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2 Death and taxes and pensions

Executive summary

The tax system treats funds that remain in a pension at death extremely favourably. Where an
individual dies before age 75, funds remaining in their pension escape income tax entirely —
there was income tax relief when the money was paid into the pension and no income tax when
the money is taken out. Furthermore, any funds that remain in a pension at death (at any age) are
not subject to inheritance tax. This results in the bizarre situation where pensions are treated
more favourably by the tax system as a vehicle for bequests than they are as a retirement income
vehicle. As such, there is a large incentive, for those who can, to use non-pension assets to fund

their retirement while preserving their pensions for bequests.

This report sets out some options for a more coherent tax treatment of funds that remain in a
pension at death. The reforms we propose, potentially with some transitional arrangements,
would make the tax system fairer and more economically efficient. The revenue raised by
moving to a more sensible system, even if relatively modest in the near term, could be
substantial in the longer term. This revenue could be used to cut taxes elsewhere — including

income tax and inheritance tax — or to ease the planned squeeze on public spending.

Key findings

1 Pensions are being increasingly used as a vehicle for bequests. Growth in
defined contribution pensions along with the introduction of ‘pension freedoms’
would lead to more pension wealth being bequeathed at death even if people
did not respond to the strong tax incentives to use pensions for bequests.
Pensions and wealth-management professionals are fully aware of these tax
benefits which, increasingly, are also being reported in the press. If nothing
changes, more people will respond to the incentives the tax system creates.

2 Basic-rate income tax could straightforwardly be levied on all funds that
remain in pensions at death. Alternatively, current income tax rules could
extend to those inheriting pension pots from someone who dies before age 75.
This would mean levying income tax when the person inheriting the pension
pot withdraws the funds from it regardless of the age of death of the deceased.
This could be combined with a minimum rate of income tax on withdrawals, set
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3  Death and taxes and pensions

at the basic rate of income tax, in order to prevent funds withdrawn by non-
income-tax-payers, in particular children, escaping income tax entirely.

3 Pension pots should be included in the value of estates at death for the
purposes of inheritance tax. If we are to have an inheritance tax at all, it
should apply evenly across all forms of wealth. Where the funds held in
pension pots are to be subsequently subject to income tax — reducing their
effective value — it would be appropriate for 80% of these funds to be counted
for inheritance tax purpose.

4 Subjecting pensions to inheritance tax would raise revenue and remove
the perverse incentive to avoid using a pension to fund retirement. Short-
term revenue would be limited because few of those dying today are
bequeathing pension pots. But if the generation benefiting from pension
freedoms — those retiring after April 2015 — were to die with their full pension
pots intact, we estimate that it would raise the equivalent of £1.9 billion a year
(in today’s terms) in extra inheritance tax revenue. This increase would be
substantial, representing an increase of around a quarter in the scope and yield
of inheritance tax. The yield is very sensitive to the extent to which pensions
will be run down before death: were half of current pensions intact at death, the
yield would fall to £0.9 billion.

5 If the government did not want this change to increase the overall yield of
inheritance tax, it could use the revenue to cut the inheritance tax rate
and/or increase the threshold. To give a sense of scale, £1.9 billion would be
roughly enough to reduce the rate from 40% to 30%, while £0.9 billion would
be roughly enough to reduce the rate to 35%.

6 Reforms should be announced as swiftly as is practical. This would reduce
the extent to which individuals will have saved in a pension in the incorrect
expectation that they will be able to bequeath these funds under the current
generous arrangements. As with any reform to wealth taxes, some
retrospective taxation would be inevitable. If some transitional phasing of
implementation were deemed appropriate, it would be straightforward for both
the income tax and inheritance tax reforms we propose to be gradually
introduced by date of death.
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4  Death and taxes and pensions

1. Introduction

‘[T]is impossible to be sure of any thing but Death and Taxes’ wrote Christopher Bullock in his
1716 play The Cobler of Preston. But while death and taxes might be certain, taxation at death is
not — especially where pensions are concerned. Income tax is extremely generous to those who
inherit pension wealth from someone who dies before the age of 75, while inheritance tax
typically does not apply to any funds still remaining in a pension at death. Together, these two
features mean that defined contribution private pensions — which give much greater scope than
defined benefit pensions to be used as a vehicle for bequests — are a particularly tax-efficient
vehicle for leaving money to children and other heirs.

This is rather odd. It means that pensions are actually treated more favourably by the tax system
as an inheritance vehicle than they are as a retirement income vehicle. The tax system
encourages those with sufficient means to use their non-pension assets rather than their pension
to finance their retirement spending. As IFS researchers previously noted, ‘it is hard to
understand why the government should subsidise saving for bequests via a pension, while at the

same time levying inheritance tax on other bequests’ (Adam and Waters, 2018).

In this context, it is peculiar that while there are often proposals to reform the taxation of
pensions, as summarised in Mirza-Davies and Keep (2022), these typically focus on the tax
treatment of pension contributions, the annual and lifetime allowances, and the ability to
withdraw up to 25% of an accumulated pension free of income tax. Getting these right is
undoubtedly important, and will be the subject of a forthcoming IFS report, also funded by the
abrdn Financial Fairness Trust as part of the same project on the taxation of pensions as this
report. But getting right how funds remaining in pensions at death are treated by the tax system
is also important and is too often ignored. This report seeks to redress that.

The reforms we propose would, on their own, increase both inheritance tax and income tax. A
government that did not want to increase the overall burden of these taxes could use the resulting
revenues to increase the thresholds and/or cut the rates of those taxes. Combined, this would
improve the economic efficiency and fairness of the tax system. Alternatively, increased
revenues from income tax and inheritance tax could be usefully deployed elsewhere — for
example, by a government that wanted to do more to meet growing demands on public services,
not least on the NHS and adult social care.

