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“Retirement is when you stop living at work and start working at living”
Introduction

In this report we look at:


The Advantages to the Employer of Establishing a Pension Scheme (Section 1).


The Advantages to Employees of Pension Scheme Membership (Section 2).


The Structure of the Proposed Pension Scheme (Section 3).


The Installation and Administration of the Scheme (Section 4), and 


Issues to be Resolved regarding the Proposed Scheme (Section 5).

Section 1

Advantages to the Employer

1.1
Employee Security

An employer sponsored pension scheme will have a major role in supplementing the State Pension Benefits and in providing a higher standard of living for retired people and their dependants.  In addition, for those who wish to retire before the State pension becomes available the scheme will also be very beneficial.  By pre-funding retirement income for employees the employer is helping to pay these employees in retirement for their dedication and loyalty through their working lives.

Many pension schemes also provide protection for employees’ families from the effects of the employee’s death before retirement age.  From the employer’s viewpoint the provision of this protection will help to meet any perceived moral duty which the employer may have to a deceased employee’s dependants.

The provision of disability cover, although covered by separate legislation, is now also a common feature of pension scheme packages.

1.2
Retention and Recruitment

By providing pension and death benefits employers are ensuring that valued employees are more likely to remain in their employment.  A pension scheme is also a very attractive feature when recruiting new people with potential to an organisation.

1.3
Full Tax Relief
Contributions made by an employer to a revenue approved pension scheme are fully tax deductible.  If the employer is a limited company, this relief is granted against Corporation Tax.  If the employer is a Self-Employed individual, or a Partnership, then the tax relief is against Income Tax.

In addition, the employer will not be liable for employer’s PRSI on the contributions paid (both employees’ and employer’s contributions).

An employer is obliged to contribute no more than one-sixth of the overall cost of a pension scheme benefits, although most employers will contribute much more than this.  This one-sixth rule combined with tax relief and PRSI Relief may in effect mean that the scheme can be set up at a very much reduced cost to the employer.

Section 2

Advantages to Employees

2.1
Income in Retirement 

The income from a pension scheme can be used to boost the State Pension Benefits and, importantly, this income does not affect the employee’s entitlement to the Contributory State Benefits.  In addition, for those who wish to retire early a pension scheme may provide retirement income from as early as age 50, subject to certain conditions.

2.2
Family Protection
Many pension schemes now provide an element of Life Cover to protect the employee’s dependants in the event of his/her death prior to retirement age.

2.3
Disability Income

This is now quite a common feature of pension scheme packages.  In periods of long term absence from work due to illness or injury the scheme member will have the security of knowing he will continue to receive an income.

2.4
Security

If the employer ceases in business, the monies which have accumulated in the pension scheme are unaffected as they are held in trust for the employee’s benefit.

2.5
Tax Relief on Contributions
An employee will obtain full relief from Income Tax on his/her contributions (subject to certain restrictions). In addition, when deducted from the employee’s gross earnings pension  scheme contributions are not liable to PRSI or levies.

2.6
No Benefit-in-Kind Taxation

An employee is not liable for tax on the pension contributions made by the employer as he/she would be, let’s say, on an interest free loan or reduced interest rate loan provided by the employer.

2.7
Tax Exempt Growth

All contributions paid by the employer and the employee are allowed to accumulate in funds free of all taxes.  The result of this will mean that returns can be expected to outperform other taxed investments.

2.8
Tax Free Cash

An employee can normally take a lump sum of up to one and a half times salary at retirement, tax free from his/her accumulated pension fund (subject to certain limitations).

 Section 3

Structure of the Proposed Scheme
3.1
Defined Contribution Scheme

The proposed scheme will be established as a Defined Contribution Scheme under the terms of the Pensions Act 1990 and will be registered as such with the Pensions Board.  This type of scheme is most suitable in this situation due to the cost control benefits of same.

The benefits payable at retirement to the individual members will be dependant on the following factors:





(i)
The contributions made over the years;




(ii)
The investment returns achieved on the funds in which the 




contributions will be invested; and




(iii)
The annuity rates prevailing at retirement, and the type of 




annuity selected by the individual.

3.2
Commencement Date

This will be agreed as the first of whichever month suits the employer’s needs, and the scheme will be renewed on that date annually thereafter.

3.3
Membership

Membership of the proposed scheme will be at the discretion of the employer.  Very often an eligibility rule is drawn up to govern membership of pension schemes.  An example of an eligibility rule would be where all full-time employees who are over twenty years of age and who have completed one year’s service are included at the commencement date and at the anniversary dates subsequent to satisfying these conditions.

