or save for retirement in a year (see 

carry forward below) without incurring tax charges.

If taxable income after tax relief from all sources is £110,000 

or below for 2016/17 (and future tax years) then the standard 

AA is £40,000. 

If taxable income is above £110,000, it is necessary to 

calculate the adjusted income for the tax year – broadly, 

this is all taxable income plus the value of pension savings 

(but less the amount of member contributions in a DB 

arrangement). 

If adjusted income exceeds £150,000, there is a £1 tapered 

reduction in the AA for every £2 of adjusted income above 

£150,000. The maximum reduction to the AA is £30,000, so 

that those with an adjusted income of £210,000 or above 

have an AA of £10,000.

On 6 April 2014 the AA reduced to £40,000 and on 

6 April 2016 it was again reduced for high earners.

Adjusted income AA for the tax year 

Less than £150,000 £40,000

£160,000 £35,000

£170,000 £30,000

£180,000 £25,000

£190,000 £20,000

£200,000 £15,000

Over £210,000 £10,000
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Key points you need to know

Calculation of threshold and adjusted 
incomes

Threshold income = taxable income from all sources

Includes:

• salary / bonuses

• P11d earnings

• interest on savings

• rental income

• dividend payments

• salary sacrificed under post 8 July 2015 

arrangements

• pension income in payment

• less member gross pension contributions

Adjusted income = threshold income plus:

• total pension contributions to a DC arrangement

• total pensions accrual in a DB scheme

The above taxable income list is not exhaustive. 

The reduction in AA on specific adjusted income 

amounts is illustrated below:
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There is a carry-forward rule enabling unused annual 

allowances from the previous three tax years to be used, 

based on an allowance of £40,000 from 2014/15 and if 

applicable, the tapered allowance from 2016/17. Special 

rules apply for the transitional year 2015/16 when an AA of 

up to £80,000 was available for some.

Any excess pension savings above the new allowance will be 

taxed as income. The amount of tax will be based on how 

much of the excess savings fall into each tax band.

If the individual is a member of more than one scheme, or 

if they pay Additional Voluntary Contributions (AVCs), more 

care will be needed as the limits include contributions to all 

pension arrangements. If it is suspected that the aggregate 

savings in the various pension arrangements will exceed the 

£40,000 (or tapered) AA, the necessary details should be 

requested from the pension schemes.

How is the increase in benefits valued for 

testing against the AA?

Defined benefit 

Each £1 p.a. increase in pension entitlement is valued at £16 

for comparison against the AA and the increase in any cash 

sum entitlement is taken at face value. The opening value 

of all defined benefits is uprated by an inflation allowance, 

equal to the increase in the Consumer Prices Index (CPI) 

over the 12 months up to the September prior to the start of 

the tax year for which the assessment is being made.

This means from 6 April 2014 pension accrued in excess 

of £2,500 p.a. (after allowing for CPI inflation) will incur an 

AA charge if there is not sufficient carry forward of unused 

allowance available. From 6 April 2016, if an individual’s 

adjusted income exceeds £210,000, this amount will reduce 

to £625 p.a.

Defined contribution 

All contributions paid during the tax year are added together. 

There is no adjustment for inflation.

Money Purchase Annual 

Allowance

Regardless of an individual’s income, 

if they access any of their DC pension 

savings under the new flexible options, 

they may trigger what is called the Money 

Purchase Annual Allowance. If triggered, 

this allowance restricts the total amount 

of contributions that can be paid to their 

money purchase arrangements without 

incurring a tax charge to £10,000 for the 

2016/17 tax year, and this was further 

reduced to £4,000 from the 2017/18 tax 

year. The carry-forward rule does not apply 

to the Money Purchase Annual Allowance.

The MPAA was reduced from 

£10,000 to £4,000 with effect from 

6 April 2017
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Exemptions and ‘Scheme Pays’

The AA is not applied in any year in which an individual 

dies, is diagnosed with a terminal illness, or is unlikely to 

be able to work up to state pension age (subject to the 

HMRC definition of ill-health and evidence from a registered 

medical practitioner).

The Government recognises there may be circumstances 

where large AA tax charges will not be manageable out of an 

individual’s income. They have therefore made provision for 

individuals with AA tax charges in excess of £2,000 to meet 

the charge by deduction from their future pension benefits, 

rather than from current income.