Section 2 provides a description of how income tax and inheritance tax treat funds remaining in
a private pension at death. In Section 3 we set out what a better system of income tax and

inheritance tax treatment would look like and what transitional arrangements should be put in
place. Section 4 briefly concludes.
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5 Death and taxes and pensions

2. The current system

This section sets out how income tax and inheritance tax treat funds remaining in a private
pension when someone dies.” Income tax (discussed in Section 2.1) is extremely generous to
those who inherit pension wealth from someone who dies before the age of 75. Inheritance tax
(discussed in Section 2.2) typically does not apply to any funds still remaining in a pension at
death. Together, these two features of the tax system mean that defined contribution private
pensions (which typically come with much more flexibility than defined benefit arrangements)

are a particularly good savings vehicle for leaving money to children and other heirs.

This is rather odd. It means that pensions are actually treated more favourably by the tax system
as a vehicle for bequests than they are as a retirement income vehicle. The tax system
encourages those with sufficient means to use their non-pension assets rather than their pension
to finance their retirement spending. This is not an obscure point — it is widely known and has
been for some time. There are many media articles explaining this feature of the system: for
example, a Daily Telegraph article from 8 July 2022 entitled ‘How to avoid inheritance tax in
the UK — 7 legal loopholes to cut the cost’ listed ‘Stuff your pension full of cash — but don’t
spend it’ as one of its recommended strategies.? And we know from our own conversations with
financial advisers that some individuals understand, and are responding to, the incentives that the

tax system is providing.

This situation is something that the coalition government in 2010 explicitly stated that it wanted

to avoid:

‘the Government does not intend pensions to become a
vehicle for the accumulation of capital sums for the
purposes of inheritance. The Government will therefore
ensure that the tax rate on unused funds remaining on
death does not leave open incentives for pension saving to
be used to reduce inheritance tax liabilities. The

T A fuller description of how pensions are treated by the tax system can be found on the IFS Taxlab website. A more

detailed discussion of the evolution of how defined contribution pension pots are taxed at death can be found in
Thurley (2019).
https://www.telegraph.co.uk/tax/inheritance/avoid-paying-inheritance-tax-loopholes-2022-cut-cost-uk/. Other
examples from around the same time include articles in FT Adviser, the Daily Express, The Times and Investors’
Chronicle.

© The Institute for Fiscal Studies, December 2022


https://ifs.org.uk/taxlab/taxes-explained/taxation-private-pensions-explained
https://www.telegraph.co.uk/tax/inheritance/avoid-paying-inheritance-tax-loopholes-2022-cut-cost-uk/
https://www.ftadviser.com/pensions/2022/07/26/how-keeping-the-pension-for-last-could-save-iht/
https://www.express.co.uk/finance/personalfinance/1649488/inheritance-tax-pension-savings-UK-2022
https://www.thetimes.co.uk/article/the-ten-investment-questions-you-really-should-be-asking-pvjxglth6
https://www.investorschronicle.co.uk/ideas/2022/08/12/how-to-make-working-beyond-retirement-pay/
https://www.investorschronicle.co.uk/ideas/2022/08/12/how-to-make-working-beyond-retirement-pay/

6 Death and taxes and pensions

Government will monitor this closely and will take further
action if there is evidence of such activity.’

HM Treasury, 2010

The government may or may not have been monitoring this closely, and of course a new
government may view this activity differently, but it is clear that such activity is happening, and

increasing, and no action has been taken.

The option to use pensions as a vehicle for bequests is of growing importance for two reasons.
First, defined contribution pensions have been increasing in prevalence since the late 1980s, with
more recent retirees having spent a greater proportion of their working lives in a labour market
where such arrangements were common. This matters because defined contribution pensions
involve individuals building up pension pots which can potentially be bequeathed, whereas the

defined benefit pensions they are increasingly replacing do not.*

Figure 2.1 shows the average wealth held in defined contribution pensions by age. Particularly
for age groups nearing retirement, it shows a substantial increase in the amount of wealth being
held in such vehicles in recent years. In 2006—08, for example, on average 55- to 59-year-olds
had savings of a little over £20,000 (in 2021 prices) in a defined contribution pension. Just 12
years later, in 201820, this had increased to over £50,000. This reflects both an increase in the
share of individuals with a defined contribution pension in these age groups and an increase in
the average defined contribution pension wealth among those with such a pension. For example,
among those aged 55-59, the share with some defined contribution pension wealth increased
from 32% to 49% between 2006—08 and 2018-20, while average holding among those with
some defined contribution pension wealth increased from £68,000 to £105,000.

Given that inheritance tax is levied only on the estates of a small number of wealthy individuals,
it is informative to consider not only the average size of pension pots, but also their importance
for those with high levels of wealth. In 2010-12, defined contribution pension pots comprised
15% of the wealth of those aged 45-59 whose total wealth exceeded £500,000* (in 2021 terms).
By 2018-20, this figure had increased substantially to 24%. Interestingly, this reflects not an
increase in the average size of pension pots amongst this group, but rather a fall in their average

level of non-pension wealth.

Defined benefit pensions often continue paying a pension to a surviving partner, but bequests to spouses and civil
partners are not subject to inheritance tax in any case. While there are sometimes other payments at death from
defined benefit schemes — for example, the NHS scheme pays a lump sum if a member dies while still actively
contributing to the scheme or in the first five years of retirement — these are subject to inheritance tax unless paid to
a spouse or civil partner. More generally, there is less scope to use these arrangements as a vehicle for bequests.
Wealth is measured net of debt (such as mortgages) and includes defined contribution (but not defined benefit)
pension wealth.
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7  Death and taxes and pensions

Figure 2.1. Average defined contribution pension pots over time, by age group
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Source: Authors’ calculations using the Wealth and Assets Survey.

The second reason that the income tax and inheritance tax treatment of bequeathed pensions is
becoming increasingly important is so-called ‘pension freedoms’, which were announced by
then Chancellor George Osborne in the March 2014 Budget and introduced from April 2015
(HM Treasury, 2014a). These lifted all remaining requirements for those with defined
contribution pensions to purchase an annuity (a regular income payable until death) with their
accumulated pension pot, thereby increasing the scope for many individuals to retain funds

within their pension, including right up until their death.

