


What is the annual allowance?

The annual allowance is the maximum amount 
of pension savings an individual can have each 
tax year that benefit from tax relief. An individual 
is subject to a tax charge (the annual allowance 
charge) when their pension savings exceed their 
available annual allowance for a tax year. The 
standard annual allowance is currently £40,000. 
Each year you personally can contribute up to 
100% of your relevant UK earnings into a pension 
or the annual allowance (whichever is lower) and 
receive tax relief.

Tax relief and relevant UK earnings

For most people, relevant UK earnings refer to 
income received from employment, including 
your salary, bonuses and commission. The 
limit on tax relief is 100% of these earnings. 
For example, if your UK relevant earnings 
are £35,000 gross, then you can personally 
contribute up to a maximum of £28,000 net into 
your pension (£35,000 minus basic rate tax). If 
you are a higher-rate taxpayer, you can reclaim 
higher-rate tax relief via your Self-Assessment 
tax return.

Even without relevant UK earnings, you can make 
a pension contribution of £2,880 net and still 
receive tax relief on it, up to the age of 75.

Employer contributions are not restricted in this 
way, but they need to meet certain conditions 
in order for the company to be entitled to 
corporation tax relief on them.  

The pension annual 
allowance
Pensions come with fantastic tax benefits and are the foundation of 
retirement savings for very good reasons. But there is no getting away from 
the fact that they come with many rules and regulations, which can be 
complex and change frequently. In this short guide, we look at the pension 
annual allowance, which, while straightforward for much of the population, 
has caused unnecessary or surprise tax bills for others in recent years.  
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Important information

The value of your investment can go down as well as up, and you can get back less than you originally 
invested. Prevailing tax rates and relief are dependent on your individual circumstances and are 
subject to change.
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How the annual allowance is applied

The annual allowance for pension savings 
applies to each pension input period.  A 
pension input period is a measure of time (a 
tax year) over which contributions have been 
made to a defined contribution scheme, or 
a pension has been built up in a defined 
benefit scheme. These are known as ‘pension 
savings’ and are measured against the 
annual allowance to see if there is an excess 
which will be subject to tax. Employee and 
employer contributions are subject to the 
annual allowance and any excess is taxed at 
the employee’s marginal rate.

Differences between defined contribution 
and defined benefit schemes 

As stated above, under a defined 
contribution scheme, the annual 
allowance used is simply the amount of all 
contributions paid during the pension input 
period, but under a defined benefit scheme, 
it is the increase in the value of a member’s 
rights during the pension input period. 
It is extremely complicated to calculate 
the annual allowance for defined benefit 
schemes and professional advice is usually 
required.

The tapered annual allowance

Those with an adjusted income of more than 
£240,000 and a threshold income of more 
than £200,000 will see their annual allowance 
reduced by £1 for every £2 of adjusted income 
they have over £240,000. Adjusted income 
is all earnings that are subject to UK income 
tax, including all pension contributions 
paid personally and by the employer. The 
difference between threshold income and 
adjusted income is that threshold income 
excludes all pension contributions but 
adjusted income includes them. 

Once an adjusted income reaches £300,000, 
the annual allowance is reduced to £10,000. 
It will drop to a minimum of £4,000 once 
adjusted income reaches £312,000 or above. 
This reduction is known as the tapered 
annual allowance. If your threshold income 
is below £200,000, the annual allowance 
remains at £40,000. 

Pension carry forward can help if you have 
unused annual allowance from previous 
years

When the current tax year’s annual allowance 
has been used, it may be possible to reduce 
or completely avoid the annual allowance 
tax charge by using pension carry forward. 
Pension carry forward allows unused annual 
allowances from pension input periods ending 
in the previous three tax years to be carried 
forward and added to the annual allowance 
for the current year. You must have been a 
member of a registered pension scheme at 
some point during the tax year from which you 
intend carrying forward the unused annual 
allowance, although you do not need to have 
had relevant earnings or have made any 
contributions. People who have been auto-
enrolled into a pension will be members of 
a registered pension scheme. Any pension 
savings in excess of the annual allowance and 
any carry forward entitlement will be subject 
to an annual allowance tax charge.

Pension contributions paid by employees or 
those who are self-employed are still limited 
to the amount they earn in the current tax 
year, but carry forward is a useful option for 
people earning more than £40,000 a year.
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What are the common reasons for breaching 
the annual allowance?

•  The tapered annual allowance, introduced in
the 2016/17 tax year, has lowered the annual
allowance for many high earners, many of
whom are employed in the public sector and
benefit from generous pension contributions.

•  Defined benefit schemes provide pensions
on a prescribed formula based on salary and
service, so healthy pay rises year on year result
in a high level of pension provision over time. 

•  The Government has tried to encourage
the population to save more for retirement, 
especially over the last decade. This has
frequently resulted in people taking out more
than one pension for the same employment, 
which has caused some to breach the annual
allowance. Examples are in-house additional
voluntary contribution plans and personal
pensions alongside defined benefit schemes, 
especially where people are making up for
lost time when they weren’t making adequate
pension contributions.

