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Salary Exchange

Q What is salary exchange?

A Salary Exchange (sometimes known as Salary Sacrifice) is an arrangement where an employee gives up part 
of their salary in exchange for a non-cash benefit, such as an employer pension contribution. 

As the salary is being ‘exchanged’ rather than being paid, neither the employer nor employee pay National 
Insurance Contributions (NICs) on the exchanged amount. 

Q How does salary exchange work?

A Each salary exchange scheme will be tailored to meet the needs of the employer and employee, however the 
simplest explanation is: 

• The employer and employee decide if salary exchange will be of benefit to them. 

• They both agree an amount of gross salary to be ‘exchanged’ for an employer pension contribution and 
make the necessary amendments to the employee’s contract of employment. 

• The salary exchange is implemented, which reduces both the employer’s and employee’s NIC liability, and 
the employer pension contribution paid. 

Q How should contributions be paid across to Scottish Widows 
for an employee who has signed up to salary exchange?

A Any pension contribution made via salary exchange should be paid as an employer contribution.  
Paying exchanged salary as an employee contribution will result in tax relief being incorrectly applied.

Q What are the benefits of salary exchange?

A As employees’ pre-tax salary will be lower, this results in a reduction in the amount of NICs their employer 
pays, provided that the original salary was above the relevant NICs threshold. Employers can use their NIC 
savings to increase their employees’ pension contribution which adds further value to their employees’ 
benefit package. 

Employees will also benefit from reduced NICs by exchanging part of their salary. This saving can be used to 
enhance their pension contribution or increase their take home pay. 

Q How can employers use their NIC saving?

A Employers can use their NIC saving however they’d like, including using it to increase their employees’ 
pension contribution. Although an employer doesn’t have to use their NIC saving to increase their employees’ 
pension contribution it will make the offer of salary exchange more appealing to their workforce if they do. 
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Salary Exchange

Q How can salary exchange be used?

A

Q What type of pension can salary exchange be used with? 

A Salary exchange can be used with many different types of registered pension schemes, including group 
personal/stakeholder pension schemes and occupational money purchase schemes. 

Q What about smart pension schemes? 

A The basic principle doesn’t change with a smart pension scheme; but the sign-up method is different. 

Rather than obtaining separate agreement from each employee to go ahead with their salary exchange, those 
who don’t wish to participate must actively opt out of the proposed exchange themselves. 

You’ll need to communicate with your workforce advising them that the proposed salary exchange will take 
effect from a specified date (this date must be in the future). 

Employees must be given plenty of time to decide whether they want to opt out. We’d recommend a minimum 
of four to eight weeks’ notice. 

NIC SAVINGS 

(Example 1) 
Employer & employee’s 
NIC savings are used to 

increase the pension 
contributions. The 

employee’s take home 
pay stays the same.

(Example 2) 
Employer NIC savings  

are used to increase the 
pension contributions. 
Employee NIC savings  
are used to increase  
their take home pay. 

(Example 3) 
Employee NIC savings  

are used to increase their 
take home pay whilst the 

pension contributions 
stay the same. Employer 

keeps 100% of their  
NIC savings. 

(Example 4) 
Employee NIC savings  

are used to increase their 
pension contributions 

while their take home pay 
stays the same. Employer 

keeps 100% of their  
NIC savings. 

NICs rate and thresholds for 2022/2023:

• Employer NICs rate is 13.8% on earnings above £175 per week

• Employee NICs rate is 12.0% on earnings between the primary threshold and £967 per week, and 2.0% on earnings above £967 per week

Employer doesn’t  
re-invest NIC savings 

Employer re-invests  
NIC savings 

BEE003282_SW_23805_1222.indd   2BEE003282_SW_23805_1222.indd   2 12/12/2022   16:2912/12/2022   16:29



3

Salary Exchange

Q How long do employees have to sign up to the scheme for? 

A It’s up to the employer and employee to decide how long the salary exchange arrangement will last for. 

Q Can salary exchange be altered or terminated?

A Yes, but this would require a further amendment to the employee’s contract of employment, which the 
employer and employee should agree on.