The numbers annuitising their accumulated defined contribution pension pot have collapsed
since the introduction of pension freedoms was announced: data from the Financial Conduct
Authority show that 353,000 annuities were purchased in 2013 but this fell to just over 60,000 in
2020-21 (Pensions Policy Institute, 2022). Assuming that annuity purchases remain low, over
time this will lead to increasing numbers of individuals dying with pension pots that they can
bequeath. In fact one might expect most defined contribution pensions not to be fully exhausted
before death. This would happen even without deliberate inheritance tax planning by
individuals: people do not know when they will die, so someone gradually drawing money from
their pension pot in retirement (rather than using it to buy an annuity) and trying to spread the
money over their remaining life might well die with some money left in their pension pot, and
cautious individuals — as well as those unfortunate enough to die unexpectedly young — are (all
else equal) likely to bequeath more. But the tax incentives to leave the pension pot intact as far
as possible will discourage the purchase of annuities and will increase the amount of pension
wealth bequeathed. It is clear that both the scope for, and the interest in, bequeathing pension

pots are growing.
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8 Death and taxes and pensions

2.1 Income tax treatment of pensions

The income tax treatment of private pension saving is based on a system where contributions are
made out of pre-tax income, there is no tax due as any returns accrue, but withdrawals from the
pension are subject to income tax. In effect, income tax on earnings paid into a pension is
deferred from the time the contribution is made until the time the earnings (along with any
returns accrued in the meantime) are withdrawn from the pension. It is as if individuals, rather
than receiving their earnings in full now, agree to get part of their earnings in future instead, and
income tax is levied when that deferred remuneration is actually received. Such treatment of
pension saving has many advantages (Emmerson, 2014), although allowing most high and
moderate earners to reduce their lifetime income tax bills by shifting taxable income from
working life into retirement — smoothing it across years — is not without its critics (Johnson,
2013).

There are some exceptions to this income tax treatment. Perhaps the most widely known — and
certainly the aspect that is relevant to the most people — is that up to one-quarter of an
accumulated pension pot can be taken from the pension free of income tax (thus escaping
income tax altogether, since the money paid into the pension was not taxed). This feature (as
well as the opportunity to shift taxable income into retirement, as mentioned above, and the fact
that employers’ contributions to pensions escape both employer and employee National
Insurance contributions completely®) provides a strong financial incentive for many to save for
retirement in a private pension rather than in some alternative forms such as an Individual
Savings Account (ISA).

There are limits on the amount that can be contributed to a pension each year (the annual
allowance) and the total amount that can be held in a pension (the lifetime allowance) before
income tax charges apply. These limits are currently set (for most people) at £40,000 and
£1,073,100 respectively. While most people are not affected by either of these limits, they are
considerably less generous than they were in 2010, leading to the numbers who are affected by

them growing substantially over time.

Income tax treatment of pensions at death

The focus of this report is what happens to funds that remain in a pension when an individual

dies.

Prior to April 2015, there was no income tax due in cases where the individual died before the

age of 75 and had not touched their pension. Where the person died at age 75 or over, or where

s Again, see the IFS Taxlab website for more details.
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9 Death and taxes and pensions

they died younger but had already started to draw their pension, there was an income tax charge
of 55% on the remaining pension pot. This 55% rate may seem high but in 2011 was justified by
the government on the basis that these funds were not subject to inheritance tax (which these
typically high-wealth individuals’ estates would be more likely to attract).® This is particularly
important: the 55% charge was intended (at least for those dying at or beyond age 75) to make
up for the absence of both income tax and inheritance tax on pension pots, a feature we return to

in the next section.

In April 2015, the exemption from any income tax was extended to all pension pots of those
dying before the age of 75 (rather than just pension pots that had not yet been touched). In
addition, in an announcement made by Mr Osborne at the end of his speech at the 2014
Conservative Party conference,’ the 55% income tax charge on the remaining pension pots of
those dying at 75 or over was abolished from April 2015. Instead, those receiving these funds
would pay income tax at their marginal rate. At the time of the announcement, this change was
costed by the Treasury at £150 million a year (HM Treasury, 2014b).

The result is a system where, if an individual dies before age 75, any funds remaining in their
pension escape income tax entirely (i.e. income tax relief is given on contributions and not
levied on withdrawals), whereas if an individual dies at age 75 or older the beneficiaries of any
inherited pension pots will pay income tax on those funds as they are withdrawn (so income tax
relief is given on contributions and income tax is levied at the marginal income tax rate of the

beneficiary of the pension when the funds are withdrawn).®

In practice, most individuals in the UK will live beyond age 75, and any funds remaining in their
private pension at death will therefore not escape income tax entirely. Figure 2.2 shows the
percentage of men and women who are expected to die before their 75™ birthday by their current
age (in 2022). These are based on cohort life expectancies, which means that they take into
account forecast changes in mortality in future years. Among those in their 30s, 40s and 50s,
around 20% of men and 14% of women are expected to die before their 75™ birthday. Because
wealthier individuals live longer, on average, the proportion of those with substantial defined

contribution pension pots dying before their 75 birthday is likely to be somewhat lower.

In the 2011 Finance Bill debate, the then Financial Secretary to the Treasury, Mark Hoban MP, said ‘a 55% charge
would ensure that there are no tax advantages for pension death benefits compared with other assets on which
inheritance tax is payable’.

https://www.bbe.co.uk/news/av/uk-politics-29412251.

A more comprehensive summary can be found here. It is still possible in principle for some or all of a pension
beqeathed by someone dying after age 75 to escape income tax: if such a person leaves their pension to someone
who later dies before the age of 75 without having withdrawn the inherited funds, there will be no income tax on
any funds remaining in the pension at that point.

© The Institute for Fiscal Studies, December 2022
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Figure 2.2. Projected shares of men and women dying before age 75, by current age and sex
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Source: Authors’ calculations using data from the 2020 UK life tables from January 2022.