3.4
Scheme Salary

Scheme salary is the figure on which contributions are calculated and normally scheme salary is defined as basic annual salary.  Scheme salary will be determined each year at the anniversary date of the scheme.

It is normal practice to exclude fluctuating emoluments (overtime, bonuses etc.), but if an employee has regular earnings in excess of basic salary which are significant, consideration should be given to including them in the definition of scheme salary.

3.5
Normal Retirement Age (N.R.A.)

Legislation requires that Normal Retirement Age must be defined as an age between 60 and 70 years.  Under current legislation early retirement is permissible from age 50 with the  employer’s consent.  Very often N.R.A. will be the 65th birthday, coinciding with the State retirement benefit.

Section 3 continued.

3.6
Contribution Levels

Ultimately it is the sponsoring employer who determines the rate of employer and employee contributions.  The normal practice is to adopt a fixed rate of employer contribution expressed as a percentage of pensionable salary.  This is usually, but not always, higher than the employee contribution rate.

An example of contribution rates would be:





Employer contribution:
10% of scheme salary



Employee contribution:
5% of scheme salary
In addition, individual employees will have the option of increasing their personal contributions up to a maximum of 15% of earnings by way of Additional Voluntary Contributions (A.V.C.’s).

3.7
Retirement Benefits

The accumulated value of the member’s individual pension fund will be made available at Normal Retirement Age or earlier retirement to provide benefits within the terms of the relevant pensions legislation.  Each member will be notified at retirement of the options open to him/her in drawing benefits form the scheme - tax-free cash, member’s pension, spouse’s pension etc.  

It should be noted that the maximum tax-free cash a member may receive at N.R.A. is 150% of final earnings (provided he/she has completed 20 years service in this employment).  It should be noted also that, under current legislation, the maximum pension which an individual can receive at N.R.A. is two-thirds of final earnings (provided he/she has completed at least 10 years service in this employment).  For members with shorter service reduced scales apply.  Where a tax-free cash sum is taken the pension benefit is reduced accordingly.

3.8
Death-in-Service Benefit

A pension scheme may provide a lump-sum Death-in-Service benefit of up to four times earnings plus additional spouse’s/dependants’ benefits.  An example of the lump sum benefit would be once pensionable salary for single employees and of three times salary for married employees, provided their health is sufficiently good to obtain such cover.  Marital status at commencement/anniversary date will determine the level of cover. The lump sum may be inclusive or exclusive of the individual member’s pension fund.

3.9
Disability Benefit

Disability cover provided by way of Permanent Health Insurance is an attractive feature added to many Defined Contribution pension schemes.  An example of the level of disability cover would be two-thirds of salary minus the Social Insurance entitlement.  A deferred period (normally 26 weeks) would apply, after which the benefit payments would begin.

Section 4

Installation and Administration

4.1
Trust Deed and Rules

The scheme will be established under irrevocable trust and trustees will be appointed to administer the plan, as per the relevant legislation.  It is normal under schemes such as this for the employing company to act as trustee.  The day-to-day requirements attaching to this responsibility, including the administration of the scheme, will be looked after by An Insurance Company.

An Insurance Company will also organise the preparation of the Trust Deed and Rules, and will arrange formal approval of the scheme from the Revenue Commissioners and register it with the Pensions Board.

4.2
Investment of Contributions
Employer and member contributions will be invested in the Unit-linked Pension funds operated by An Insurance Company Life Assurance Company of Ireland Ltd., and the PensionStar investment strategy will be applied for the individual members.

4.3
Underwriting of Risk Benefits
Risk Benefits will be underwritten by An Insurance Company either under a separate group risk policy the cost of which will be borne by the employer, or as part of the pension contract where the cost will be deducted from the individual member’s pension fund.

4.4
Disclosure of Information

Upon joining the scheme each member must receive certain basic information about the scheme including details of the benefits provided by the scheme and of how contributions are calculated.

In addition, members are entitled to information about their individual benefit entitlements during their employment, on termination of the employment, on retirement, or if the scheme is being wound up.

This information will be provided by An Insurance Company.

Section 4 continued.

4.5
Leaving Service

In the event of a member leaving service prior to Normal Retirement Age he/she may exercise one of the following options:

(a)
Take a cash refund of that part of the individual pension fund related to his/her own personal contributions paid to the date of withdrawal less any tax for which the Trustees are accountable (currently 25%).

(b)
Transfer the value of his/her individual pension fund to the new employer’s pension plan or to a personal retirement bond.

(c)
The individual’s pension fund continues to be invested with An Insurance Company and the benefits are eventually paid over to the member by the trustees.