The employer may wish to include the option to change the arrangement if an employee were to experience 
a ‘lifestyle change’. This option allows the employee to opt out of the agreement on the happening of certain 
events. The employer should define the ‘lifestyle changes’ applicable to the arrangement. 

If your pension scheme is a qualifying scheme for automatic enrolment purposes, employees must be able to 
opt out of salary exchange at any time. 

Q What is bonus exchange?

A Bonus exchange is the same as salary exchange, but an employee is giving up part of their bonus rather 
than salary. For contractual bonuses, the amendment to the contract of employment must take place before 
the entitlement to the bonus arises. A discretionary bonus is not covered in the terms and condition of 
employment so no change to the contract will be required.

Q Is salary exchange suitable for everyone?

A No, salary exchange is not a suitable option for everyone and shouldn’t be offered to the following employees:

• Those that earn under the personal allowance (currently £12,570) as they’d benefit more from paying 
personal contributions to a relief at source scheme where they get 20% tax relief, despite paying no 
income tax. 

• Those that earn below the NICs thresholds as they don’t pay NICs, so won’t benefit from taking part in 
salary exchange. 

• Employees that would be taken below the minimum wage if they took part in salary exchange.

• Those who earn above the Tapered Annual Allowance ‘Threshold Income’ limit as they may be 
disadvantaged by salary exchange.

Q How does salary exchange impact statutory benefits? 

A If the amount of statutory benefit available is calculated with reference to earnings, for example universal 
credit, it will use the salary after it has been reduced by salary exchange.
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Salary Exchange

Q Can a salary exchange agreement take pay below the national  
living/minimum wage? 

A No. Salary exchange must not reduce an employee’s hourly pay below the national living / minimum wage. 

Q What happens if the employee is a low earner? 

A Salary exchange is unlikely to be beneficial for low earners. Those earning below the current income tax 
personal allowance of £12,570 should be better off making contributions directly to a personal pension, 
which will give them 20% income tax relief on their contributions. And those earning below the primary 
threshold do not pay national insurance contributions and so won’t see any increase in their take home pay 
or pension contributions as a result of salary exchange.

Q Will employees’ student loan repayments be impacted?

A Repayments of student loans are triggered where earnings reach a certain limit. If a salary exchange reduces 
earnings to below this limit then repayments may reduce or stop. This may mean that it’ll take longer to repay 
any student loan. For more information on the limits see www.gov.uk/repaying-your-student-loan/overview
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Salary Exchange

Q Will employees’ state pension benefits be impacted?

A Salary exchange should not affect entitlement to the New State Pension as it is dependent on the number 
of qualifying years obtained rather than the amount of National Insurance Contributions paid. The earnings 
must not however drop below the NIC Lower Earnings Limit (LEL).

Q Will employees’ statutory maternity/adoption pay (smp/sap) be impacted? 

A SMP/SAP are based on gross earnings that are subject to NICs and tax. As these earnings will reduce as a 
result of salary exchange, there may be an impact on SMP/SAP entitlement.

Q Does salary exchange impact other lending based on take home pay? 

A Salary exchange results in a real reduction in the employee’s salary, therefore anything calculated with 
reference to salary can be affected. Many lenders however, are prepared to use the original ‘reference salary’ 
when calculating the amount they are prepared to lend.

Q Does salary exchange affect death in service? 

A If the provider calculates the death in service cover with reference to the reduced salary then, yes, it will be 
affected. If the original ‘reference salary’ is used instead then death in service will be unaffected.

Q How can HM Revenue & Customs help? 

A Employers aren’t obliged to consult HMRC when implementing a salary exchange arrangement, but they can 
ask HMRC to confirm the correct tax treatment of the arrangement once a salary exchange arrangement has 
been put in place. 

Q What information do HMRC need to see after salary exchange is set up?

A If HMRC is asked to comment on a salary exchange arrangement they’ll need to check two things:

• That an effective variation of the contractual terms and conditions has taken place, reducing some of the 
employee’s cash earning and providing a benefit-in-kind.

• What is the correct tax and NICs treatment of the benefit-in-kind. Tax treatment depends on individual 
circumstances. Circumstances and tax rules may change in the future.
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