Post Retirement Planning. Bairbre Dowling MBS LIB QFA

In the final article on Pensions, I am focusing on Post Retirement Planning. After saving for your retirement over a number of years, the time has arrived for you to retire and reap the rewards of those years of prudence. 

The options open to you at retirement are directly linked to the type of pension arrangement you are invested in pre-retirement.  

Option 1: Tax Free Lump Sum (Max 1.5 times final salary) & purchase an Annuity

This option is available to an occupational pension scheme (OPS) members, both to members who are Proprietary Directors owning more than 5% of the voting rights of a company and to those who are not Proprietary Directors owning more than 5% of the voting rights of a company.
Tax Free Lump Sum:

The amount of cash eligible to be taken tax-free depends on the length of service completed on retirement, as well as your final remuneration. Remuneration includes salary & wages, overtime payments, bonuses & benefits in kind. In general an individual will be entitled to 3/80ths of their final remuneration for each year of completed service up to a maximum of 120/80ths (or 1.5 times) of their final earnings provided you have 20 years of service at retirement. 

For example John Smith has 14 years service with his employer by the time he reaches retirement. His remuneration at retirement is €20,000 pa. John’s tax-free lump sum will be calculated as follows:  

14 X 3/80ths X €20,000 = €10,500

 
Annuity:

An annuity is a policy provided by a life assurance company, which in return for a lump sum payment now, provides a regular income payable for the rest of your life. The lump sum invested in the annuity is often referred to as the purchase price. 

The amount of income you receive from an annuity depends mainly on the lump sum you have to invest and also the annuity rate you receive. The annuity rate can be thought of as a % of the purchase price payable annually. For example €100,000 invested in an annuity with a rate of 5%; €100,000 X 5% = €5,000 payable per annum. In this instance the annuity holder will receive €5,000 per annum for the remainder of their life. 

This guarantee of an income for life is one of the main benefits of purchasing an Annuity. However an annuity ceases on death and the balance of the funds not paid out to the annuity holder during their lifetime is lost to their beneficiaries. For example a lump sum of €100,000 purchases an annuity and pays out €5,000 per annum. After 10 years the annuity holder dies having received only €50,000. On the other hand if the person lives for 30 years after buying the annuity they will receive €175,000 from a €100,000 investment. 

The annuity rate offered by the life company will depend on a range of factors including your age, gender, health status, level or escalating payments, single life or joint life basis and whether or not a guarantee period is built in. 

Level payments do not change over the lifetime of the annuity whereas escalating payments increase annually at a chosen rate, e.g. 3% or 5%. Under a joint annuity, a specified part of the annuity continues to be paid to the survivor after the first life dies. A guarantee period is the minimum period for which the annuity payments will be made, even if the individual dies within this period, e.g. first 5 years. A lower annuity rate will be quoted where any of these options are selected 

Annuity payments are subject to the normal tax deductions under the PAYE system but only Class K PRSI contributions, currently 2%.
It is important to remember that there is no access to funds once invested in an annuity. Any encashment or surrender of the policy is specifically prohibited. 

Option 2: 25% Tax Free Lump Sum & Approved Retirement Fund (ARF) / Annuity

This option is available under the following pension arrangements; Personal Pension Plan, PRSA, Executive Pension Policy, members of OPS who have AVC’s (Additional Voluntary Contributions), members of OPS who are Proprietary Directors owning more than 5% of the voting rights of a company. 

Tax Free Lump Sum:

On retirement you are entitled to take up to 25% of your accumulated fund tax-free.

As mentioned in an earlier article, there has been much speculation recently about a ceiling/cap being put of this tax-free cash in the December budget. While no figure has been confirmed to date, the Commission on Taxation report published on 07th September suggested a cap of €200,000. 

Annuity: As discussed above.

Approved Retirement Fund (ARF):

An approved retirement fund (ARF) is a post retirement investment fund. The options for investment are similar to pension investment options (discussed in detail last week) ranging from very low risk options to more speculative funds. Funds can be drawn from the ARF to provide an income in retirement and any balance in the ARF on death can be left to your next of kin. 
Prior to the Finance Act 2007, investments in an ARF were allowed to grow free of Income Tax and Capital Gains Tax and were not subject to tax until they were being drawn from the ARF. However the 2007 Finance Act introduced ‘deemed distributions’ where funds are treated as though they have distributed 1% of their fund value in 2007, 2% in 2008 and 3% each year thereafter.  In a similar manner to all funds withdrawn from an ARF, these deemed withdrawals will be taxed under the PAYE system with the relevant tax being returned by the ARF provider to Revenue. 
When investing in an ARF, there are certain conditions that must be adhered to. Unless you have a guaranteed income for life of at least €12,700 per annum, you must invest the first €63,500 of your fund in either an Annuity or in an AMRF. Rental income is not considered guaranteed income as it is subject to changing tenants but a guaranteed pension or annuity for life does qualify. 

Approved Minimum Retirement Fund (AMRF):

An AMRF is very similar to an ARF, the primary difference is that no withdrawal can be taken from the initial capital invested until the retiree has reached 75 years of age. Withdrawals can be taken at any time from the growth on the fund. An AMRF automatically converts to an ARF when the retiree reaches 75 years of age or upon death of the retiree. 

Similar to an ARF the funds can be invested across a broad range of funds, from low to medium and high risk.  The taxation treatment is also similar to ARF’s with the exception of the deemed distributions, which do not apply to an AMRF.
The decision to invest funds in an AMRF versus purchasing an annuity which produce a minimum retirement income, will depend on individual circumstances.

Pensions can be a complex area and therefore it is strongly recommended that you seek advice from a financial adviser if you have any pension queries. 

Also if you are close to retirement and considering which option is most suitable to you, ensure to speak to a financial adviser, as the decision you make at reirement will affect your income for many years to come.
Should you have any feedback or queries on this article or any financial planning queries, please do not hesitate to contact us. 
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