As regards the proposed scheme the company must decide whether option (b) is to be based on either the total value of the individual member’s pension fund or only that portion of the fund secured by his/her own contributions to the scheme. The Pensions Act 1990 requires that the total value of the individual pension fund (i.e. relating to both employee and employers contributions) is made available after five years qualifying service (i.e. service as a member of the proposed scheme for pension benefits or of any other scheme from which pension rights have been transferred).  In this event option (a) is not available.

Where a member does not receive the benefit of the fund related to the employer’s contributions on leaving service a credit in respect of this will revert to the employer as a trading receipt, or can be used to offset future employer contributions to the scheme.

4.6
Equal Treatment

It is important to note here that the Pensions Act 1990 requires that males and females in the same category of employment should enjoy equal treatment under the pension scheme in respect of eligibility conditions, retirement benefits, employer contributions etc.

Section 5

Issues to be Resolved

	
	Resolved

	Issue
	Yes
	No

	
	
	

	*  Commencement Date
	
	(

	*  Membership Entry Rules
	
	(

	*  Definition of Scheme Salary
	
	(

	*  Normal Retirement Age
	
	(

	*  Employer Contribution
	
	(

	*  Employee Contribution 
	
	(

	*  Death-in-Service Benefit
	
	(

	*  Trustees
	
	(

	*  Rights on Leaving Service
	
	(


Appendices

Effect of 1/6th/5/6ths Rule

Under the Revenue Regulations governing Company Paid Pensions, the Employer must contribute at least one-sixth of the total cost of benefits.  The Employee can contribute as much as five-sixths of the total cost (subject to a maximum contribution of 15% of total earnings in any one tax year).  In a situation where the Employee does contribute five-sixths on a “Net Pay” basis (i.e. the Employer deducts the Employee’s contributions from salary before deducting tax and P.R.S.I.), the result can be very beneficial to both the Employer and the Employee.

For example, for a total contribution of IR£120 per month the breakdown is as follows:

	EMPLOYER
	EMPLOYEE

	Employer’s Contribution:
IR£20.00 per month
	Employee’s Contribution:
IR£100.00 per month

	P.R.S.I. Relief on

Employees Contribution (12.0%)
IR£12.00 per month
(1)
(Adjusted Cost
IR£8.00 per month)


	Income Tax Relief (44%)
IR£44.00 per month
(3)


	Corporation Tax Relief on Adjusted Cost (24%)
IR£1.92 per month
(2)
	P.R.S.I. Relief (6.50%)
IR£6.50 per month
(4)


	Employer’s Net Contribution
IR£6.08 per month
	Employee’s Net Contribution
IR£49.50 per month


Notes

(1)
For the 2000/2001 tax year, the employer’s PRSI is payable on earnings up to IR£36,600 per individual.  For employees earning less than IR£14,560 per annum the Employer’s PRSI rate is 8.5%.

(2)
The Corporation Tax rate of 24% applies to trading income from 1/1/2000.  The rate applying to non-trading income is 25%.  A reduced rate of 12.5% applies to the first IR£50,000 of a company’s trading income, with marginal relief applying between £50,000 and £75,000, regardless of the size of turnover.  For manufacturing employers the Corporation Tax rate is 10%.  If the employer is a self-employed or partnership the saving will be against Income Tax at either 22% or 44%, whichever is applicable.

(3)
For lower paid employees the Income Tax rate is 22%.

(4)
Class A1 Employees pay PRSI at a rate of 4.5% on earnings up to IR£26,500 per annum with the first IR£100 of weekly earnings exempt.  Employees earning more than IR£11,750 per annum also pay a Health Levy of 2% on all earnings.

(5)
Pension plan contributions paid by an employer are not subject to PRSI or the Health Levy.

(6)
Pension plan contributions paid by an employer are not subject to Benefit-In-Kind taxation in respect of employees.

January 2000


















E.&O.E.

(Effective April 2000)

SALARY INCREASE OR PENSION CONTRIBUTION?

