
Tax relief and pension allowances

This is an overview of the tax rules and regulations which may affect you if you own a pension plan.

This is general information based on our current understanding of taxation, legislation and HM Revenue and 
Customs (HMRC) practice which may change without notice. Tax depends on your circumstances and can change. 

Before you make a decision, you might want to speak to a financial adviser. They can help  
you understand the tax rules and how they’ll affect you.
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Tax relief on pension contributions
Relief at source
Your pension contributions are taken from your net pay, 
which is after tax has been taken. 

We (or any other pension provider) then automatically 
claim basic rate tax relief, currently 20%, from HMRC and 
add it to your pension pot. For example, if £80 is paid in, 
HMRC tops it up by £20.

If you pay tax at a higher rate, you can claim back more tax 
by filling in a tax return.

If you’re a Scottish or Welsh taxpayer, you’ll continue to 
get basic rate tax relief. If you pay tax at a higher rate you 
can claim extra relief in the same way as the rest of the UK 
through your tax return. 

If you transfer a pension pot to another pension scheme, 
this will not attract more income tax relief. Separate rules 
apply to any contributions paid by your employer.

Net pay arrangement
Your pension contributions are taken from your gross 
pay, which is before tax is taken. The money you’d 
normally pay as tax automatically goes into your pension 
pot instead. 

For example, a £100 contribution would cost you £80 if 
you’re a 20% rate taxpayer. If you pay tax at a higher rate, 
your tax savings will be higher. If you don’t pay tax then 
you won’t benefit from tax savings. 

If you’re a Scottish or Welsh taxpayer, the tax relief you’ll 
receive will be based upon the rate of income tax and tax 
bands applicable to you.

Salary sacrifice
With a salary sacrifice arrangement you agree to give up 
part of your earnings and in return your employer pays 
this into your pension. As your pension contributions are 
deducted from your earnings before your tax and National 
Insurance is worked out, the amount of tax and National 
Insurance you pay will be based on what’s left. This 
means that you make savings on both the tax you pay and 
National Insurance contributions. 

If you’re a Scottish or Welsh taxpayer, the savings you’ll 
make will be based upon the rate of income tax and tax 
bands applicable to you.

Limits for tax relief
To be eligible for tax relief, you must be a member of 
a pension scheme and have paid income tax or been 
resident in the UK in the year the pension payment is 
made for you.

You, or a third party making pension payments on your 
behalf, are allowed to receive tax relief on the greater 
of £3,600 or the amount of your income subject to UK 
tax. Most income counts but income from investments, 
pensions or rental income, doesn’t.

There are other ways in which you can be entitled to tax 
relief and you should speak to a financial adviser.



Pension allowances
Annual Allowance
The Annual Allowance is a limit to the amount of pension 
savings which you can make over a 12-month period, 
before you face a tax charge. The tax year runs from 6 April 
one year to 5 April the next.

For money purchase arrangements, such as personal 
pensions and additional voluntary contributions (AVCs), 
the amount of Annual Allowance you’ve used is found by 
adding together the total contributions paid by you or on 
your behalf over the tax year.

For defined benefit arrangements, such as final salary 
schemes, the amount of Annual Allowance you’ve used is 
worked out using a calculation to factor in the growth of 
your benefits over the tax year. 

If you go above the Annual Allowance, you may be 
liable for a tax charge and you must let HMRC know by 
completing a tax return. The Annual Allowance is currently 
£40,000 for most people (across all your pension savings, 
not per pension). It might change in the future.

If you go over the limit one year, but were under in any of 
the previous three years, you may be able to offset it – if 
you were part of a pension scheme in that time. (The 
technical term for this is ‘carry forward’). If you don’t have 
enough to offset the whole amount, you’ll have to pay tax 
on the rest.

Tapered Annual Allowance
You may be subject to the Tapered Annual Allowance, 
which is a reduced Annual Allowance, if your total income 
(including income from investments, pensions, your salary, 
bonuses or trading profits) which is subject to tax, is more 
than £110,000 in any tax year.

The maximum reduction for those with the highest 
incomes will be £30,000, leaving a minimum Annual 
Allowance of £10,000 in the tax year.

Money Purchase Annual Allowance
If you have a defined contribution scheme, taking money 
out of your pension pot sometimes triggers a limit on 
how much can go into it each year, in the future, and still 
benefit from tax relief. This is called the Money Purchase 
Annual Allowance (MPAA).

If you’re subject to the MPAA, your limit on contributions 
made by you or on your behalf to money purchase plans is 
reduced to £4,000. 

For other types of tax-relieved pension saving, such 
as defined benefits, you retain an Alternative Annual 
Allowance of £36,000.

If you’re also subject to the Tapered Annual Allowance, 
your Alternative Annual Allowance will be reduced by the 
Tapered Annual Allowance less the MPAA. You won’t be 
able to carry forward any unused MPAA to later years.

Your pension scheme or provider will let you know if you 
trigger it. They’ll tell you within 31 days from when you 
first take money out of your pension.

If you go over the MPAA, you have to pay a tax charge.

If you’re under the MPAA one year and go over it the next, 
you can’t offset one against the other. You can’t carry 
forward any unused allowance as you can for the standard 
Annual Allowance.
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The MPAA limit doesn’t apply to other types of pensions, 
like defined benefit schemes. For example, if you use 
up your £4,000 MPAA, you’re still entitled to put up to 
£36,000 towards any defined benefit savings in the 
current tax year.

The MPAA is currently £4,000. It might change in 
the future.

