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Introduction 

The aim of this guide is to help cut through the complexity of the pension world and supply you 

with the important information you need to know in order to make an informed decision on 

pension provision.  

The subject of drawing benefits will be dealt with in our second pension guide; ‘A Business Owner’s 

Guide to Pension Withdrawal’. 

We have tried to keep this guide as simple as possible. Some technical information is required, 

however we have tried to contain this within footnotes and appendices. 

Basic Principles 

Put simply, a pension is just a way of deferring the use or enjoyment of current income, in order to 

use that income in the future. All the other aspects of tax relief, legislation and products are 

merely a way of achieving this. Everyone in the country has the right to defer at least some of their 

income in this way. 

Pensions come in different forms, such as State and Salary related pensions. This guide will focus 

on Defined Contribution Schemes - whereby amounts are contributed, invested until retirement 

and used to provide an income in retirement.  These schemes provide the most scope for use in 

tax and business planning and generally offer the most flexibility and options. 

There are a lot of misconceptions about what a pension is and how it is invested. Many see 

pensions as a black hole, into which money disappears into some stock-market related 

instruments with no transparency or accountability. Whilst this is not too far off the mark for old 

With Profit schemes, modern pensions can be completely open, transparent and flexible. Modern 

pension contracts can invest in just about anything, from cash deposits, through equities and 

bonds, to commercial property.    

Flexible pensions, such as Self Invested Personal Pensions (SIPPs), can be viewed alongside any 

other investment. The process of income deferral and tax relief just adds a tax ‘wrapper’ - you can 

still buy and sell investments with complete transparency and control. When deciding how to 

invest, a pension wrapper can be compared to direct investments or another form of tax wrapper, 

such as an ISA or Investment Bond.  

 

 

 

This guide is based on legislation for the 2019/20 tax year, as of the 6th April 2019. Levels, bases of, and relief 

from, taxation are subject to change. Such changes could be retrospective. The tax treatment described is 

based on current legislation, practice and interpretation. 
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Remuneration Structure 

The ability to defer income, and the tax on it, makes pensions very useful in remuneration 

planning, especially for business owners. Pensions can be a highly efficient method of profit 

extraction, especially for those with high incomes. 

A qualifying employer pension contribution is an allowable business expense for the company, 

which can reduce corporation tax. The contribution is then completely tax free in the hands of the 

individual – any tax liability is deferred until pension benefits are taken. Profits can therefore be 

withdrawn from the company without any immediate liability to tax. Pension contributions can be 

used in this was to reduce profits and corporation tax bills. 

An employer pension contribution must be for the purpose of carrying out the business’s trade to qualify 

as an allowable business expense i.e. it must be justified as part of the individual’s remuneration. It is at 

the discretion of the local inspector of taxes to decide whether this is the case. For a business owner this 

is rarely a problem as the business is often, to an extent, dependant on their input. 

Business owners with earnings in excess of the basic rate tax band (£50,000, including Personal 

Allowance), will face effective rates of tax of 45% and 50% or drawing dividends (higher and 

additional tax rates) and even more on salary / bonuses. The tax rates are even greater for 

earnings between £100,000 and £125,000 where the personal allowance is gradually removed – 

the effective rate of tax on dividends can be as high as 60%. For further information on effective 

rates of tax and tax relief, please see Appendix 1 at the end of this document. 

Pension contributions offer the opportunity to extract company profits into personal ownership 

without incurring such high rates of effective tax. For example, a company owner currently 

drawing £100,000 of gross salary and dividends, an employer pension contribution of, say £20,000, 

would very likely be more tax efficient than drawing the amount as earnings in the long run. 

Taxation 

Funds held in UK Registered pensions grow free of UK income and capital gains taxes. This allows 

pensions to grow at a faster net rate than taxable investments. 

Currently on drawing benefits from a pension, 25% of the amount can be taken as lump sum, 

which is tax free. Therefore a quarter of funds drawn from the pension can pass directly from the 

company to the business owner without any tax being incurred. 

The remaining pension fund must be used to provide a taxable income. However it is usually the 

case that individual’s income reduces in retirement, therefore a pension income may be drawn at 

a lower marginal rate of tax than the income was effectively relieved at.  
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For example: A business owner could have drawn £80,000 p.a. during his working life. Rather than 

draw further amounts from his business subject to higher rate tax, he contributed £20,000 p.a. to 

his pension. On retirement 25% of the accumulated pension fund was taken tax free, with the 

remaining amount taken as a pension income subject to 20% tax. 