The fact that only a minority of bequeathed pension pots will escape income tax entirely does
not provide a justification for the tax exemption. Moreover, it creates a very obvious inequity
between those inheriting a pension pot from someone who dies just before versus just after their
75™ birthday. For someone who is always a basic-rate taxpayer inheriting a £100,000 pension
pot, the difference in income tax would be at least £20,000. Much bigger differences exist for
those paying higher rates of income tax and those receiving bigger pension pots: for example,
for someone who is always a higher-rate taxpayer receiving a £1,000,000 pension pot, the
difference in income tax between whether the deceased died just before or just after their 75%
birthday would be (at least) £400,000. The fact that men of all the ages shown are (on average)
about 45% more likely to die before they reach their 75" birthday also means the policy is — in a

rather odd way — more generous on average for men making bequests than for women.

2.2 Inheritance tax treatment of pensions

Inheritance tax is levied on the value of an individual’s estate when they die. It is charged at a
rate of 40% on the value of estates worth over £325,000. There are a number of exemptions. One
is that transfers to a spouse or civil partner are exempt, and (since October 2007) any unused
allowance can also be bequeathed to them at this point. Another is that the value of a main
residence (or a previously sold main residence, if higher) — up to £175,000 — is also exempt from

inheritance tax, and again any unused portion of this can be bequeathed to a spouse or civil
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11 Death and taxes and pensions

partner.? Overall these rules mean that most single people’s estates will only attract inheritance
tax if they are worth more than £500,000 and most couple’s estates will only be taxed if worth
more than £1,000,000.

Figure 2.3. Share of estates at death liable for tax over time
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Source: Estimates/forecasts for 2020-21 onwards from OBR, Economic and fiscal outlook — November
2022, supplementary fiscal table 2.13. Figures for 2012—13 to 2019-20 from HMRC Statistics table
12.3b. Figures for earlier years calculated using the number of tax-paying death estates from HMRC
Statistics, Numbers of taxpayers and registered traders (years from 2002—-03 onwards at
https://www.gov.uk/government/statistics/numbers-of-taxpayers-and-reqgistered-traders, earlier years
from the equivalent table in the National Archives at https://www.webarchive.org.uk/wayback/archive/
20131109170354/https://www.gov.uk/government/publications/numbers-of-taxpayers-and-registered-
traders), and the number of deaths from ONS, Deaths registered by single year of age, UK, estimating
the number of deaths in each tax year as a weighted average of the number of deaths in the two
calendar years it spans.

As a result, only a small minority of estates are liable for inheritance tax at death, as shown in
Figure 2.3. Over the 11 years from 1996-97 to 200607, it increased from 2.3% to 5.9%. It then
fell sharply to below 3% in 2009—10 when the ability to bequeath any unused inheritance tax
allowance to a spouse or civil partner was introduced and some asset values fell due to the global
financial crisis. Since then, the share of estates liable for inheritance tax has again tended to

increase, albeit with a decline due to the gradual introduction of the residence nil-rate band from

This residence nil-rate band is gradually withdrawn from estates worth more than £2,000,000. There are also a
number of other exemptions such as (among others) unlisted shares and shares traded on the Alternative
Investment Market (AIM), and while some gifts made in the seven years before death can be subject to inheritance
tax, gifts made earlier are also exempt. For a longer discussion, see Seely (2021).
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2017. Having stood at 3.8% in 2019-20, the share of estates liable for inheritance tax has since
increased, reaching an estimated 5.2% in 2021-22. The latest forecasts from the Office for
Budget Responsibility are for it to continue increasing in subsequent years, reaching 6.6% in
2027-28. While still a small minority of estates, this would be the highest share liable for

inheritance tax since its introduction in place of capital transfer tax in March 1986.

Inheritance tax treatment of pensions

The crucial feature of inheritance tax with respect to pensions is that, typically, any funds that
remain in a pension at death are not subject to inheritance tax.'® Prior to pension freedoms, this
inheritance tax break would have been less relevant, as for those dying after annuitising their
pension pot there would be no remaining pension pot to bequeath."’ And, as described above, for
the vast majority of people (those who had already drawn some of their pension and those who
died at age 75 or over) any funds remaining in a private pension at death were subject to a 55%
charge on pension withdrawals, with this being explicitly designed in part to make up for the
absence of inheritance tax. There was, of course, a considerable tax break to the minority of
individuals who died before the age of 75 having not touched their pension (or at least those
within that group whose taxable estates might then have been above the inheritance tax
threshold) as the 55% charge only ever applied to those who had drawn from their pension or
died aged 75 or over.

The shift from defined benefit to defined contribution pensions, pension freedoms and the
removal of the 55% charge thus increase the value of this inheritance tax break considerably.
Wealthy individuals who have other resources to finance their spending needs can now reduce or
eliminate their inheritance tax bill simply by putting as much as possible into a pension pot and
then leaving it untouched until death. To give the most extreme example: a married couple who
both had pension pots equal to the lifetime allowance (i.e. the maximum amount that can be held
in a defined contribution pension before a surcharge is applied, currently set to £1,073,100)
could bequeath a total of £3,146,200 without incurring any inheritance tax simply by leaving
funds in their private pension and making full use of their inheritance tax thresholds and

residence nil-rate band."? Obviously very few will be wealthy enough to be able to do this; but

10" As described in Office of Tax Simplification (2019), ‘Pension savings can only be passed on free of Inheritance
Tax if the pension provider can choose whether and to whom it is passed on to’. As a result, it is common for

defined contribution pensions to retain formal discretion over who funds are passed on to at death.

1 Similarly, the lack of inheritance tax is less relevant for defined benefit pension arrangements as they essentially

provide an annuitised income through to death. Defined benefit pensions often provide survivor benefits, and
defined contribution pensions can be used to buy joint life annuities; but in both cases, the benefits these provide
typically go to a surviving spouse or civil partner, so no inheritance tax would be due in any case (though in some
cases they can provide income for partners who are neither spouses nor civil partners, or for dependent children).
There are special rules in place to try to prevent individuals from moving their defined benefit pensions into
defined contribution pensions in an attempt to avoid inheritance tax (for example, by doing so just before they die).

125 1 ,073,100 plus £1,000,000 from two standard nil-rate bands and two residence nil-rate bands.
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13 Death and taxes and pensions

relative to aggregate inheritance tax receipts it could be a significant issue, since just over half of
inheritance tax comes from estates whose value is in excess of £2,000,000 (excluding the value

of any remaining pension pot at death).'®

As long as funds are not removed from the pension, these advantages can be cumulated across
multiple generations as inherited pension pots can continue to be handed on without incurring

inheritance tax when each beneficiary in turn dies.

