IRISH INSURANCE FEDERATION SUBMISSION TO

THE COMMISSION ON TAXATION

A
TAXATION OF PENSIONS

“..consider how best the tax system can encourage long term savings to meet the needs of retirement..”
The following extract has been adapted from IIF’s May 2008 submission to the Department of Social and Family Affairs in response to its Green Paper on Pensions:

1
MAINTAINING TAX RELIEF ON PENSION CONTRIBUTIONS
Tax reliefs are an important component of the current pensions system.  They play a key role in influencing individuals to contribute to pensions arrangements and should be maintained.  The current Irish system is broadly consistent with that applicable in most other EU countries.  We do not consider that the full potential of tax incentives to encourage private pension provision has yet been fully realised.  Furthermore, any significant change to existing reliefs and incentives risks endangering the entire system:

· Changes to the current reliefs for higher rate tax payers may discourage them  from making retirement provision whilst not necessarily having the effect of incentivising the less well-off.  In our experience the tax incentives for middle and higher earners are an important reason why such individuals make supplementary pension provision. 

· Those who have entered into pension arrangements (both individuals and employers) have generally done so on the basis of regular and ongoing contributions.  A key element in setting the level of these contributions has been the tax treatment and the assumption that it will continue.  We believe that it would be a very dangerous decision to prejudice in any way the sustainability of existing defined benefit or defined contribution private and public sector schemes. 

It is also important to remember that pensions represent deferred taxation. Although much emphasis is often placed on what are perceived as generous up-front tax reliefs, the income arising from such investments is fully taxed under PAYE. Therefore tax reliefs and incentives at the contribution and investment stages are necessary to offset this.

Emphasis is often placed on the position of high earners and the use they make of pension tax reliefs. However our members’ experience is that most customers come from the middle-earning group and benefit significantly from these reliefs.
2.
DEVELOPMENT OF ADDITIONAL INCENTIVES
Tax incentives on their own may not be sufficient to persuade those who are not currently doing so to make provision for retirement.  Tax incentives should be part of a range of measures which might include financial education and automatic enrolment.  

It would be difficult to develop tax incentives aimed specifically at individuals who are not currently making provision for retirement which can comfortably interact with the current arrangements (and we give in the Appendix an example of how tax changes can have unintended consequences).  However we would suggest that initiatives such as SSIAs, run in parallel with the existing system of tax reliefs for pension products, can help increase awareness of the importance of savings generally.   

The attractiveness of approved pension products depends to a certain extent on the options available at retirement (which are governed by the Taxes Acts).  IIF supports the extension of the availability of approved retirement funds to all individuals reaching retirement, although we note that this may present some practical difficulties for the public sector and defined benefit schemes in general.  We would also agree with the replacement of the current Approved Minimum Retirement Fund (AMRF) requirement with a requirement for a minimum level of income.  

Whilst there may be some concerns about the possibility of funds being exhausted before an individual has died there will also be clear cases, e.g., persons in ill health, when approved retirement funds are definitely the better advice. It would also be helpful to explore the possibility of applying a fixed commutation factor so that individuals could choose to surrender part of their annuity for an approved retirement fund.

3. ANNUITIES

IIF has also pointed out in its Pensions Green Paper submission and previously in its submission on the annuities market (to Indecon Consultants in February 2007) that the scope for innovation in the market is low. There are many Revenue restrictions which restrict the pension options available at retirement and the existing market has largely arisen to meet the needs that are allowed.  For example one criticism often made of annuities is that the customer loses all the money if he/she dies. An annuity with death benefit of original premium less payments made could be provided by life companies but is not allowed by Revenue, neither are annuities with guarantee periods for longer than 10 years.  

B
OTHER ISSUES

Introduction of changes with significant system implications 

Our members have noted with concern a tendency on the part of Revenue to introduce increasingly complex changes, especially in relation to the taxation of life and pensions products, e.g., the 8-year “deemed disposal” exit tax and the ARF “deemed distribution” rules.  Whilst such changes may sometimes appear to Revenue to be only minor amendments to existing rules, they impose a significant burden on our members in terms of systems development, changes to documentation etc. and the cost of these changes is ultimately met by customers.  
We would suggest that Revenue should accord greater weight to the practical impact on market participants charged with implementation of changes “on the ground”, when considering amendments to tax rules. 