Annual Allowance   

There is a limit on the maximum amount of tax-relievable pension contributions that can be made 

in a tax year, called the Annual Allowance. The allowance applies to the total amount of benefits an 

individual accrues, including any employer contributions/benefits1. For the 2019/20 tax year this 

limit is £40,000. Any amount over this will suffer tax recovery charges on any relief received.  

Any unused annual allowance can be carried forwards for up to 3 years, provided the individual 

was a member of any pension scheme. If, for example, a business owner had made £5,000 

contributions in 2016/17, 2017/18 and 2018/19, they could carry forwards the remaining £35,000 

from each of these years, £105,000 in total. In 2019/20 they could now make a maximum tax-

relievable contribution of £145,000 i.e. the £40,000 allowance for the current year, plus £105,000 

carried forwards.  

The annual allowance is subject to reductions for high earners. For every £2 of taxable income (not 

just earnings) someone earns over £150,000, their annual allowance is reduced by £1. This is 

subject to a minimum allowance of £10,000 - earners with incomes over £210,000 will have the 

minimum allowance. 

The ‘adjusted’ income used for the purpose of this test includes employer pension contributions. For 

example, if someone with a taxable income of £180,000 received an employer pension contribution of 

£20,000, there ‘adjusted’ income would be £200,000. Their annual allowance would be reduced by 

£25,000 (£200,000 - £150,000 / 2) to £15,000 (£40,000 - £25,000). The employer pension contribution 

would exceed their annual allowance by £5,000. Unless the individual had any carry-forwards available 

from the previous 3 tax years, they would be subject to a tax charge on the £5,000 excess. 

The annual allowance is also reduced for those drawing a pension income from a defined 

contribution scheme (i.e. not defined benefit / final salary schemes).  This only applies to those 

taking an income under new (post-April 2015) pension freedoms. Those receiving an annuity or 

taking an income from an older restricted scheme are not affected by this. In this instance the 

annual allowance is reduced to £4,000 

                                                                 
1 The annual allowance also includes increases in salary related schemes. For every £1 increase in entitlement to an 

annual pension, £16 of annual allowance is used. Additional lump sum benefits use the allowance on a 1:1 basis  e.g. 

a £2,000 annual pension and £6,000 lump sum increase would uses £38,000 of allowance ((16x£2,000)+£6,000), 

leaving £2,000 available. 
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Lifetime Allowance 

There is a limit on the total amount of tax advantaged pension benefits that an individual can 

accrue, called the Lifetime Allowance2. Benefits accrued beyond this amount will suffer a penal tax 

charge. For the 2019/20 tax year this limit will be £1,055,000. This amount is due to increase with 

inflation (Consumer Prices Index, CPI) each year. 

Pension sums are measured against this limit when benefits are taken, that is, when lump sums or 

income is taken from the fund. When benefits are taken they consume a proportional amount of 

the lifetime allowance e.g. if £500,000 of pension benefits were taken when the allowance was 

£1m, 50% of the allowance would be used. 50% of the allowance would be left available for other 

pension benefits.  Any increase in benefits are also tested against the allowance at age 75 i.e. any 

investment growth or further contributions. 

For all benefits in excess of the Lifetime Allowance, a tax charge is levied. There is a choice of 

taking the excess benefits as a lump sum or an income. If a lump sum is taken, a 55% charge is 

applied. If the excess is taken as an income, a 25% tax charge is made, before income tax is levied 

in the usual way.  

The Lifetime Allowance peaked at £1,800,000 in 2012 and has been reduced several times over 

recent years. This has created a problem for many pension holders, creating large and unexpected 

tax liabilities. Protection schemes were put in place for those who accumulated large benefits 

under old rules – the details of which are too lengthy to discuss in this document. Anyone with a 

large pension scheme, at or around the Lifetime Allowance should seek advice on the best way to 

proceed. 

Access 

Tax reliefs are afforded to pensions in order to encourage people to make private provisions for 

their retirement and reduce the burden on the state. As such access to pensions has historically 

been restricted, to ensure funds were used for this purpose. These rules were largely relaxed in 

April 2015 however. 

It is not possible to take benefits from pensions before a certain age, currently 55. The age will 

increase in the future, being set at 10 years prior to the prevailing state pension age. This will 

require younger contributors to lock their funds away for long periods. This factor will need to be 

taken into account when deciding whether or not to make a pension contribution. 