2.3 Revenue implications and timing

The revenue forgone from such generous tax treatment of pensions at death is difficult to
estimate. It is likely to be very small at the moment as most deaths are among those who will
either have had a defined benefit pension or have purchased an annuity prior to the
announcement of pension freedoms in March 2014. But increasingly deaths will occur among
those who had defined contribution pensions that they did not annuitise. In addition, since the
introduction of pension freedoms and the removal of the 55% tax charge, some individuals will
be deliberately saving more in their pension for the purposes of bequests. The forgone revenue is
therefore likely to increase rapidly in the coming years. This issue is not unique to the UK: in
Australia, for example, while the causes are different, the amount of pension wealth bequeathed
at death is projected to increase rapidly in coming decades, with similar concerns expressed that
‘A system meant to fund retirement — not inheritance — is broken. Low-taxed death benefits are

the new tax planning nirvana’."

This means that the fiscal saving from moving to a more efficient and fairer system, even if
relatively modest in the near term, could be substantial in the longer term. It also places a
premium on announcing any reform quickly. Delaying reform means more people could
reasonably argue that they had saved in a pension with the expectation of receiving generous tax
treatment at death, and that changes therefore amounted to unfair retrospective taxation. With
more at stake, the opposition to such a change could be more vociferous if pursued at a later

date. The next section sets out reforms that would lead to a more rational system.

B In 2019-20, out of a total of £4.96 billion of inheritance tax £2.55 billion was from estates with a value exceeding
£2 million. Source: Table 12.3 of HMRC Inheritance Tax Statistics.

14 Miranda Stewart, ‘“Why the stage 3 tax cuts should be replaced’, Financial Review, 15 August 2022. According to
the Retirement Income Review (2020), ‘assuming no change in how retirees draw down their superannuation
balances, superannuation death benefits are projected to increase from around $17 billion in 2019 to just under
$130 billion in 2059°. In real terms, that would be a seven-fold increase in 40 years, equivalent to growth of over
5% per year.
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24 Summary

The tax treatment of pension pots remaining at death is very, and oddly, generous. The income
tax treatment of funds remaining in a pension when someone dies prior to age 75 allows money
put into a pension to escape income tax entirely. And funds remaining in a pension pot at death
are generally not captured by inheritance tax. This means that pension pots are treated more
generously by the tax system as an inheritance vehicle than as a retirement income vehicle. It
encourages wealthy individuals to finance their retirement spending by running down their other
assets rather than drawing on their pension. And those with sufficient means are free to do this
as there is no minimum withdrawal requirement from pensions in the UK (unlike in, for
example, some pension arrangements in Australia and the United States). The scope for doing so
is increasing over time with the increased prevalence of defined contribution pensions and the

introduction of pension freedoms from April 2015.
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15 Death and taxes and pensions

3. A better system for taxing
pensions after death

The principle of how funds remaining in a private pension should be treated at death is
straightforward. The starting point should be that income tax is applied when funds are taken
from the pension and that funds held in a pension are subject to inheritance tax in the same way
as other assets. Any deviations from this should be carefully justified. This section provides

more detail on how this could work and how transitional arrangements could operate.

3.1 Where to get to

Income tax treatment of pensions at death

As set out in the previous section, the income tax treatment of private pensions is based on a
system where funds are taxed only when they are withdrawn from the pension. This principle
should continue to apply when an individual dies; i.e. funds remaining in the pension pot at
death should still be subject to income tax. In deciding how best to do this, there are three main

questions:

= Should income tax be levied at the point of death (which would presumably be before any
inheritance tax was levied) or only when the beneficiary withdraws the funds (which would
be after any inheritance tax was paid)?

*  What rate of income tax should be applied? For example this could be a flat rate, related to
the income / income tax rate of the beneficiary, or related to the income / income tax rate of
the deceased before they died.

=  Where the deceased has not taken full advantage of being allowed to withdraw one-quarter
of the pension pot free of income tax, should the remaining benefit of this relief be applied at
death?

The first two questions are intrinsically linked, so we discuss those jointly before turning to the

issue of the one-quarter of a private pension that can be withdrawn tax-free.

When should income tax be levied, and at what rate?

Perhaps the most straightforward thing to do would be to extend the current treatment of pension
pots when an individual dies aged 75 or over to younger ages: this could be achieved simply by

changing age 75 to (say) age 0 in the legislation. The result would be that funds would be
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transferred to the recipient(s) prior to any income tax being levied. The funds would initially be
retained in an account, and when the recipient withdrew money from the account it would be

included in their taxable income for that year.

There are two, related, potential criticisms of this approach — and of the current approach when
people die aged 75 or over. The first is that, when funds are withdrawn by a non-income-tax-
payer, substantial amounts could be withdrawn from bequeathed pension pots without income
tax being levied. For example, a 16-year-old who inherited a £62,850 pension pot, who had no
other taxable income for the next five years (for example, because they remained in full-time
education and did not work part-time) could withdraw the value of the income tax personal
allowance each year and therefore enjoy the proceeds of the entire pension pot without paying
any income tax. An even more extreme example would be a newborn inheriting £263,970 who
(or, in practice, whose parents on their behalf) could then potentially withdraw funds equal to the
personal allowance each year over the following 21 years and, assuming they had no other

taxable income, pay no income tax at all."®

Of course, something analogous can happen when pension savings are withdrawn within the
saver’s lifetime: the saver might withdraw the money over several years as a non-taxpaying
pensioner, even if they got relief from basic- or higher-rate income tax when paying the money
into the pension. While some find this objectionable, it can be defended as merely allowing the
individual to smooth their taxable income over their lifetime, evening out lifetime tax payments
between those who have stable incomes and those who have high income in some periods and
low income in others. But one might reasonably think differently about an individual smoothing
their taxable income over their own life from the idea of smoothing taxable income across
generations. It is also not the case that individuals can smooth their taxable income between
childhood and adulthood, and it is not clear this should be enabled. One option to limit this
would be to set a minimum tax rate on withdrawals, equal to the basic rate of income tax. If this
is seen as unfair on non-income-tax-paying adults who were drawing funds from the account,
and the concern is primarily about minors inheriting pension pots and withdrawing the money
free of tax, the basic-rate minimum tax could be applied only to those making withdrawals under

the age of 16 or 18, say.