This is known as Mandatory ‘Scheme Pays’ and there are 

strict time limits for individuals to notify their scheme if 

the AA tax charge is to be paid by the scheme in the first 

instance and recovered by reduction of pension benefits in 

accordance with the rules of each scheme.

Where requirements for Mandatory Scheme Pays are not 

met, then some schemes may allow the tax charge to be 

met through Voluntary Scheme Pays. Not all schemes are 

able to do so and where it is offered different timescales to 

Mandatory Scheme Pays apply.

Voluntary Scheme Pays and tapered AA

Since the introduction of the tapered AA from the 2016/17 

tax year, individuals who are subject to the AA taper can 

no longer use Mandatory Scheme Pays to pay their full tax 

charge. Mandatory Scheme Pays would cover the excess 

over the standard AA (£40,000) but individuals would have 

to pay the excess over their tapered AA from their own 

savings, unless the scheme offers voluntary scheme pays.

Lifetime Allowance

The lifetime allowance (LTA) - the maximum 

level of benefits that an individual can draw 

from all registered pension schemes without 

incurring tax charges - reduced from £1.8m 

to £1.5m with effect from 6 April 2012. It 

reduced to £1.25m from 6 April 2014 and 

reduced again from 6 April 2016 to £1m. 

The LTA has increased in line with increases 

in CPI from 6 April 2018, so that it is £1.03m 

for the 2018/19 tax year and will increase to 

£1.055m from 6 April 2019.

LTA protections

Since April 2016 two types of LTA protection  

are available:

Fixed Protection 2016 (FP16) – FP16 

enables individuals to retain the £1.25m 

LTA, but they are not permitted to have any 

relevant benefit accrual in a defined benefit 

scheme, or make any contributions to a 

defined contribution scheme, after 5 April 

2016.

Individual Protection 2016 (IP16) – 

Where pension savings were more than 

£1.0m (HMRC value) on 5 April 2016, IP16 

enables individuals to claim a personalised 

LTA, equivalent to the HMRC value of 

pension savings at that date, up to a 

maximum of £1.25m. With IP16, individuals 

are permitted to continue contributing and 

earning further benefits, and it would then 

only be the element of pension savings 

above the personalised protection limit that 

would be subject to an LTA tax charge.
The Government recognises there may be 

circumstances where large AA tax charges 

will not be manageable out of an individual’s 

income. They have therefore made provision 

for individuals with AA tax charges in excess of 

£2,000 to meet the charge by deduction from 

their future pension benefits, rather than from 

current income.



How are benefits valued for testing  

against the LTA?

Defined benefit 

Each £1 p.a. of pension brought into payment is valued as 

£20 against the LTA and cash sums are taken at face value. 

This means that the £1.055m LTA, effective from 6 April 2019, 

is equivalent to a pension of £52,750 p.a. at retirement (or a 

pension of £39,560 p.a. together with a cash lump sum of 

£263,750, for example).

The maximum tax free lump sum is the lower of 

25% of the member’s available LTA or 25% of the 

value of benefits crystallising.

Defined contribution 

The fund value at the point that a pension is brought into 

payment is assessed at face value against the LTA. This 

means that funds above £1.055m brought into payment after 

6 April 2019 will incur tax charges (subject to any protection 

in place).

Death Lump Sum

Death lump sum payments from a registered scheme are 

usually required to be tested against the deceased member’s 

LTA.  However, as an alternative to registered life assurance 

schemes, HMRC has approved the use of ‘excepted schemes’. 

These schemes are outside of HMRC 

registration and therefore death lump sum 

payments are not tested against the LTA.  If 

any employees have opted to take pension 

protection status, it may be appropriate to 

place these employees into an Excepted 

Group Life Policy, which we can help set up.

LTA tax

The value of excess pension over the LTA 

is taxed at 25% and excess lump sum, if 

allowed to be paid by a scheme, at 55%. In 

some schemes unauthorised payments can 

occur and these are subject to other charges. 

LTA tax is normally paid by the scheme in the 

first instance and is normally recovered by 

reduction of pension benefits in accordance 

with the rules of each scheme.

Please note that there are legitimate ways to 

reduce the impact of the LTA. Please contact 

us if you would like further information.
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Please contact your Barnett Waddingham consultant if you would like to discuss any of the above topics in 

more detail. Alternatively get in touch via the following:

  executivepensions@barnett-waddingham.co.uk    0333 11 11 222      

www.barnett-waddingham.co.uk
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