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An overview of the UK pension regime 

 
 
The milestones are to understand: 
 

• What is a pension. 

• The rationale of giving pensions a tax privileged status 

• The main tax breaks offered by a pension. 

• The main restrictions on pension saving 

• The concept of a registered pension scheme 

• The two types of pension funding 

• The difference between the accumulation and decumulation phases 

• The future for the UK pension regime 

What is a pension? 

 
The strict definition of a pension is an income someone receives in later life. This could come 
from: 
 

• The state 

• A scheme set up by the individual’s employer 

• The individual’s own pension investments 

There is a contribution element with all three arrangements. You have to make sufficient 
National Insurance Contributions to get a State Pension and an employer and/or the 
individual must pay contributions to provide the income from non-state pensions. 
 
Individuals can get a income in later life from a range of products but pension income 
historically had two key characteristics: 
 

• It could only be taken from a certain age. 

• The income was guaranteed for life and could not reduce 

The state pension together with a pension from a final salary scheme still provides a 
guaranteed lifetime income but it’s possible to take a more flexible income from other 
pension arrangements. 
 

What makes pension saving different from other types of investment? 
 
The tax regime on pensions stems from the fact that they are treated as deferred pay. 
Individuals give up part of their pay and pay no tax on this. This money is invested and taken 
later in life. Part can then be taken tax-free but the majority is taxed as non-savings income.  
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A brief look at tax breaks  
 

With any investment there are three stages where tax can be levied. 
 

• Contribution 

• Investment 

• Taking Benefits 

Contributions to most investments are paid from taxed income. Tax could be payable on the 
investment growth and tax may be payable when the benefits are taken. 
 
For a unit trust or an OEIC we could summarise the three phases as Contribution paid from 
taxed income, investment taxed, benefits taxed. This would be TTT 
 
ISA contributions come from taxed income but there is no tax on the investment phase or on 
the benefits. It is TEE 
 
With a pension the tax can be summarised as EET. It is only the benefits that are taxed and 
part of those can be take tax free. 

 
In return for the tax advantages, investors must accept certain restrictions 
 

The main tax breaks and restrictions 
 
Pensions enjoy five main tax benefits: 
 

• Contributions by individuals can be offset against income tax 

• Employer contributions made to an employee’s pension are not treated as taxable pay 

• No tax is levied on the assets in a pension fund. 

• Part of the benefits can be taken as a tax-free lump sum 

• In most cases a pension fund will be outside the deceased’s estate. 
 
In return, there are four main restrictions: 
 

• Not everyone can contribute to a pension. 

• The amount of contributions that get tax relief is limited 

• Benefits can only be accessed at certain times 

• Only a part of the benefits will be tax free. 

Registered Pension Schemes 
 
To qualify for these tax breaks individuals must contribute to a registered pension scheme. 
These can generally be set up by either 
 

• An employer, for the benefit of its employees. This is an occupational pension scheme 

• A financial institution such as a bank or insurance company. This is a Personal Pension 
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An occupational scheme is almost always set up as a trust. This safeguards the assets of the 
scheme from the sponsoring employer’s creditors.  
 
A Personal Pension is a contract arrangement where the provider agrees to pay the value of 
the fund to the investor. 
 
All registered pension schemes will have a scheme administrator who is responsible for 
ensuring that the scheme complies with the rules set out by HMRC. 
 

The two phases in a pension arrangement. 
 
There are two phases in any pension arrangement 
 

• Accumulation – the building up of funds or rights. 

• Decumulation –taking the benefits 
 
Accumulation rules focus on: 
 

• Who can take out a pension 

• What level of contribution will attract tax relief. 

• How tax relief is given 

• What investments the pension fund may hold 

• Sanctions and penalties if these rules are broken 
 
Decumulation rules focus on: 
 

• When benefits can be taken 

• How benefits can be taken 

• How much can be taken tax free 

• Setting tax charges if benefits exceed certain limits. 
 

Funding Methods 
 
Pensions are either funded on a Money Purchase/Defined Contribution or a Final 
Salary/Defined Benefit basis. 
 
Members in a money purchase arrangement build up their own individual fund and take these 
as benefits at any time after they turn 55. (This is planned to increase to 57 in 2028) In the 
accumulation phase it is simply a tax shelter for their investments. How much income they 
will eventually get cannot be predicted as this will depend on the investment return. 
 
A final salary scheme has one fund from which all benefits are paid. The member builds up 
pension rights rather than an individual fund. The pension is calculated by a formula linking 
years of membership and the member’s final salary. Typically for each year a member is in 
the scheme they will build up a right to 1/60 of their final salary as a pension. If someone 
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retires with 20 years’ membership and their salary was £30,000, they will receive a pension 
of £10,000. This makes it easier to predict a member’s retirement income compared to a 
money purchase arrangement. 
 
Personal Pensions are always money purchase. Occupational pensions can be money 
purchase or final salary. 
 
Whilst both methods are subject to the same HMRC rules they operate in very different 
ways and should be considered as two separate products. The guide will first consider 
money purchase arrangements and then move on to defined benefit 
 

The future of UK pensions 

 
No one can have failed to notice the attention pensions and retirement have been getting in 
the press in recent years. The main reason is that life expectancy has been increasing. This is 
clearly a good thing but it has massive implications for pension provision both for the state 
and private sector. 
 
If a working life is taken as being 40 years from 20 to 60, individuals need to accumulate 
sufficient assets to provide an income for the rest of their life. If most individuals expected to 
live until 70, the cost would be fairly manageable since average non-working life would last 
10 years. However, if life expectancy increases to 75 or 80 then the cost will increase because 
income must be paid for a longer period. 
 
Moreover, the UK (as in common with most of Western Europe) has an ageing population. In 
simple terms the number of people over 60 is increasing both in absolute terms and as a 
proportion of the population. 
 
According to the Office of National Statistics 
 

• In 1998 one on six people were 65 years or older (15.9% of the population) 

• In 2018 one in five people was over 65 (18.3% of the total population) 

• By 2038 it estimates one in four people will be over 65 (24.2% of the total population.) 

• By 2042 it is estimated that there will be 372 pensioners for 1,000 workers. 

• In 1952 the Queen sent 100 birthday telegrams to 273 people 

• In 2014 she sent 7,517 telegrams 

• In 2015 there were 14,750 centenarians in the UK 

This change in population has had a number of consequences. 
 

• The cost of the State pension has increased and the Government has responded by 

increasing State Pension age. 

• It has also introduced an element of compulsory saving with the introduction of auto 

enrolment. 
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• The cost to employers of offering final salary schemes has increased dramatically with the 

result that most are shut to new entrants and many have closed. 

• Money purchase is now the main type of funding but this tends to give a lower pension 

and puts more responsibility on the individual member 

 
Because only the Government can change tax rules, pensions and politics are interlinked. 
Unfortunately pension policy requires long term planning whereas politicians work on a much 
shorter timescale looking no further than the next general election. Chancellors can’t resist 
tinkering with the system and two favourite topics that are often suggested for “reform” are 
abolishing higher rate relief on contributions and the tax-free cash sum. 
 
All candidates should keep abreast of current developments. 
 
That concludes this first part so you should now understand: 
 

• What is a pension 

• The rationale of giving pensions a tax privileged status 

• The main tax breaks offered by a pension. 

• The main restrictions on pension saving 

• The concept of a registered pension scheme 

• The two types of pension funding 

• The difference between the accumulation and decumulation phases 

• The future for the UK pension regime 

 