The second potential criticism of taxing funds when they are withdrawn by the beneficiary is
that it would (continue to) allow income tax to be avoided indefinitely simply by keeping the
inherited funds untouched in the account — potentially even for several generations. The

suggestion above of having a minimum tax rate, equal to the basic rate of income tax, on

15 Five times the personal allowance (£12,570) is £62,850 and 21 times the personal allowance is £263,970. These
calculations give the real-terms amounts that could be withdrawn free of tax assuming that the personal allowance
and the inherited funds increase in line with inflation.

© The Institute for Fiscal Studies, December 2022



17 Death and taxes and pensions

withdrawals would not address this. But it is not clear whether this is really a problem, as long as
the commitment to tax withdrawals is equally long-term. The funds must be withdrawn at some
point if they are ever to be used, and at that point income tax would be levied — including on any
investment returns earned in the fund in the meantime (thus maintaining the present value of the
tax liability). It is also the case that under the proposed reform to inheritance tax that we discuss

in this section, these funds would be subject to inheritance tax each time they were passed on.

An alternative to taxing inherited pension pots whenever the money is withdrawn by the
beneficiary would be instead to take the investments out of the pensions ‘wrapper’ at the point of
death and apply income tax on the withdrawal at that point. There are several ways this could be

done:

= Counting it all as the deceased’s income in the year of death would seem harsh. For
example, take someone who had been a basic-rate income tax payer throughout their life and
died with a £200,000 pension pot. Counting this as all being withdrawn in a single year
would mean much of the £200,000 would fall into higher tax bands, leading to between 40%
and 45% being paid in income tax — much more than the individual (or perhaps their
descendants) would have paid if they had withdrawn the money from the fund gradually.

=  One way to avoid this would be to apply the deceased’s marginal income tax rate in the last
full financial year, rather than adding the withdrawal to their taxable income in the current
financial year. But this has problems, not least as it would strongly encourage individuals to
try to keep in lower tax bands in the year before death and might be considered unfair to the
heirs of those who were unable to do this.

= A simple compromise could be just to levy income tax at the basic rate on all pension funds
that remain at death. But this could lead to complaints that the application of basic-rate
income tax to the entire remaining pot would be ‘too high’ for some (as the income tax
personal allowance would have allowed them to draw some funds free of income tax) and
‘too low’ for others (as, for example, they would have paid higher-rate income tax on some

of the pension).

There are certainly arguments for either approach, i.e. levying income tax either when the
beneficiary withdraws the funds or at the point of death. Either would be better than retaining the
current system where the pension pots of those dying before age 75 escape income tax entirely.
Levying basic-rate income tax on all funds that remain in pensions at death would be
straightforward. So would extending the current practice for those who die aged 75 and
over to those who die at any age — i.e. always applying income tax when the beneficiary
makes withdrawals from the fund. If the latter approach were implemented, it could be
combined with a minimum rate of tax on withdrawals, set at the basic rate of income tax,
in order to prevent large amounts of funds withdrawn by non-taxpayers, in particular

children, escaping income tax entirely.
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Should any remaining tax-free withdrawal be applied?

Under the current rules, any unused part of the 25% of a pension that can be withdrawn tax-free
cannot be claimed on an inherited pension. This introduces potential inconsistencies. Had the
deceased claimed their 25% tax-free withdrawal from the pension the day before they died, no
income tax would have been applied. It might therefore be considered fairer to extend this
benefit to the beneficiaries of those who had not made full use of the tax-free withdrawal prior to
death.

If this were deemed appropriate then it would be relatively straightforward to allow any unused
part of the 25% tax-free withdrawal not to be lost at death. If the funds were to be withdrawn
from the pension at the point of death, and income tax paid at that point, then this could be done
after any remainder of the 25% tax-free withdrawal were claimed. If the pension were instead to
be transferred to beneficiaries and only subject to income tax upon withdrawal, there would be a
choice. Either beneficiaries could be allowed to take the remainder of the 25% tax-free
withdrawal at the point of death (without paying income tax), or all of the funds could remain in
the pension and beneficiaries could be allowed to take the remainder of the 25% tax-free
withdrawal at their time of choosing. The latter would be more generous as, for example, it
would open up the possibility of beneficiaries’ choosing to take the tax-free element in periods
when their marginal income tax rate would be higher (as pension savers can when they withdraw

the money themselves, of course).

On the other hand, given that the purpose of the tax-free component is to support individuals in
retirement, it might be considered perfectly appropriate for any unused tax-free withdrawal to be
lost at death. Furthermore, as we will discuss in a forthcoming report, the tax-free lump sum is
badly designed (for example, it is of no benefit to those who do not expect to be income tax
payers in retirement and of less benefit to those who expect to be basic-rate taxpayers in
retirement than to those expecting to pay income tax at higher rates). It could be argued,
therefore, that extending the availability of the tax-free withdrawal beyond death would be a step
in the wrong direction. It should also be remembered that those receiving the inheritance could —
unless they were constrained by annual contribution limits or the lifetime allowance — always
respond by increasing their own pension saving, which would allow them to make greater use of

the ability to withdraw one-quarter free of income tax in their retirement.

There is an argument in favour of allowing any unused part of the pension that can be
taken free of income tax to remain not subject to income tax at death. But given the poor
design of the tax-free element, there is also a case for not extending its benefits further and
therefore continuing the current practice of not allowing any remaining tax-free
withdrawal to be taken at death.
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Inheritance tax treatment of pensions

Inheritance tax is not a popular tax (Hedges and Bromley, 2001; Rowlingson and McKay, 2005;
Prabhakar, Lymer and Rowlingson, 2017; YouGov, 2015, 2020). There are reasonable
arguments both for and against having an inheritance tax,'® but if inheritance tax is in place it
should apply evenly across all forms of wealth. Taxing bequests of some kinds of assets but not
others will inappropriately distort the forms of wealth that individuals hold and also lead to
unfair differences in tax payments according to the forms of wealth that happen to be held by the

deceased.