•  The money purchase annual allowance
lowers the annual allowance for members
of defined contribution schemes who take a
taxable income from their pension down to
£4,000 per annum. This can lead to a breach
if they continue to make contributions above
this amount at the same time as drawing the
income.

I’m close to reaching the annual allowance. 
What should I do?

First, it would be advisable to make sure that you 
don’t have any unused allowances from the last 
three tax years that can be carried forward. 

Even if carry forward allowances have been 
exhausted, it may be sensible to continue 
to accrue the pension and pay the annual 
allowance tax charge. This is on the grounds 
that defined benefit pensions in particular are 

largely funded by the employer, so a percentage 
of a free benefit is better than no benefit at all. 
In addition, tax charges can often be paid by the 
pension scheme, so you do not have to cover 
the cost of such charges yourself by making an 
upfront payment out of taxed capital.

Reducing working hours and turning down 
additional responsibilities in order to reduce your 
salary could also be a viable option but should be 
considered carefully. 

Ceasing to accrue a pension under the pension 
scheme is usually a last resort, as this will 
reduce risk benefits such as death in service 
and ill health retirement benefits. Adequate 
alternative provisions for these benefits would 
have to be sought if this were to happen. 

I’ve breached the annual allowance. What 
happens now?

If your pension savings made in the tax year are 
more than your available annual allowance, you 
should include the excess amount on your Self-
Assessment return. This amount is added to your 
taxable income net of any pension contributions 
paid by you personally in the tax year, and you 
will pay Income Tax at your usual rate.

Given the complexities of pension saving 
calculations, breaching the annual allowance 
is likely to be unforeseen for defined benefit 
scheme members. Unfortunately, in these 
situations these members are unlikely to be 
able to forward plan for the payment of a tax 
charge. In many instances, those affected don’t 
become aware of the liability until they receive 
a pension savings statement from their scheme 
administrator. As the deadline for issuing a 
pension savings statement is 6 October following 
the end of the relevant tax year, if the statement 
is received close to this deadline, it will leave the 
member with less than four months to work out 
if a tax charge is due and if so, how to pay it. In 
these circumstances, the value of professional 
financial advice is clear. A financial planner 



THE PENSION ANNUAL ALLOWANCE    7    

will be able to establish well in advance of the 
deadline if a tax charge is due.

Example 1 — James has breached the annual 
allowance but is not subject to the tapered 
pension annual allowance

James, aged 58, earns £230,000 in the 2020/21 
tax year and has other taxable income of £5,000. 
His employer runs an occupational pension 
scheme into which James contributes 15% of 
his salary and his employer contributes 10% 
(£34,500 + £23,000 respectively). James also 
makes a one-off contribution of £5,000 in the 
2020/21 tax year. 

James’s adjusted income for the tax year is 
£258,000 (his £235,000 taxable income plus the 
employer contribution) so he thinks his annual 
allowance is going to be reduced by £9,000 to 
£31,000. But in order to avoid becoming subject 
to the tapered annual allowance, James can 
reduce his threshold income to below £200,000 
by deducting his own contributions of £39,500 
from his actual income of £235,000. This gives 
him a threshold income of £195,500 so he 
retains the full annual allowance of £40,000.

James’s pension savings for the 2020/21 tax 
year are £62,500 so he will need to use carry 
forward to avoid an annual allowance tax charge, 
but as the tapered pension annual allowance is 
not applicable, only £22,500 has to be absorbed 
through the use of carry forward as opposed  
to £31,500.  

Example 2 — Felicity has not breached the 
annual allowance yet but will see it reduced 
under the tapering rules

Felicity, aged 50, earns £330,000 in the 2020/21 
tax year. She has no other taxable income. Her 
income exceeds the adjusted income limit by 
£90,000 (£330,000 minus £240,000). 

Her annual allowance should be reduced by 
£45,000 (£90,000 reduced by £1 for every £2 of 
adjusted income), which is the standard annual 

allowance of £40,000 less the £45,000 reduction 
under the tapering rules. That being said, the 
minimum that the annual allowance can reduce 
to under the tapered annual allowance rules is 
£4,000, so Felicity will have a tapered annual 
allowance of £4,000.

Assured Wealth can help you 
make the most of your tax 
allowances

If you think you are at risk 
of breaching the annual 
allowance or you just want 
some further information on 
how to make the most of all of 
your tax allowances, our 
financial planners can help. 

Book a free initial 
consultation by calling 01925 
396122
or visiting  
www.assuredwep.co.uk

Important information 

Nothing in this brochure is advice to take or 
refrain from a certain course of action. If in 
doubt, you should seek professional advice. 

Examples of how tax or tax relief may apply 
are based on our understanding of current tax 
legislation.  Whether any tax will be payable, 
at what level it is charged and whether you 
qualify for tax relief will depend upon individual 
circumstances and may be subject to change  
in the future.
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