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Introduction

Included in this guide;

 » Terms used in this guide

 » Payroll set-up

• Tax codes

• Tax code letters from HMRC

 » Payments through RTI

 » Tax Rate Bands

 » Tax Refunds

 » Disclaimer

When a SIPP member first decides to use some or part of their pension fund for income drawdown, 25% 
of its value can normally be paid as a tax-free cash lump sum upfront. A pension can then be taken from 
the remaining 75% subject to tax under PAYE RTI (Real Time Information) rules.

In April 2013 HMRC introduced PAYE RTI. This fundamentally reformed Pay As You Earn tax reporting, 
requiring all UK pension providers to notify HMRC of their liability to PAYE at the time or before they make 
payment to their pensioners.

Payroll software collects the necessary information and sends it to HMRC via the Government Gateway. 
All pension providers are now required by law to submit an RTI return every time pensioners are paid as 
part of payroll arrangements.

This guide explains how tax is calculated and deducted when paying a pension under PAYE RTI rules and 
applies to all pensioners regardless of their place of residency.

Gross Pension (less tax) = the actual amount  
you get (net pension)
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Terms used in this guide

Payroll set-up

The first time a pension is requested a record must be set up on the PAYE payroll. To apply the correct Tax 
code to the pension (which will determine the tax deducted) a P45 or a letter from HMRC for the current 
tax year is required. If neither of these are available a P46 must be completed.

In our experience most SIPP members complete a P46. The P46 captures information about all sources of 
income e.g. employment, private pensions and state pensions. The answers given will determine the tax 
code applied to the pension. It is an offence to make a false statement when answering the questions.

Gross Pay The amount the SIPP member is due to receive before any tax deductions 
are made.

Net Pay The amount the SIPP member will receive after any tax deductions are 
made.

Income tax year 
(Tax year)

A tax year is a period starting on 6th April in one year and ending on 5th 
April in the following year.

Income tax months  
(Tax months)

Income Tax months are periods following on from each other in a 
Tax year. They start on 6th of one month and finish on the 5th of the 
following month. The first income Tax month is 6th April to 5th May inclusive, 
the second income Tax month is 6th May to 5th June inclusive, and so on.

PAYE (Pay as you earn) This is the system used to deduct tax from the pension and pay this to 
HMRC. The amount of tax deducted will depend on the SIPP members 
income levels (includes all pensions and other earnings), their personal 
allowances and the Tax month the pension is paid.

RTI (Real Time 
Information)

This was introduced in 2013 as a new way of reporting PAYE. Whereas 
previously HMRC processed data just once a year, the pension payroll 
operator must now submit information about all PAYE payments to HMRC 
online every time they make a payment through payroll.

Personal Allowance The personal allowance is the amount of income you don’t have to pay 
tax on. For 2020/21 tax year the standard personal allowance is £12,500.

Tax Rate Bands Different rates of tax are payable on different levels of income. The Tax 
Rate Bands define these limits.

P46
 or

Set up   

Payroll

P45
 or

HMRC 
letter  

or
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Tax Codes

When starting to pay a pension;

• If the SIPP member has no other earnings (including other pensions or state pension), a Tax code 
of 1250L for the 2020/21 tax year will be applied.

• If the SIPP member has other earnings, a basic rate (BR) Tax code will apply. This produces a tax 
deduction of 20% on the pension taken.

The Tax code affects the amount of tax deducted from the pension. It should be applied on a monthly 
cumulative basis thereby preventing the whole year’s allowance being given to a payment that is made 
during the year, other than Tax month 12. The explanation provided in the section ‘Payments through RTI’ 
below explains how this works in practice.

When the first pension has been paid through PAYE, HMRC will contact us to advise what Tax code should 
be applied for the remainder of the year. Where a change is required the new Tax code will be applied to 
the next payment.

Tax Code letters from HMRC

HMRC Tax Code letters relate to the individual’s status which impacts on their Personal Allowance.