This means that, since we have an inheritance tax, it should apply to funds held in private
pensions at death. While this would imply higher tax on some estates, a government that did not
wish to increase the burden of inheritance tax overall would be free to use the additional revenue

to cut the inheritance tax rate and/or increase the threshold.

Including pension pots in the value of estates to which inheritance tax is applied could be done
relatively straightforwardly. There is, however, an interaction with how income tax on any

pension pots left at death is to be applied:

= Ifincome tax is levied at death — for example, at the basic rate of income tax, as described
above — then this should be deducted first and the pension pot net of income tax should be
included in the inheritance tax calculation.

= If funds are to be left in an account for the beneficiary, and income tax only paid when the
funds are withdrawn, then inheritance tax would be paid first. This leads to a more
complicated situation as in this case an adjustment should be made in the calculation for the
fact that the future income tax liability attached to these pension assets makes them less
valuable than other assets with the same notional cash value (but on which no subsequent
income tax will be due). More specifically, to treat pensions on a par with other assets, this
means the taxable estate should only include the value of bequeathed pension wealth net of
the value of the expected future income tax liability on it. As the beneficiary’s eventual
income tax rate will not be known, perhaps the simplest practical approximation would be to
assume that they will pay income tax on the funds at the basic rate (and this approximation
would be more accurate in the scenario where a minimum tax rate equal to the basic rate of
income tax would be applied). With a 20% basic rate of income tax, this would imply

including 80% of the bequeathed pension pot in the estate for inheritance tax purposes. Were

16 For extensive discussion — and often heated debate — in the economics literature, see, for example, Hammond
(1988), Kaplow (1995, 1998), Gale and Slemrod (2001), Cremer and Pestieau (2006), Kopczuk (2009), Boadway,
Chamberlain and Emmerson (2010), Farhi and Werning (2010, 2013) and Piketty and Saez (2013). Mirrlees et al.
(2011, chapter 15) provide a short non-technical overview. Beyond the economics literature, the debate ranges
even more widely.
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any portion of the pension to be allowed to be withdrawn free of income tax, an upwards
adjustment in the share of the pension that should be included in the estate for inheritance

tax purposes should also be made."”

It is clear that pension pots should be included in the value of estates for the purposes of
inheritance tax; where the funds held in these pension pots are to be subsequently subject
to income tax, it would be appropriate for 80% of those funds to be counted for inheritance

tax purposes.

How many more estates would become subject to inheritance tax?

An obvious question that arises from the proposed inclusion of defined contribution pension pots
in the estates of the deceased is how this would impact the number of estates liable for, and the

amount of revenue raised by, inheritance tax.

In the short term, it would have very little effect. As discussed above, most of those likely to die
soon have defined benefit pensions or have annuitised their defined contribution pension pot, so

will not bequeath any pension wealth. The question is how much that might change in future.

Providing a precise answer is not straightforward. Those benefiting from pension freedoms (i.e.
those retiring after April 2015) are still relatively young. While survey data can provide us with
insights into the wealth holdings of the group retiring shortly after April 2015, it is likely that
they will spend or give away at least some portion, and perhaps a large portion, of that wealth
before they die. And if — as we propose — taxes on pension pots that remain at death are
increased, this would reduce the extent to which some individuals hold wealth in pensions with
the intent of bequeathing it at death. Nevertheless, by considering how their inheritance tax
liability would be altered by the inclusion of pension pots and assuming that they died without
running down their wealth, we can put a rough ceiling on the expected impact of the change.
And we can also show how much less would be raised were these pensions run down before
death.

Figure 3.1 undertakes this exercise explicitly, showing how the effect of bringing 80% of the
value of bequeathed pension pots within the inheritance tax net varies depending on what
proportion of people’s defined contribution pension wealth at age 60—64 (likely to be their peak
pension wealth) they end up bequeathing. Since we do not know how people’s wealth holdings

or the inheritance tax threshold might change in future, we assume that the inheritance tax nil-

17 With a basic rate of income tax of 20%, if none of the pension is to be taken free of income tax then 80% (100%
less 20%) of the pension should be included in the estate for inheritance tax purposes. If 25% of the funds were
available to be taken free of income tax, 85% of the pension pot should be included (i.e. one-quarter of 100% and
three-quarters of 80%). A sliding scale would apply in cases where some, but less than 25%, of the pension pot
would eventually be able to be withdrawn free of income tax.
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rate band and the residence nil-rate band are set at a level that would ensure 4% of estates were
subject to inheritance tax if pension pots remained untaxed — the average from 2015-16 to 2019—

20 and roughly the long-term historical average shown in Figure 2.3.

Figure 3.1. Effects of extending inheritance tax to 80% of the value of pension pots, by
amount bequeathed
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Note: We calculate the total inheritance tax liability of all individuals aged 60—64 if they were to die with
their current levels of non-pension wealth and the levels of defined contribution pension wealth shown,
scaling the nil-rate band and residence nil-rate band such that 4% of estates are subject to inheritance tax
when defined contribution pension wealth is treated as non-taxable. We assume that the first of a married
couple or civil partnership to die leaves all wealth — and transfers their full nil-rate bands — to their
spouse/partner. In cases where one member of a married (or civil-partnered) couple is aged 60—-64 and the
other falls outside this age range, we randomly impute which partner in the couple dies first with 50%
probability, taking the mean of 100 random iterations.

Source: Authors’ calculations using the Wealth and Assets Survey Round 6.

