Planning for Retirement. Bairbre Dowling MBS LIB QFA

There is huge reluctance by many people to think about what will happen when they stop working. The average industrial wage in Ireland in 2009 is €32,000 per annum. The State Pension in 2009 is €11,976 or  €230.30 per week. This is a substantial difference which means that many people would experience a substantial drop in their income in retirement, while their spending needs are unlikely to decline to the same extent. The purpose of a pension is to bridge this earnings gap in order to maintain your standard of living and to ensure you are in a position to enjoy retirement.

This week’s article focuses on the methods of savings for retirement and the benefits of doing so. Next week we will look at investment options for your pension fund and how you can take as little or as much risk with your funds as you feel comfortable with. The third article in this series on Pensions will look at Post Retirement Planning. 

So... What exactly is a pension?


A pension is a tax efficient long-term savings scheme. 

The government wants you to save for your retirement and hence offers the following very valuable taxation benefits as an incentive for you to begin saving.

Tax Relief on Contributions Paid:

One of the major attractions to contributing to a pension is the tax relief allowed on personal contributions (within certain age related limits) at your marginal rate of tax. So every €1 you invest will cost you 80 cents or 59 cents depending on your marginal rate of tax and that’s ignoring PRSI and Healy Levy savings. In other words for every 59 cents you contribute, the state contributes 41cents on your behalf. 

You may also be entitled to claim relief from PRSI and the Health Levy. For example if you’re paying tax at the higher rate of 41%, paying 4% PRSI and 4% Health Levy, every €1 you invest will cost you 51 cents.

Employers Contribution –a non-taxable benefit

If your employer provides you with an additional benefit such as a company car or subsidised accommodation, you will taxed on this benefit as a Benefit In Kind. However where an employer make a pension contribution on your behalf, this will not lead to an increased tax liability for an employee as it is a non-taxable benefit. 

Fund Grows Tax-Free

Pension Contributions can be invested in a number of different funds, from deposit accounts to stocks and shares. A pension fund is tax exempt and so no tax is payable to Revenue on the growth of your chosen funds. If you were investing in the same funds outside of a pension arrangement, the growth on the fund would be subject to tax. Hence funds within a pension are likely to grow much more quickly and to a higher value than other types of savings / investment, based on the same level of net investment. 

Tax-Free Lump Sum on retirement

In recent months there has been much speculation regarding the pending budget and changes to the tax-free lump sum available on retirement. The Commission on Taxation report published earlier this year has proposed a cap of €200,000 on tax-free lump sums, with sums in excess of this being taxed at the standard rate of tax, currently 20%. However as it is uncertain which of these proposals will be implemented, if any, we will focus on the current treatment of retirement funds. 

At present, retiree’s have the option of taking a tax-free cash sum from their pension plan on retirement. The amount you can take tax-free depends on the type of pension arrangement you have in place but generally PRSA’s and Personal Pension plans can take 25% of the fund tax-free, while Occupational Pension Schemes or Employee scheme can take up to 1.5 times their final salary, depending on their length of service. 

Income in Retirement

The most valuable benefit you will receive from making a pension provision is the income it will provide you with on retirement. The fund you build while you are working will be an invaluable source of income to you when you are no longer willing or able to work.  

The government want you to save for your retirement and hence the above taxation benefits are designed as an incentive for you to begin saving. 

How much tax relief do I get on my contributions?

The amount of tax relief you can get on contributions depends on your age as follows:

AGE


         % Net Relevant Earnings / Remuneration

	Under 30
	15%

	30 – 39
	20%

	40 – 49
	25%

	50 or over
	30%


Relevant Earnings refers to income from non-pensionable employment or from self-employment. It is worth noting also that net relevant earnings are limited to €150,000 as of the Budget 2009. 

What this means is that if you are under 30 years of age, you can avail of tax relief on 15% of your net relevant earnings up to this ceiling of €150,000. In this example the maximum contribution you can claim tax relief on is €150,000 * 15% = €22,500.  

It is worth noting that the ceiling for 2008 was €275,236 and certain pension contributions paid before October 31st 2009 can be backdated to 2008 based on this much higher figure.

Methods of Savings for Retirement:

There are three main pension vehicles through which people can save:

1. Personal Retirement Savings Accounts (PRSA’s)

2. Personal Pension Plans

3. Occupational / Employee Pension Schemes

Personal Retirement Savings Accounts (PRSA’s)

Any one who wishes to save for their retirement is eligible to take out a PRSA and while your employer is not obliged to contribute, s/he is eligible to do so if they so wish. PRSA’s are available to you regardless of your job or employment status. 

Personal Pension Plan (PPP)
In order to be eligible to contribute to a Personal Pension Plan you must have relevant earnings. Relevant earnings refers to income generated by self-employed persons or from non-pensionable employment, i.e. employees who do not have access to an Employee / Occupational pension scheme. 

Employee / Occupational Pension Schemes

These schemes are only open to those who pay Income Tax under the PAYE system (schedule E). Employees who wish to make Additional Voluntary Contributions (AVC’s) can do so within the remit of the employers Occupation Pension Scheme or alternatively could take out a PRSA separate to the employers’ scheme. 

For more information on these pension choices and to determine which is most suitable for your needs, you should contact an independent financial adviser. 

Next week we will look at investment options for pensions contributions and will examine the various asset classes, from low risk deposit options to higher risk funds and look at ways of diversifying your investment in order to make the most of your funds. 

We hope you find these articles informative and welcome any feedback or queries you may have. Should you wish to contact us, please phone the Tralee office for Eoin or Bairbre on 066 712 6333 and the Killorglin office for Caroline on 066 976 1275 or by email as above. 

For past articles and recent publications, please see the news section on our website at www.pscwealthplus.com
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