	Salary Increase of IR£2,000


	Cost to Employer
	Benefit to Employee



	

PRSI (12.0% of IR£2,000)



Total Gross Cost



Corporation Tax Saving (24%)



Net Cost
	
IR£240.00
(1)

IR£2,240.00


(IR£537.60)
(2)

__________


IR£1,702.40
	
Gross Benefit
IR£2,000


Income Tax (44% of IR£2,000)
(IR£880)
(3)

PRSI + Health Levy (6.50% of IR£2,000)
(IR£130)
(4)

________


Net Take Home
IR£990


	Pension Plan Contribution of IR£2,000


	Cost to Employer
	Benefit to Employee

	

PRSI



Corporation Tax Saving (24%)



Net Cost
	
NIL
(5)

(IR£480.00)
(2)


_______________

IR£1,520.00
	
PRSI + Levies
NIL
(5)

Income Tax
NIL
(6)


 ___________

Pension Investment
IR£2,000


To Summarise

In this example, a yearly salary increase of IR£2,000 costs the employer a net IR£1,702.40 and yields a net IR£990 to the employee.  Diverting this IR£2,000 towards a pension fund costs the employer IR£1,520 net and yields a full IR£2,000 of benefit to the employee.  In other words, the employer saves IR£182.40 and the employee gains IR£1,010 by having the £2,000 contributed to a pension arrangement rather than being paid as a salary increase.
Notes:

(1)
For the 2000/2001 tax year, the employer’s PRSI is payable on earnings up to IR£36,600 per individual.  For employees earning less than IR£14,560 per annum the Employer’s PRSI rate is 8.5%.

(2)
The Corporation Tax rate of 24% applies to trading income from 1/1/2000.  The rate applying to non-trading income is 25%.  A reduced rate of 12.5% applies to the first IR£50,000 of a company’s trading income, with marginal relief applying between £50,000 and £75,000, regardless of the size of turnover.  For manufacturing employers the Corporation Tax rate is 10%.  If the employer is a self-employed or partnership the saving will be against Income Tax at either 22% or 44%, whichever is applicable.

(3)
For lower paid employees the Income Tax rate is 22%.

(4)
Class A1 Employees pay PRSI at a rate of 4.5% on earnings up to IR£26,500 per annum with the first IR£100 of weekly earnings exempt.  Employees earning more than IR£11,750 per annum also pay a Health Levy of 2% on all earnings.

(5)
Pension plan contributions paid by an employer are not subject to PRSI or the Health Levy.

(6)
Pension plan contributions paid by an employer are not subject to Benefit-In-Kind taxation in respect of employees.

January 2000

(Effective April 2000)
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SALARY INCREASE OR PENSION CONTRIBUTION?

	Salary Increase of IR£800


	Cost to Employer
	Benefit to Employee



	

PRSI (12.0% of IR£800)



Total Gross Cost



Corporation Tax Saving (24%)



Net Cost
	IR£96.00
(1)
IR£896.00

(IR£215.04)
(2)

________

IR£680.96
	
Gross Benefit 
IR£800


Income Tax (22% of IR£800)         
            (IR£176)
(3)

PRSI + Health Levy (6.50% of IR£800)
(IR£52)
(4)


______


Net Take Home
IR£572


	Pension Plan Contribution of IR£800


	Cost to Employer
	Benefit to Employee

	

PRSI



Corporation Tax Saving (24%)



Net Cost
	NIL
(5)
(IR£192.00)
(2)


____________
IR£608.00
	
PRSI + Levies
     NIL
(5)

Income Tax 
     NIL
(6)



 ________

Pension Investment
 IR£800


To Summarise

In this example, a yearly salary increase of IR£800 costs the employer a net IR£680.96 and yields a net IR£572 to the employee.  Diverting this IR£800 towards a pension fund costs the employer IR£608 net and yields a full IR£800 of benefit to the employee.  In other words, the employer saves IR£79.96 and the employee gains IR£228 by having the £800 contributed to a pension arrangement rather than being paid as a salary increase.
Notes:

(1)
For the 2000/2001 tax year, the employer’s PRSI is payable on earnings up to IR£36,600 per individual.  For employees earning less than IR£14,560 per annum the Employer’s PRSI rate is 8.5%.

(2)
The Corporation Tax rate of 24% applies to trading income from 1/1/2000. The rate applying to non-trading income is 25%.  A reduced rate of 12.5% applies to the first IR£50,000 of a company’s trading income, with marginal relief applying between £50,000 and £75,000, regardless of the size of turnover.  For manufacturing employers the Corporation Tax rate is 10%.  If the employer is a self-employed or partnership the saving will be against Income Tax at either 22% or 44%, whichever is applicable.

(3)
For higher paid employees the Income Tax rate is 44%.

(4)
Class A1 Employees pay PRSI at a rate of 4.5% on earnings up to IR£26,500 per annum with the first IR£100 of weekly earnings exempt.  Employees earning more than IR£11,750 per annum also pay a Health Levy of 2% on all earnings.

(5)
Pension plan contributions paid by an employer are not subject to PRSI or the Health Levy.

(6)
Pension plan contributions paid by an employer are not subject to Benefit-In-Kind taxation in respect of employees.

January 2000

(Effective April 2000) 
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