Clearly, if people spend or give away all of their pension wealth before death, the reform would
raise no additional revenue and the proportion of estates liable for inheritance tax would remain
at 4%. At the other extreme, if people bequeathed 100% of their defined contribution pension
wealth then taxing 80% of its value would increase the share of estates paying inheritance tax
from 4% to almost 5% and increase inheritance tax revenue by about £1.9 billion (in today’s

terms),'® from £6.7 billion to £8.6 billion. This increase would be substantial, representing an

18 This figure is derived by calculating the total additional inheritance tax liabilities of the estates of 60- to 64-year-
olds when 80% of defined contribution pension wealth is included in the taxable estate. This figure is then divided
by five to reflect the fact that, in steady state, we would expect deaths equivalent to a one-year birth cohort each
year. This figure should be considered a rough upper bound in that it is calculated under the assumption that the
level of wealth (including pension wealth) at death will be the same as that observed between ages 60 and 64.
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increase of around a quarter in the scope and yield of inheritance tax. That said, the share of
estates paying the tax would remain only a small minority of the total, and — as shown in Figure
2.3 — the UK has seen fluctuations in the share of estates liable for inheritance tax of more than

1% of estates in recent years.

If instead 50% of defined contribution pension wealth were bequeathed then the revenue raised
would be halved to £0.9 billion. This highlights that the amount that would be raised is sensitive
to the extent to which wealth currently held in defined contribution pensions will remain there at
death. It will also depend on how the inheritance tax nil-rate band and the residence nil-rate band
are indexed. The calculations above assume they are indexed so that the share of estates subject
to inheritance tax, prior to any reform, remains at the long-run historical average. If instead they
were indexed in line with inflation, this would imply less generous allowances and increase the
amount that would be raised from bringing 80% of the value of bequeathed pension pots within
the inheritance tax net. In this case, the amount of revenue raised in steady state by bringing
defined contribution pensions into the taxable estate would be around 50% higher than if the
threshold were set (as outlined above) to ensure that 4% of estates paid inheritance tax."®
Freezing allowances — as is current policy through to March 2028 — would increase the revenue

raised from this reform even further.

Were a government to do this reform but not wish to increase inheritance tax overall, it could use
the revenue to cut the rate of inheritance tax and/or increase the threshold. To give a sense of
scale, £1.9 billion would be roughly enough to reduce the rate from 40% to 30%, while £0.9
billion would be roughly enough to reduce the rate to 35%.%°

3.2 Transition to a better system

If both income tax and inheritance tax were to be applied to pension pots that remain at death in
the way that we recommend, then a decision would need to be made over the appropriate

timetable for bringing the reforms in.

We recommend that the government announces the changes as soon as is practical. This would
reduce the extent to which individuals will have saved in a pension under the incorrect
expectation that they will be able to bequeath these funds under the current generous
arrangements. Swift announcement of the reforms — alongside a reasonable time frame for

implementation — would ensure that the benefits of the new system were realised quickly — not

19 This assumes that the real value of wealth remains constant between ages 60—64 and the point of death.
20 Authors’ calculations using the HMRC Ready Reckoner, adjusted for the inclusion of pension wealth.
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least through reducing the incentive for people to put money into a pension, and keep it there, as

a way of minimising income tax and inheritance tax on funds eventually bequeathed.

A ‘big bang’ approach with swift implementation could, however, be considered unfair on those
who had already placed funds in a private pension since the introduction of pension freedoms in
2015 in the expectation that they would be subject to the current (generous) income tax and
inheritance tax rules. There would certainly be a degree of retrospective taxation to the proposal
— though that is hard to avoid with most tax changes, and certainly those that increase taxes on
wealth, without extremely long transitions. The problem could have been avoided if the tax
treatment at death had been fixed when pension freedoms were first introduced; but the longer
the delay, the worse the problem gets, so if the government wishes to change the system as we
propose, the priority should be to announce the reform as soon as possible so that people are no
longer making financial decisions under false expectations of the tax implications. Even if
announced immediately, some transitional phasing of implementation could be considered

appropriate.

A phase-in of the reforms we propose could be implemented relatively easily. It could be done
by applying reforms incrementally by year of death. For example, suppose a five-year transition
period were deemed appropriate. In year 1, those receiving pension pots from individuals who
had died aged under 75 could pay income tax on 20% of the funds that they withdraw
(regardless of when they actually draw the funds from their account). For those receiving
pension pots from individuals who had died under age 75 in year 2, this could increase to 40%,
in year 3 to 60%, in year 4 to 80% and finally, in year 5, to 100%.?" Obviously, faster or slower

transition periods could be chosen.

Similarly, in the case of inheritance tax, if 80% of pension pots are eventually to be subject to
inheritance tax then for the estates of those dying in year 1, 16% of the pension pot could be
included in the estate. For the estates of those dying in year 2, 32% could be included, then 48%
in year 3, 64% in year 4, and finally, from year 5, 80%. Again, faster or slower transition periods

could be chosen: the right length of transition is a matter of judgement.

Reforms to the income tax and inheritance tax treatment of bequeathed pension wealth
should be announced as soon as practical. There would be a degree of retrospective
taxation to the proposals, though that is hard to avoid with any change to the taxation of
wealth. There is, however, a case for some gradual phasing-in of these reforms over time

which, if desired, could easily be done by date of death.

211 practice, it would be better to have a smoother transition by date of death rather than just financial year of death,
to avoid sharp cliff-edges at the turn of the financial year. This applies equally to the inheritance tax transition
described in the next paragraph.
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4. Conclusion

Whether by accident, design or inertia, the tax treatment of pension pots at death has — in the age
of pension freedoms — become increasingly anomalous. With the amount of wealth held in
defined contribution pensions increasing year-on-year, and with well-understood incentives for
those who can afford it to ‘stuff your pension full of cash — but don’t spend it’, this is a problem
that will only get worse. Without reform, pensions will increasingly come to serve not just as a
means of funding retirement, but also as a vehicle for the wealthiest households to reduce their

inheritance tax liability.

A sensible set of reforms would include pension pots in the value of estates for the purposes of
inheritance tax and extend current income tax practice for those who die aged 75 and over to
those who die at any age. This would leave the tax system both fairer and more economically
efficient. It is not yet too late to act, but the longer the government delays, the more painful such
reforms will become. The Chancellor has a great deal on his plate, but failure to embrace reform

now will leave a legacy for which his successors will not thank him.
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