Drawing money from a ‘pension pot’ on an irregular basis or a
substantial lump sum which in partis liable to Income Tax - over
taxation problem

Current HM Revenue & Customs practice favours them and not an individual in the way
that the Tax Coding system works and so the amount of Income Tax deducted. Some
might say a nice little earner.

In Q4 2024 the HM Revenue & Customs repaid over £49m in over-deducted Income Tax
and the comparable figure for the same period in 2023 was £38m. For the year the
figures were £192.7m (2024) and £200m (2023).

The good news is that they plan to put matters right and so ensure that more people pay
the right amount of tax, if any, sooner rather than deducting more than is due leaving the
individual to recover the over-deducted Income Tax.

Reasons for the over deduction

e How the money was taken
e When it was taken

When money is withdrawn from a ‘pension pot’ up to 25% of the ‘pension pot’ value can
be taken tax-free. So, no problem with that.

But, if someone does not secure a regular lifetime income paid by an Annuity Company,
called an annuity, then the emergency coding applied on a Month 1 basis for the first
money extraction can lead to over-taxation. Some people take a substantial lump sum
extraction and if it is greater than the 25% of the ‘pension pot’ value then the excess
money extraction above 25% is taxable. The system would assume that similar
payments would be received for the rest of the tax year until a new Notice of Codingis
issued.

There are two ways of minimising any potential over-taxation: -

e Take any taxable lump sum in the last month of the tax year if you can afford to
wait
e Draw thattaxable income on a regular basis rather than as a lump sum

What could make matters worse is that it might be that the notionally taxable income
might be the only ‘taxable income’ in that tax year and would fall within the Personal
Allowance meaning that a non-taxpayer pays Income Tax when they expected to pay
none at all!

Itis known that many people are not familiar with self-assessment Income Tax Returns
or do not understand the Notice of Coding system. There is no excuse for that as the
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meaning of any Income Tax Code is spelt out on the government website as well as the
Income Tax Personal Allowance.

Visit: https://www.gov.uk/tax-codes and https://www.gov.uk/income-tax-rates

Do remember that currently State Pension is notionally taxable but is paid without
Income Tax deducted as it is less than the Income Tax Personal Allowance.

Someone, who has not put into payment their State Pension and does not have any
other taxable sources of income, which would also include any occupational pension,
and no employment earnings in that tax year could arrange to take a larger lump sum
extraction. More than the 25% allowable tax-free by using up their Income Tax Personal
Allowance for the taxable element of the money extraction for it to be eventually free of
Income Tax as their total taxable income in that tax year did not exceed their Personal
Allowance.

For some people, who expect to suffer higher rates of Income Tax when their State
Pension comes into payment and any other occupational pensions, might raid their
‘pension pot’ earlier and draw out more even though they might pay Income Tax at 20%
on part but better than 40% or 45% if drawn in later tax years.

Itis feared that there are far more people who have suffered over-taxation than the
government figures might suggest as they did not understand how they could arrange
matters to avoid or minimise any Income Tax or are unfamiliar with the recovery of over-
taxed sums.

Going forward

HM Revenue & Customs plan to automatically update the Income Tax Code for
individuals who are on a temporary Tax Code and so benefit from being on a cumulative
not Month 1 basis so avoiding an over-deduction of Income Tax. More people should be
moved onto their correct Tax Code a result.

When this comes into effect is not yet known.

Itis a shame that it has taken the State so long to address this problem given that
George Osborne introduced these ‘pension pot’ flexibilities so many years ago. But it
was a nice earner for the government. Free borrowing.
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