Code How tax is deducted When this code is usually used

OT Tax deducted on all income i.e. 
no Personal Allowance

When an employee/SIPP member hasn’t provided a P45 or  
adequate details to work out their tax code, or when 
their Personal Allowance has been used up

BR Tax deducted on all income at 
the basic rate 20 For a second job or pension

DO Tax deducted on all income at 
the higher rate 40% For a second job or pension

D1 Tax deducted on all income at 
the additional rate 45% For a second job or pension

L Tax deducted on all income at 
the rate(s) applicable to the 
amount of taxable income and 
Tax Rate Bands

For an employee/SIPP member entitled to the standard 
tax-free Personal Allowance

M Tax deducted on all income at 
the rate(s) applicable to the 
amount of taxable income and 
Tax Rate Bands

For an employee/SIPP member whose spouse or 
civil partner has transferred some of their Personal                
Allowance

N Tax deducted on all income at 
the rate(s) applicable to the 
amount of taxable income and 
Tax Rate Bands

For an employee/SIPP member who has transferred 
some of their Personal Allowance to their spouse or civil 
partner

NT No tax is deducted Very Specific Cases for example musicians who are            
regarded as self-employed and not subject to PAYE

S Tax deducted at Scotland’s 
rate(s) of tax

For an employee/SIPP member whose main home is in 
Scotland. It’s their responsibility to tell HM Revenue and 
Customs (HMRC) if they change address

SOT Tax deducted on all income at  
Scotland’s rat of tax i.e. no          
Personal Allowance

When an employee/SIPP member whose main home is 
in Scotland hasn’t given you a P45 or enough details
to work out their tax code, or when their Personal 
Allowance has been used up
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SBR Tax deducted on all income at  
Scotland’s basic rate of tax For a second job or pension

SDO Tax deducted on all income at  
Scotland’s intermediate rate of 
tax

For a second job or pension

SD1 Tax deducted on all income at  
Scotland’s higher rate of tax For a second job or pension

SD2 Tax deducted on all income at  
Scotland’s top rate of tax For a second job or pension

T Tax deducted on all income at 
Scotland’s rate(s) applicable to 
the amount of taxable income 
and Tax Rate Bands

When HMRC needs to review some items with the em-
ployee/SIPP member

Tax Code’s with ‘W1’ or ‘M1’ at the end

W1 (week 1) and M1 (month 1) are emergency Tax codes. They appear at the end of an employee’s/SIPP 
member’s Tax code, for example ‘577L W1’ or ‘577L M1’. They are ‘temporary’ Tax codes and apply only 
to the pension in payment at that time. A ‘permanent’ Tax code should follow and get used for subsequent 
pension payments for the remainder of a tax year.

Tax Codes with the letter ‘K’

K Tax codes are used when there is tax owing from previous years that is greater than the Personal                
Allowance for the current year. The number that follows on from the letter ‘K’ should be multiplied by 10 
to establish the tax owing from previous years. This figure is then added to any taxable income in the 
current year to determine the total taxable income.

Example:
1) A SIPP member with tax code K475
Tax owing from previous years      £4,750 (i.e. 475x10)
Annual pension payable in the 2020 to 2021 tax year   £27,000
Taxable income for the 2020 to 2021 tax year    £31,750

Note: The tax deduction for each Tax month can’t be more than 50% of the SIPP member’s pre-tax               
pension.

Tax Codes with the letter ‘NT’

NT Tax codes may be issued by HMRC when the SIPP member is living overseas. Many countries have 
a double taxation agreement with HMRC that allows a pension to be paid without the deduction of tax. 
(Details of all double taxation agreements are available on HMRC website).

To obtain an NT Tax code the SIPP member must complete a “Double Taxation Treaty Relief “form. These 
forms are available from HMRC or from us.

HMRC often take a few months to issue an NT Tax code. The process is typically quickened with the                
payment of a pension first.

