Member Update: taking tax-free cash at retirement

Previous Member Updates have provided you with details about a particular aspect of the new Local Government Pension Scheme (LGPS) that will come in on 1st April 2009. 

In this Member Update we explain taking tax-free cash at retirement in more detail.

What is being changed with the introduction of the new LGPS?

Under the existing scheme, for each year of pensionable service before 1 April 2009, you get a pension equal to 1/80th of your final salary and a lump sum equal to 3/80ths. You will retain these entitlements in that form after the new LGPS is introduced.

For all pensionable service accrued after the introduction of the new LGPS on 1 April 2009, you will simply get a pension equal to 1/60th of your final salary for each year of pensionable service.

You will then be able to choose to convert part of the 1/60th pension into tax-free cash at a rate of £12 of lump sum for each £1 of pension you convert.

Overall you can take up to 25% of the total value of your entire retirement benefits as a tax free lump sum, reducing both your pre and post 1st April 2009 retirement pension.

How do I decide how much tax-free cash to take at retirement?

Reducing your annual pension to increase your tax-free lump sum isn’t a good idea for everyone.

That’s because you will have less to live on each year unless you invest your lump sum in a way that gives you a regular income. 

So only you can decide what is right for you. To help you do so the next section shows you how to work out the maximum tax-free cash that you can take at retirement. 
How do I work out the maximum tax-free cash I can have at retirement from the new LGPS?

This is done in 3 steps. The example below helps explain how these steps work.

Step 1: calculate the “capital value” (i.e. the size of pension pot needed to provide an annual pension and any other retirement benefits) of LGPS benefits. Pensions in the new and old LGPS have a capital value of 120/7 of the annual pension. Lump sums from the old LGPS have a capital value of 10/7 of the lump sum.

Step 2: identify the maximum lump sum that can be taken. This is 25% of the capital value of LGPS benefits.

Step 3: reduce annual pension by £1 for each £12 of lump sum to be received.

Notes:

The LGPS is obliged to pay a Guaranteed Minimum Pension and in some cases this may restrict the amount of pension that can be given up.

Any reduction to your own pension in order to give yourself a tax-free lump sum will not reduce any subsequent dependant’s pension which may become payable upon your death.

An example:

Brian retires on his 65th birthday with:

* an annual pension of £7,000 built up from 1 April 2009 (i.e. in the new LGPS) plus

* an annual pension of £5,000 and a tax free cash sum of £15,000 from his service up to 31 March 2009 (i.e. in the old LGPS).

Brian can choose to exchange any amount of tax-free cash up to the maximum. He decides that he wants to have the maximum lump sum possible.

Step 1: capital value = (£7,000 + £5,000) x 120/7 + (£15,000 x 10/7)

= £227,142.85.

Step 2: maximum lump sum = £227,142.85 x 25% = £56,785.71.

Step 3: reduce annual pension by (£56,785.71 – £15,000)/12 = £3,482.14.

Brian can have a tax free lump sum of £56,785.71 plus an annual pension of £8,517.86 = (12,000 – 3,482.14). 

Is there any way to give up my old LGPS 3/80ths of tax-free cash for more pension?
No.

This facility used to exist, but it was removed some years ago. Currently, service up to 31 March 2009 entitles you to an annual pension of 1/80th of pay for each year of pensionable service plus a 3/80ths tax-free lump sum.

Summary
In summary, taking tax-free cash at retirement is an important financial decision.

Under the new LGPS you will have to make this decision shortly before you retire.

We will explain these rules again to you then. But it should be helpful to understand now how this works now, and to have given it some thought.
Keeping you up to date

The Strathclyde Pension Fund Office is planning a range of communications initiatives to ease in the new LGPS.

In the meantime, if you have any questions:

email: spfo@glasgow.gov.uk
visit www.spfo.org.uk
ring 0845 213 0202

visit the 2nd Floor, Charlotte House, 78 Queen Street, Glasgow G1 3DN

Please note that this Members Update is only a guide to an aspect of the new LGPS. It does not supersede the underlying regulations that govern the LGPS.