There are now no restrictions on withdrawing pension funds beyond this point; pension holders 

are free to access their pension pots whenever they like beyond this age. It is worth noting that tax 

considerations will need to be kept in mind. If large amounts are withdrawn in a tax year, high 

                                                                 
2 For defined contribution pensions this is simply the value of the accrued benefits. Salary related schemes are also 

tested against the allowance; £1 of annual pension uses £20 of allowance e.g. a pension of £10,000 p.a. will use 

£200,000 of allowance. Additional lump sum benefits simply use allowance on a 1:1 basis. For pre- 6th April 2006 

pensions the factor used for pension income is 25:1 and lump sum payments are excluded from the calculation. 
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marginal rates of income tax could be incurred, which would be avoided if withdrawals were split 

over multiple years. 

The subjects of access and withdrawal options are considered in greater detail in our ‘Business 

Owners Guide to Pension Withdrawals’. 

Charges 

Pensions have built a bad reputation for high and opaque charging structures. Based on historic 

products and structures, this is entirely justified. In the not too distant past savers would be 

extorted by expensive ‘capital’ units or funnelled into With Profits funds with no defined cost. 

Thankfully the world of pensions has moved on over the last decade or so. Now it is possible to 

own a pension, such as Self Invested Personal Pensions (SIPPs), for a flat annual fee, such as £200 

per year. Investments can then be owned and traded within the pension like any other investment 

– with the same investment management and custody charges as outside the pension. 

Other charges usually apply for additional services, such as drawing benefits or purchasing a 

property. However these fees are usually set out in a transparent manner, allowing for comparison 

to find the most appropriate contract for your requirements. 

Using Pensions within a Business 

Certain pensions can be used as part of a business planning process. In addition to providing an 

efficient form of profit extraction, pensions can be used to hold company property and premises, 

and even make loans to the company if capital is required.  

There are two specific types of scheme which can provide these options; a Self Invested Personal 

Pension (SIPP) and a Small Self-Administered Scheme (SSAS). A SIPP is, like most defined 

contribution pensions, an individual scheme. A SSAS on the other hand is an employer-run scheme 

for the benefit of its members. A SSAS has one pension fund, of which members own specified 

proportions, rather than having separate individual pots. Both types of scheme can be used to 

purchase commercial property for, or from its employer (as described below). A SIPP is unable to 

make a loan to a connected party, such as a company which the member owns, or is a director of. 

A SSAS however can make a loan to the ‘sponsoring’ employer, which runs the scheme. 

Commercial Property 

Pension funds can be used to purchase commercial property. The property can then be rented out 

to provide a rental income to the pension. SIPPs and SSASs are able to borrow up to 50% of their 

value, in order to facilitate the purchase of a property. Some business owners use their pension to 

purchase a property for use by their own company. The pension must receive a commercial, ‘arms-

length’ rent from the company for the use of the property. A pension can also be used to purchase 

a property from the company, before being rented back. Where this is done, again it must be on a 

commercial, ‘arms-length’ basis.   
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The rental income is tax free in the hands of the pension. The rent is also a fully deductible 

expense for the company. If any gain is made in the capital value of the property whilst held in the 

pension, this is also free of tax. Owning business premises via a pension can be another tax 

efficient form of profit extraction, on top of contributions. There are several drawbacks to holding 

commercial property in pensions that need to be considered, particularly when more than one 

person’s pension is used. The optimum method of holding a commercial property (personally, in 

the company or via a pension) is a complex issue which needs careful consideration. 

Lending 

A SSAS is able to loan up to 50% of its assets to its sponsoring employer. This ability can be 

particularly useful when traditional bank funding is difficult to obtain. Obviously the scheme must 

hold liquid assets in order to be able to make the loan. As with other relationships to the 

employer, any loan must be on a commercial ‘arms-length’ basis, with a commercial rate of 

interest (a minimum rate of 1% above the average base rate of the UK’s 6 largest banks applies). 

The trustees of a SSAS have a duty of care to the members and must be able to justify the loan as 

a suitable investment. To satisfy this, the loan must be secured as a first charge against real assets 

(e.g. property) that have a value at least as high as the loan. Loans can only be made for a 

maximum of 5 years, although can be rolled over once, provided adequate security is available. 

The loan must also be repaid as equal instalments of capital and interest each year. 

A loan-back can be particularly useful, if a company needs to make a significant contribution to a 

pension to boost member’s retirement funds and reduce a Corporation Tax bill, but have 

temporary cash-flow issues, or want to effectively spread the cost of the contribution over a period 

of time. 

Membership 

Multiple SIPPs are able to purchase commercial properties, whereby each SIPP will hold a 

proportion of the property. Any purchase of a property must be done on a commercial basis, so if 

several SIPPs made equal investments, each scheme would own an equal proportion. This allows 

multiple owners or directors of a firm to jointly purchase a property. This can however cause 

liquidity problems, such as when one member wishes to retire and withdraw benefits, or when a 

member dies and death benefits are due to be paid. This can lead to either the forced sale of 

assets, or surviving or non-retiring members being required to make additional contributions. 

