A Guide to
Pension Tax
Relief

Understanding Workplace Net
Pay Schemes vs. Personal
Pension Schemes in the UK
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When planning for retirement, understanding the tax
benefits of pension contributions and the investment
options available through different types of pension
schemes can make a significant difference. In the UK,
workplace pension schemes (often through a net pay
arrangement) and personal pension schemes provide
distinct ways to save for the future and gain tax

relief. This guide will walk you through how tax relief
works for each type, how to reclaim higher-rate
relief, and the key differences in fund availability.
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1. How Tax Relief is Applied in
Workplace Net Pay Schemes

A workplace pension scheme using a net pay
arrangement allows contributions to be deducted
directly from an employee’s salary before income tax
is calculated. Here’s how it works:

= Automatic Tax Relief: The contributions reduce
the employee's gross (pre-tax) income,
automatically applying tax relief at their
marginal tax rate. For instance, if you earn
£40,000 and contribute £4,000, your taxable
income is reduced to £36,000. This setup
ensures tax relief is provided automatically for
basic, higher, and additional-rate taxpayers,
without the need for further steps.

Impact on Low Earners: For those with incomes
below the personal allowance (£12,570 for
2023/24), a net pay arrangement does not
provide any immediate tax relief because they
are not paying income tax. In these cases, a
personal pension scheme may offer more direct
tax benefits, even for low earners.
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2. How Tax Relief is Applied in
Personal Pension Schemes

For personal pension schemes, contributions are
made on a relief-at-source basis. Here’s what that
means:

= Basic-Rate Tax Relief Claimed by the Provider:
When you contribute to a personal pension,
such as an individual pension or a SIPP, the
provider claims back basic-rate tax relief
(currently 20%) from HMRC. For example, if you
< :,u " . “,_;‘ contribute £80, the government adds £20,
making the total contribution £100.

’.' = Benefit to Low Earners: Unlike workplace net
pay schemes, even individuals who do not pay
/': W ‘ income tax (e.g., earning below the personal
| allowance) can still receive basic-rate relief. This
makes personal pensions advantageous for low-

income earners or those not paying income tax.




3.

Reclaiming Higher-Rate Tax
Relief

For higher and additional-rate taxpayers, obtaining
the full tax relief on pension contributions involves

additional steps.

Personal Pension Scheme: Higher-rate (40%)
and additional-rate (45%) taxpayers need to file
a self-assessment tax return to reclaim the
additional relief not covered by the basic-rate
relief claimed by the pension provider. For
example, if a higher-rate taxpayer contributes
£1,000, they could be eligible for an additional
£200 in tax relief (beyond the basic 20% relief),
which they must claim via self-assessment.

Workplace Scheme: In workplace net pay
arrangements, higher-rate tax relief is
automatically applied at the taxpayer’s marginal
rate. Therefore, there’s no need for additional
claims if contributions are made through payroll.
However, higher-rate taxpayers with other
taxable income sources or unique deductions
may still need to complete self-assessment for
other tax reasons.
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4.

Differences in Fund Availability:
Workplace Schemes vs. Personal
Pension Schemes

One key difference between workplace pensions and
personal pensions is the range of available
investment options.

Workplace Pension Schemes: Workplace
pensions often have a limited selection of funds,
usually consisting of pre-selected investment
options. These might include lifestyle or target-
date funds aligned with specific retirement age
goals. While they may offer some choice among
asset classes, they generally restrict access to
broader markets and specific fund types, limiting
personalisation.

Personal Pensions & SIPPs (Self-Invested
Personal Pensions): Personal pensions,
especially SIPPs, provide a far greater range of
investment options. These schemes can access
the full investment market, including equities,
bonds, exchange-traded funds (ETFs), mutual
funds, and, in some cases, individual stocks. This
flexibility can be advantageous for those looking
to tailor their portfolio or diversify across
multiple sectors and assets not available in
workplace schemes.
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Summary of Key Differences

Feature

Tax Relief Application

Reclaiming Higher-Rate

Relief

Accessibility for Low

Workplace Net Pay
Scheme
Automatic through
payroll

Not required

Limited (no relief

Personal Pension
Scheme (e.g., SIPP)
Relief at source;
provider claims 20%
Requires self-
assessment filing

Available with basic-

below personal

rate relief
allowance)

Earners

Extensive fund and
asset choice
May require self-
assessment for full
relief

Investment Options Limited fund choices
Convenient payroll

E fu )
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Conclusion

Both workplace net pay schemes and personal pension schemes have
unique advantages, particularly around how tax relief is applied and the
range of available investment options. For those who prioritise
convenience and prefer to manage their pension through payroll with
minimal paperwork, a workplace scheme may be more appealing.
However, for those who wish to exercise greater control over their
investment options or access broader markets, a personal pension or SIPP
could provide the flexibility they’re seeking.

If you’d like to learn more about which option best suits your financial
goals, the team at Clarity Wealth Limited is here to guide you through
each stage of your retirement planning, helping you make informed
decisions based on your personal circumstances.
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