Foreign Withholding Taxes – New Basis Business
At the moment Gross Roll-Up funds suffer a substantial amount of foreign withholding taxes, both on dividend & rental income, a by-product of which is that returns to policyholders are diluted. This is driven by the fact that Revenue have refused to offer any meaningful relief against Irish tax arising on New Basis Business profits.  There are several ways in which the negative consumer and competitive impact of the existing situation could be reduced.

If the Commission is interested in exploring these concerns further, IIF and its members could provide significant additional technical detail which would facilitate a relative assessment of the options available.

Modernisation of fiscal and parafiscal charges
The Commission’s Terms of Reference include considering “…how best the tax system can support economic activity and promote increased employment and prosperity while providing the resources necessary to meet the cost of public services and other Government outlays….”

In this context, whilst a considerable amount has been done to consolidate tax legislation and to ensure consistency, there is a case for a review of the consistency with economic and fiscal policy of certain elements of the system.

A prime example of this is the 2% stamp duty on non-life insurance premiums, which stands out as an archaic remnant associated with an era when such levies and duties were commonplace.  We do not believe that there is any justification for this particular stamp duty in modern conditions.  Its proceeds are relatively small in the context of the overall cost of public services, The revenue derived from the duty is not applied to projects related to its source (e.g., road or workplace safety projects, engineering works to improve flood/storm defences) nor to more general financial services projects such as improving consumer financial literacy.   

In times of high insurance costs, particularly in the motor and liability markets, the continuing existence of the duty serves only to increase the cost of insurance to consumers at a time when the Government, the Financial Regulator and the market should be seeking ways to contain and reduce costs.  At all times, it acts as a disincentive to insure, whereas it is arguable that positive fiscal incentives should be provided to encourage individuals and businesses to protect assets though insurance, in the interests of the economy as a whole.  In particular, the stamp duty adds – marginally but appreciably – to the cost of compulsory motor insurance where the overall end cost to the consumer is a factor in compliance levels.  The State should not in its tax policy create an additional barrier or disincentive to compliance with its own compulsory insurance law.  

Whilst the abolition or hypothecation of the proceeds of the stamp duty for related projects has been a regular feature of Pre-Budget Submissions by the Irish Insurance Federation, it has also been recommended by others, notably by the Motor Insurance Advisory Board in its final report.  

There are other examples of imposition of fiscal charges which would appear to be at odds with Government/public policy generally in the insurance area, e.g., the application of VAT to legal fees in relation to personal injury and other insurance claims (contrasted with established policy that seeks to reduce the handling costs of such claims, cf. the PIAB legislation.

Appendix 

It has been suggested that one way to increase take up of pensions amongst those on lower to middle incomes would be to increase the level of tax relief and that this could be partially or fully funded by reducing the level of relief given to top rate tax payers.    

While on initial consideration this suggestion might appeal on closer analysis it would prove to be unworkable for a number of reasons.

Firstly take the example of an occupational defined contribution scheme where the employer and employee are both paying 7.5% of salary: 

· employer contributions are not taxable in the hands of the employee which is equivalent to granting tax relief at the marginal rate;  

· if the tax relief on the employee contributions was restricted for top rate tax payers then they would request their employer to change the scheme so that the employer contribution rate was 15% and the employee rate was reduced to  0% (with the employee accepting a salary cut of 7.5% in exchange), thus effectively preserving the employee’s marginal rate tax relief;  

· lower rate taxpayers would conversely switch to 15% employee contribution plus a 7.5% salary increase to take advantage of tax relief at the new higher rate;

· while this might increase pension take up for those on lower incomes it would be far from cost neutral as the anticipated tax savings from higher rate tax payers would fail to materialise.  The same logic would apply to a contributory defined benefit arrangement.

For PRSAs and Retirement Annuity Contracts employer contributions are treated as benefits-in-kind but relief can be claimed up to a maximum of 15%-40% of income, depending on age.  Within this regime it would be harder for the top rate tax payers to maintain their relief at marginal rate.  However, the simple step of replacing the PRSA or Retirement Annuity Contract with an occupational defined contribution arrangement would allow them to do so. 

In order for this regime to have the desired effect it would be necessary to introduce BiK taxation on employer contributions to all pension schemes.  This would be extremely difficult and deeply unpopular for many reasons.  For defined benefit schemes the actual cost attributable to any given members’ participation is extremely difficult to calculate as it is a function of a complex interplay of factors, including future salary progression, marital status, number of children, gender etc.  In addition, considerations of equity would require public service pensions to be included within the regime.  The cost of the public service pension scheme when applied as a BiK would lead to very significant tax bills for those who are just in the top rate tax band. 

