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Using pension funds to mitigate Income Tax 

If we save £5,000 per annum into an investment which returns 5% per annum before tax, after 
10 years the fund will have grown to £66,033 and after 20 years the fund will be £173,596. 
 
If we reduce the return to 4% as a result of having to pay tax on the investment return, our fund 
after 10 years will reduce to £62,431 and after 20 years to £154,846. 
 
If we reduce the return to 3%, paying higher rate tax on our return, our fund after 10 years will 
reduce to £59,038 and after 20 years to £138,382. 
 
It is plain to see that finding ways to mitigate any tax liability on our savings and investments 
will pay dividends (excuse the pun). 
 
In this month’s newsletter, as we approach the end of another tax year, we will highlight a few 
simple ways of using pension contributions and pension withdrawals to mitigate our liability to 
Income Tax, which can be exploited both in the short term, by taking action before 5

th
 April, and 

in the longer term with sensible forward planning.  



Income Tax allowances (The figures in this 
newsletter are based on tax rates in England, 
Wales and Northern Ireland. The rates are 
slightly different in Scotland). 
 
The Personal Allowance is the amount of  
taxable income we can receive and pay  
Income Tax at 0%. For the current tax year, 
the Personal Allowance is £12,570 and this 
has been frozen for the next four years up to 
and including 2025-26. 
 
The next £37,700 of taxable income is subject 
to Income Tax at 20%. Once our taxable  
income increases above £50,270, we will be 
liable to tax on the amount above this figure at 
40%. Income in excess of £150,000 is taxed at 
45%. 
 
Our Personal Allowance will decrease by £1 
for every £2 of taxable income we receive in 
excess of £100,000. Therefore, by the time our 
taxable income reaches £125,140, our  
Personal Allowance will have disappeared,  
causing a marginal rate of tax for those  
earning between £100,000 and £125,140 of 
60%. 
 
How can this information help us with our  
financial planning? 
 
Let’s look first at those of us planning ahead 
for retirement. 
 
• Tax relief on pension contributions 
 
Pension contributions effectively reduce our 
taxable income so that we receive tax relief at 
our highest marginal rate. Personal pension 
contributions are paid into pension plans net of 
basic rate tax, so a pension contribution of 
£800 would be grossed up to £1,000. Any 
higher rate or additional rate tax relief would 
be claimed through our tax return. 
 
Let’s look at two examples: 

 
1. If our taxable income is £13,570, our tax  

liability would be 20% of £1,000 = £200. If 
we made a pension contribution of £800 
net, we would nullify our tax liability. 

2. If our taxable income is £60,270, our liability to 
higher rate tax would be 40% of £10,000 = 
£4,000. If we made a pension contribution of 
£8,000 net, £10,000 would be invested and we 
would be able to claim a further £2,000 tax  
relief through our tax return so that our liability 
to higher rate tax is nullified. 

 
In addition, if our taxable income is between zero 
and £12,570, we are still able to make a pension 
contribution up to a maximum of £3,600 per  
annum gross which we would pay net, i.e. a  
maximum of £2,880. In other words, we would 
receive basic rate tax relief, even though we do 
not pay any Income Tax! 
 
• Maximising pension contributions 
 
If our taxable income is over £3,600, we are  
allowed to contribute 100% of this income up to a 
maximum of £40,000 per annum. Clearly, for 
most of us, we are likely to need a capital sum in 
order to do this, for example from an inheritance 
or savings. 
 
In addition to this annual allowance, we are able 
to carry forward any unused annual allowance for 
the last three tax years, providing we had been 
members of a pension scheme during that time. 
 
As an example, let’s assume our taxable income 
for the last three tax years and for the current tax 
year has been £120,000 per annum and that we 
have been making gross pension contributions of 
£10,000 per annum.  
 

Therefore, for the last three tax years and for the 
current tax year, we have unused annual  
allowance of £30,000 for each tax year (the  
maximum allowed £40,000 minus the contribution 
of £10,000), a total of £120,000.  
 
We could make a gross pension contribution of 
£120,000. We would contribute £96,000 net of 
basic rate tax relief and claim the remaining tax 
relief through our tax return, effectively nullifying 
our tax liability for that tax year, as well as  
regaining any lost personal allowance due to 
earnings above £100,000. 
 
 



Alternatively, we could limit our gross contribution to £69,730 (£120,000 less £50,270), so that we 
receive higher rate tax relief on the whole contribution. We could then make further contributions 
to use up all of the unused annual allowance in subsequent tax years. 
 
Let’s now focus on those of us who are already retired. 
 
• Varying the pension income we draw down 
 
For those with traditional final salary (defined benefit) pension schemes and those who have  
purchased pension annuities, there is no ability to vary the pension income we receive, so we 
have to accept whatever the Income Tax liability might be, just as we would if we were an  
employee receiving a salary. 
 
However, more and more of us are now able to receive our pension income from flexible  
drawdown arrangements, where we have the ability to vary the income we draw from the fund, 
including the extremes of either taking nothing at all or withdrawing the whole fund in one go. 
 
Clearly, the amount we choose to drawdown will be significantly influenced by the amount we  
actually need in order to enjoy our retirement lifestyle to the full.  
 
However, the potential Income Tax liability is also likely to be a key factor to consider in our  
overall planning.  
 
Let’s consider someone who is not old enough to start receiving their State pension and requires 
a net income of £4,000 per month to meet their retirement spending needs. 
 
If they decided to meet this net income requirement entirely from their pension fund, they would 
have to drawdown nearly £60,000 per annum gross, which would mean that they would pay some 
higher rate Income Tax. 
 
As an alternative, they could limit their drawdown to £50,270 gross (approximately £3,560 per 
month net), so that they avoid any higher rate tax liability. The shortfall could then be withdrawn 
from their liquid capital resources which, with suitable planning, could avoid incurring any tax  
liability.  
 
If we wind the clock forward for this individual, to when their State pension starts, they could then 
further reduce the gross pension income withdrawal to ensure that, when added to the State  
pension, it keeps the total gross pension income under the higher rate tax band. 
 
The introduction of flexible income drawdown pension arrangements provides us with further  
options for how we can best utilise our financial resources in order to provide the funds required 
whilst paying as little tax as possible. 

 
 
 



If you have received this email in error, please contact us on the email below with your correct details or removal request  
neilmiller@breedelliott.com 
 
The information contained in and transmitted with this email is confidential and/or privileged and intended only for the person 
to whom it is addressed. Any unauthorised use, retransmission, dissemination or action undertaken based on this information 
by persons, or entities other than the intended recipient, is strictly prohibited. 
 
The information contained in this newsletter is for information purposes only and does not constitute advice, if you don't  

understand any of its contents we recommend you seek Independent Financial Advice. 
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Comments 

  
  
Interest Rates 
(BOE base rate) 
  
  

  
  

Increased from 
0.1% to 0.25% 
in December 

  

  
  

0.25% at 
31/01/22 

  
  
The official bank rate is 0.25%. 

  
  
House Prices 
(Nationwide) 
  
  
  

  
  

House prices 
increased by 

10.4%  

  
  

House prices 
up 0.8% 

at 31/01/22 

  
  
Annual house price growth up 11.2%. 

  
  
UK Share Prices 
(FTSE 100) 
  
  
  

  
  

Closed at 
7384.5. An  

annual rise of 
924 points 

  
  

7455.31 
at the close on 

31/01/22 

  
 
The FTSE 100 rose by 90.47 points in 
January. 
  