SSASs are usually used with family owned businesses, or where a small group of directors own a 

company. They can be particularly useful in family-owned businesses as non-working spouses can 

also become members of SSASs, which allows for the provision of retirement benefits for a whole 

family. As death benefits are usually left to other family members and retirement can be planned 

in advance for elder members, some of the problems highlighted above can be avoided.  
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Death Benefits 

The process of deferring income creates some important differences between pensions and other 

forms of investment. Technically, most pensions are not directly owned by an individual; they are 

held in trust for their benefit, and in the event of the member’s death, for their selected 

beneficiaries. The relevance of this is that funds accumulated in pensions do not form part of the 

owner’s estate and are not assessable against, or liable to Inheritance Tax (IHT). 

Prior to age 75 pension funds can be paid as 100% tax free lump-sums to selected beneficiaries. 

Tax relief is afforded on investment into a pension, and is not reclaimed on death prior to age 75, 

effectively enhancing the value of funds left to beneficiaries. 

It is also possible to leave pension benefits on Trust in the event of death. This can be particularly 

useful for estate planning, whereby funds can be passed to the next generation without liability to 

IHT, in the event that any surviving spouse does not require the funds3. 

Under current rules, benefits paid on death after the age of 75 are subject to income tax at the 

beneficiary’s marginal rate of tax. Pension benefits do not have to be paid out however. A 

beneficiary could receive a pension pot, which is simply transferred into their name. They don’t 

pay any tax until amounts are withdrawn from the pension, say to fund their own retirement. 

Lump sums left to discretionary trusts after the age of 75 would be subject to the trustee rate of income 

tax of 45%. 

This subject is covered in greater detail in our ‘Guide to Pension Withdrawal’. 

Summary of Benefits 

The main benefit of a pension is the tax incentives offered on contributions. Funds can be 

extracted from a business with no initial liability to tax on the business or individual and then grow 

virtually free of tax until retirement. Upon retirement, 25% of the fund can then be taken as a tax-

free lump sum, having suffered no taxation between leaving the business and being received by 

the individual. The remaining 75% of the fund will be taken as a taxable income, often at a lower 

marginal rate of tax than would have been incurred before retirement. 

For the majority of business owners, pensions are an important part of their personal financial 

plan. They can be used in the profit extraction and tax planning process, provide funds to achieve 

personal financial independence from a business (which can in turn facilitate business exit or 

succession planning) and increasingly form an important part of their estate and legacy planning. 

Advice is required in handling pensions efficiently, but this should be as part of an overall financial 

planning process, rather than an additional service required. 

  

                                                                 
3 Even in the event the spouse does require funds it is possible to loan assets (interest free) to the spouse for their 

life, leaving the amount as a debt against their estate, thus reducing its size on their death. 
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Appendix 1 – Profit Extraction 

Below is a table showing the total effective rates of tax for extracting company profits as dividends 

or salary/bonus, at different levels of corporation tax. Again, please note these figures are for the 

2019/20 tax year. 

Effective Rates of Tax - 2019/2020               

                      

Additional (45%) Tax Band  Higher (40%) Tax Band  Basic (20%) Tax Band 

                      

Method   Tax Rate   Method   Tax Rate   Method   Tax Rate 

Dividends      49.9%   Dividends      45.3%   Dividends  25.1% 

Salary/Bonus     53.4%   Salary/Bonus     49.0%   Salary/Bonus 40.2% 

                      

*National Insurance Contributions (NIC) bands have assumed to match income tax bands i.e. the main 12% 

rate of NIC is applied to the 20% band. 

The above rates are marginal rates i.e. the effective rate of taking an additional £1, and do not take 

into consideration the personal allowance or the dividend allowance. It will be possible to draw a 

salary of up to £8,628 (£719 p.m.) in the tax year without incurring any income tax or NIC, before 

these effective rates are incurred. It will be possible to withdraw £2,000 of dividends, without any 

personal liability to income tax. 
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DISCLAIMER 

 

This document is provided for information purposes only and we accept no liability for any 

consequences resulting from any action or omission based upon it. It does not constitute financial 

advice under the terms of the Financial Services and Markets Act. 

All information and opinions expressed here are based on sources believed to be reliable and are 

provided in good faith based on our understanding of the law in April 2019. All such information 

and opinions are subject to change without notice and in any event you should always consult a 

suitably qualified person before taking action. 

Collingbourne Wealth Management Limited is authorised and regulated by the Financial Conduct 

Authority. 
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