Lifetime Allowance
The Lifetime Allowance is the total amount you can build 
up in your pension over a lifetime, without paying extra 
tax charges. 

If you go over the limit, you have to pay a tax charge on 
the amount that’s over the Lifetime Allowance. Currently, 
it’s 55% if you’re taking your pension as a lump sum, or 
25% if you take it as an income (in which case you’ll also 
have to pay income tax on it, at your usual rate).

Current and past Lifetime Allowance limits are listed below:

Tax year Lifetime Allowance limit

2019/2020 £1,055,000

2018/2019 £1,030,000

2017/2018 £1,000,000

The Lifetime Allowance will change each year in line with 
any increases in the Consumer Prices Index (CPI).

Taking your pension benefits
Currently, from age 55, you can take your pension pot, 
even if you’re still working, and you have a number of 
options to choose from. If you have a protected early 
retirement age, or are unable to work due to health 
considerations, you may be able to take your pension 
before 55.

You may need to move your pot to another pension to 
access some of these options or to access them when you 
prefer. Let’s take a brief look at these options:

• Flexible cash or income (also known as drawdown) 
You can take out up to 25% of the money moved into 
your flexible cash or income plan, in cash, tax-free. You’ll 
need to do this at the start. You can then dip into the 
rest as and when you like. You can also set up a regular 
income with this option. Any money you take after the 
first 25% may be subject to income tax.

• A guaranteed income for life (also known as an annuity) 
You can use your pension pot to buy an income for 
life. It pays you an income (a bit like a salary) and is 
guaranteed for life. These payments may be subject to 
income tax. In most cases you can take up to 25% of the 
money you move into your guaranteed income for life, in 
cash, tax-free. You’ll need to do this at the start and you 
need to take the rest as an income.

• Cash in your pension pot all at once  
You can take your whole pension pot in one go, as a 
lump sum. Normally the first 25% is tax-free, but on 
the remainder, you could lose 20%, 40% or even 45% 
to income tax, if it pushes you into a higher tax bracket 
(especially if you’re still earning). 
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• Take cash in stages 
You can leave your money in your pension pot and take out 
cash lump sums whenever you need to – until it’s all gone, 
or you decide to do something else with what’s left. You 
decide when and how much to take out. Every time you 
take money from your pension, the first 25% is usually tax-
free and the remainder may be subject to income tax. 

• Leave your pension pot where it is 
You don’t have to start taking money from your pension 
when you turn 55, or whatever age you agreed with 
your pension provider to retire. It’s not a deadline to act.

• Take more than one option 
You don’t have to choose one option – you can take a 
combination of some or all of them over time, even if 
you’ve only got one pension pot. 

When you’re deciding what you want to do with your 
pension pot, you should consider all the options and their 
tax implications. Different pension providers offer different 
products with different features and options, including the 
product terms, rates, funds or charges that might be more 
appropriate for your individual needs and circumstances. 

Terminal illness
If you have a terminal illness where you’re not expected 
to live for more than a year, you may be able to take 
your entire current pension pot tax-free, although there 
may be Lifetime Allowance charges and/or inheritance 
tax implications.

Death benefits
If you die before drawing all of your pension pot, we’ll use 
the remaining value of your plan to provide benefits for 
your ‘beneficiaries’. 

The terms and conditions of the plan may determine who 
the benefits can go to, but where we have discretion we 
ask you to help us by completing an ‘expression of wish’ 
form and keeping it up to date.

Our decision is based on your circumstances when 
you die, but it helps us decide if we know what you 
would’ve liked to happen. Where the scheme chooses the 
beneficiaries, your pension does not normally form part of 
your estate for inheritance purposes.

If you die before you turn 75, you can usually pass on any 
money that’s left in your pot to someone else, tax-free. But 
if you’re 75 or older when you die, any money left in your 
pot will usually be taxable.

Reclaiming tax when we pay you your pension
When you first begin to take withdrawals from your 
pension, they’ll usually be taxed at a special rate called 
emergency tax. This rate could be higher or lower than the 
one you usually pay.

You may need to contact HMRC to reclaim any overpaid, 
or pay any underpaid tax. However if you have a regular 
income stream, your tax liability will usually sort itself out 
over the year when we get a suitable tax code for you.

If you choose to move your pension pot to another pension 
provider, they’ll be responsible for paying you your 
pension and deducting any tax.
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Your tax situation might change
You usually don’t have to pay tax on any of the money 
in your pension until you take it out. Whether or not you 
have to pay tax on the money you take out – and how 
much – depends on your personal circumstances and the 
option(s) you choose.

The money you take from your pot counts as part of your 
income for that tax year, as well as your salary, benefits, 
State pension and so on. So you could end up paying a 
higher rate of tax in the tax year you start taking your 
pension (the tax year runs from 6 April one year to 5 April 
the next). If you take the money over a number of tax 
years, you could end up paying less tax than if you take it 
all in one go.

Getting help and advice
Tax rules can be complicated and they change all the time, 
so we suggest you speak to a financial adviser if you feel 
that would help you with your decision making. 

For more information on the subjects covered 
in this leaflet, please visit the HMRC website 
at gov.uk/topic/personal-tax/income-tax

There’s also two free and impartial services set up by the 
government to help you:

The Money Advice Service
For general guidance on all aspects of pensions. 

You can find out more at moneyadviceservice.org.uk or 
by calling 0300 500 5000.

Pension Wise
For guidance to people aged 50 or over on the options 
available for their pension savings.

You can find out more at pensionwise.gov.uk or 
by calling 0800 280 8880 to book a phone or 
face-to-face appointment.
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