Guidance Note - Pensions

Protecting pension benefits on death

For many people, pension funds represent their second most valuable asset after their
home. However, most have little idea what will happen to their pension on their death.
While the issues might be quite complex, the solutions set out in this guide are generally
quite simple to implement.

Introduction

Pension funds are usually held either in a pension trust or under the terms of a deed giving pension scheme
administrators specific powers to distribute death benefits at their discretion. On the death of a member, the trustees
or administrators will apply their powers with extreme care, taking into account the wishes of the deceased member
and his or her family circumstances. During their lifetime, members can do one of the following with their death
benefits to try to ensure that they end up in the right place.

Do nothing

Pension scheme trustees have a two-year window during which they can pay out death benefits without there being an
inheritance tax (IHT) charge. Furthermore, there is no income tax to pay on income arising from the pension fund
during this period. Death benefits will generally be transferred to the deceased’s estate where they will be dealt with
under the terms of the will. In many cases, pension funds are left to the surviving spouse, so there are no IHT
implications. However, if there is no surviving spouse, the funds could become liable to IHT at 40%. In some
circumstances, and while an individual may not have expressed such wishes, pension scheme trustees may transfer
funds directly to the surviving spouse - rather than passing them to the estate - if they are of the view that he or she
needs them. They might also listen to representations made by executors, although this cannot be guaranteed.

Nominate a beneficiary

In many cases, individuals will nominate their spouse to receive the benefits. This has the same IHT impact as passing
the assets via the estate under the spousal exemption. However, some people use the nomination to pass pension funds
to the next generation, thus avoiding IHT. On the death of a member, pension scheme trustees will take the nomination
into account, but they are not legally obliged to follow it. Furthermore, and before making any distribution, they will
ensure that the surviving spouse is financially secure.

Transferring to trusts under a nomination

In some circumstances, individuals may nominate a trust to receive death benefits. In such cases, the same principles
mentioned earlier apply and, assuming the trustees follow the nomination, funds passed to the nominated trust will
immediately become liable to periodic and exit IHT charges.

Settling pension benefits on a second trust

Settling pension benefits on a second trust is the most secure way of ensuring that death benefits under a pension
scheme flow through to their intended beneficiaries. Individuals settle their pension plans on trust during their lifetime.
The pension itself is held for the benefit of the member, as are any other benefits, while the death benefits are held for
the beneficiaries of the trust.

On death, trustees must pay the death benefits into the trust from where they can be distributed in the most
tax-efficient manner. IHT will not apply to any transfers from the new trust provided they are made within two years
of death.

If you would like to arrange a free no obligation meeting to discuss protecting your pension benefits on death, please contact
John Lang - Director, Tower Hill Associates Limited on 020 8891 6375.
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