If the SIPP member lives overseas we can only pay a pension without deduction of tax if we are given a 
copy of the NT Tax coding notice.

YOU DO NOT AGREE WITH THE TAX CODE WE HAVE USED?

The tax deduction on a SIPP member’s pension is determined by the tax information we hold on our 
records at the time. This tax information is obtained from the answers given on the P46 or information 
provided by HMRC. We do not have any discretion to deviate from this.

If you consider the tax deduction we have made is wrong you should contact HMRC directly to discuss 
your circumstances that impact on the Tax code they have issued on your behalf. If any changes are 
required they will issue us with a revised Tax code. But without this information we cannot make any 
changes.
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Payments through RTI

Annual and Ad hoc one-off payment 

The standard personal allowance for the 2020 to 2021 tax year is £12,500. This is the amount of income 
you are allowed without having to pay tax. However, the RTI reporting method spreads this allowance 
evenly over the 12 months i.e. 1/12th of the allowance is available in Tax month 01, 2/12ths of the                  
allowance is available in Tax month 02 and so on. This means the amounts of income not subject to tax 
will depend on the Tax month the pension is paid. The following table explains;

Tax Month Dates Tax Month Number
Tax Free’ Allowance 

£

6th April – 5th May 01 1,041.67

6th May – 5th June 02 2,083.33

6th June – 5th July 03 3,125.00

6th July – 5th August 04 4,166.67

6th August – 5th September 05 5,208.33

6th September – 5th October 06 6,250.00

6th October – 5th November 07 7,291.67

6th November – 5th December 08 8,333.33

6th December – 5th January 09 9,375.00

6th January – 5th February 10 10,416.67

6th February – 5th March 11 11,458.33

6th March – 5th April 12 12,500.00

All of the following examples assume the SIPP member has a Tax code of 1250L.

Examples:
1) SIPP member decides to take a pension of £12,500 in the Tax month 01 (6th April to 5th May 2020).

Whilst the standard personal allowance for the 2020 to 2021 Tax year is £12,500, only 1/12th i.e. 
£1,041.67 of the allowance is available. Therefore £11,458.33 of the pension will be subject to a tax 
deduction (£12,500 - £1,041.67).
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2) SIPP member decides to take a pension of £12,500 in the Tax month 09 (6th Dec to 5th Jan 2021).

Only 9/12ths i.e. £9,375.00 of the allowance is available. Therefore £3,125.00 of the pension will be    
subject to a tax deduction (£12,500 – £9,375.00).

3) SIPP member decides to take a pension of £12,500 in the Tax month 12 (6th Mar to 5th Apr 2021).

The full allowance is available. Therefore £12,500 can be paid without deduction of tax.

The introduction of RTI requires the submission of PAYE information to HMRC every month. Whereas            
previously HMRC processed data just once a year. The consequence of this change is to remove the               
flexibility of applying the whole personal allowance to the pension regardless of when it is paid.

In the past some SIPP operators have ‘worked around’ HMRC rules, applying the whole personal                           
allowance upfront, regardless of what Tax month the pension is paid. This carries a financial risk to 
both the SIPP member and SIPP operator. If HMRC issue a revised Tax code during the tax year which                    
produces a lower personal allowance but the £12,500 personal allowance has been applied to earlier           
pension payments, HMRC will expect a refund of the excess tax relief given. There might be an instance 
where the SIPP member is unable or unwilling to repay the tax leaving us having to pay HMRC.

Example:
1) SIPP member requests a pension of £12,500 is paid in Tax month 01 (6th Apr to 5th May 2020).

They have a tax code of 1250L at the time. The SIPP operators ignores RTI rules and pays the entire 
pension without deduction of tax. The SIPP member’s tax status then changes and HMRC issue a new 
Tax code of K130 effective from Tax month 02. The K Tax code removes the personal allowance and 
thereby creates a liability to repay tax to HMRC because only 1/12ths of the personal allowance is allowable     
whereas 12/12ths i.e. the entire personal allowance was applied.

HMRC issue new Tax codes throughout the year and it is an offence to pay any income without using the 
Tax codes issued.

Tax Rate Bands

The rate of tax payable is determined by the tax rate bands which are issued by HMRC annually.

The tax rate bands in Scotland differ to the rest of the UK. i.e.

UK

Band Taxable Income Tax Rate

Personal Allowance Up to £12,500 0%

Basic Rate £12,501 to £50,000 20%

Higher Rate £50,001 to £150,000 40%

Additional Rate Over £150,000 45%

Scotland

Band Taxable Income Tax Rate

Personal Allowance Up to £12,500 0%

Starter Rate £12,500 to £14,585 19%

Basic Rate £14,585 to £25,158 20%

Intermediate Rate £25,158 to £43,430 21%

Higher Rate £43,430 to £150,000 41%

Top Rate Over £150,000 46%
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Example:
1) UK SIPP member with a 1250L Tax code decides to take a pension of £2,500 per month (equivalent to 
£30,000 p.a. from Tax month 01 (6th April 2020 to 5th April 2021). Tax is calculated as follows;

Tax month 01 (6th Apr to 5th May)

Gross pay      £2,500.00

1/12th personal allowance    (£1,041.66)

Pension subject to tax (20%)    £1,458.33

Tax due      £291.67

Net pay      £2,208.33

Tax month 02 (6th May to 5th June)

Gross pay to date     £5,000.00  (£2,500 x 2)

2/12th personal allowance    (£2,083.33)

Pension paid to date subject to tax (20%)  £2,916.66  (£1,458.33 x 2)

Tax deducted Tax month 1    £291.67

Tax due this month     £291.67

Net pay this month     £2,208.33

Net pay to date     £4,416.66  (£2,208.33 x 2)

Note: The personal allowance goes down by £1 for every £2 of income above the £100,000 limit. It can 
go down to zero.

Tax is calculated on an accumulated basis and 1/12th of your personal allowance is accrued each Tax 
month.

Tax Refunds

HMRC understands the tax deducted for annual pensions and Ad hoc pensions paid between Tax months 
01 and Tax month 11 may prove excessive. The way the RTI reporting method works is far from perfect, 
but it is the method HMRC insist upon. The RTI reporting method can sometimes result in more tax being 
deducted on a pension paid at the beginning of the Tax year as opposed the same pension being paid at 
the end of the Tax year. In recognition of this HMRC allow an “in year” tax refund. 

To apply for an “in year” tax refund one of the following forms need completing and submitting to HMRC,

• P55 if living in the UK

• P85 if left the UK and no longer working in the UK

Heritage Pensions Limited are not tax experts and any queries should be referred to you Financial Adviser 
or the HMRC. Further details can be obtained on the HMRC website www.gov.uk

Disclaimer

This guide is based on our understanding of PAYE RTI rule. These rules may change in the future.

Heritage Pensions Limited is authorised and regulated by the Financial Conduct Authority (FCA No. 
475096).
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The International Expat SIPP is operated and administered by Heritage Pensions Limited who are authorised and                
regulated by the Financial Conduct Authority.

The asset trustees for the International Expat SIPP is International SIPP Trustees Limited. An agreement is in place           
between Heritage Pensions Limited and IVCM whereby certain administrative functions in respect of the International 
Expat SIPP are outsourced to and undertaken by IVCM.

Heritage Pensions Limited

Telephone. +44 (0) 1525 408120
Fax. +44 (0) 1525 403189
Email. info@heritagepensions.co.uk
Website. heritagepensions.co.uk

6 Doolittle Mill, Froghall Road, Ampthill, Bedfordshire, MK45 2ND

Heritage Pensions Limited is authorised and regulated by the Financial Conduct Authority 
(FCA No. 475096)


