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Dear Terry,
Salary Sacrifice
As you will be aware, the LGPC was approached by Pricewaterhouse Cooper (PWC) concerning a number of potential salary sacrifice arrangements, which PWC claim have the following benefits:

Cars (and car clubs)
- save employers national insurance and VAT (and improved safety / environmental standards) 
- save employees tax and national insurance (and benefit from corporate discounts)
- supports governments green / safety agendas

Subsistance payments
- save employers national insurance 
- save employees tax and national insurance 
- conforms to new rules issued by HMRC 

Pension contributions
- save employers national insurance
- save employees national insurance
- comparisons with private sector (and now parts of Higher Education sector) , plus linkage with 2012 Personal Account changes 
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Carbon offsetting
- saves employers national insurance (and can support local environmental projects)
- saves employees tax and national insurance
- supports governments green agenda

Employer provided facilities / services (such as discounted local sports facilities; discounted pre / after school clubs in state schools; discounted care for the elderly; discounted council tax costs)
- save employers national insurance 
- save employees tax and national insurance 

Following a meeting with PWC to discuss the above it was felt that only the first two in the list were currently worth further consideration. 
PWC agreed to prepare a report on these, and this is appended to this letter. 

At the present time, regulation 4 of the LGPS (Benefits, Membership and Contributions) Regulations 2007 permits most salary sacrifice arrangements (other than in relation to cars, subsistence payments, and pension contributions) to be operated in such a way that the amount of salary foregone via the salary sacrifice arrangement can continue to be pensionable (see LGPC Circular 187). 
Although regulation 4(2), which currently expressly prevents travelling and subsistence allowances from being pensionable, could be amended to permit subsistence payments made via salary sacrifice to be pensionable, and those parts of regulation 13 of the LGPS Regulations 1997, as saved by regulation 2 of, and Schedule 2 to, the LGPS (Transitional Provisions) Regulations 2008, could be updated to remove any uncertainty as to whether salary foregone for a lease car can be pensionable, the Technical Group, Officer Advisory Group and Local Government Pensions Committee concluded that there was merit is supporting a more general amendment to the LGPS Regulations. This could be drafted in such a way as to ensure that employers who wished to move towards different approaches to the reward and remuneration package were not constrained in doing so by the definition of pensionable pay contained in regulation 4 of the LGPS (Benefits, Membership and Contributions) Regulations 2007 or saved provisions of regulation 13 of the LGPS Regulations 1997. This, it is argued, would allow employers participating in the LGPS to operate on a level playing field with the private sector and certain other parts of the public sector as far as the ability to offer flexible benefit arrangements are concerned. 

Elected members on the LGPC were, however, clear that: 
a) they would wish to know whether the government is likely, due to the loss of tax and NI from employees and employers, to remove the tax and NI breaks from salary sacrifice (as, if this is likely, there would be little point introducing a change to the LGPS Regulations); 

b) they would not wish the scheme to be amended in such a way that scheme member’s pension benefits would be eroded; and 

c) only salary genuinely foregone could remain pensionable, thereby ensuring there would be no additional pension cost for the employer over and above that which would have arisen if the employee had received full salary without a salary sacrifice arrangement being in place. This is particularly important given the rising cost of the Scheme.
If the LGPR regulations are amended then, turning specifically to salary sacrifice for a car, and despite (b) above, it may be that some employers would, for a number of reasons, prefer to retain regulation 13(2)(f) of the LGPS Regulations 1997 to provide that the salary foregone is not pensionable. A compromise might be to permit employers the discretion as to whether salary foregone for a car and any pay in lieu of a car should be pensionable. Where an employer decides that it should not be pensionable, employees wishing to forego salary for a car would have to weigh up the advantages and (pension) disadvantages of such a salary sacrifice. The pensionable pay for such employees foregoing salary would reduce (a disadvantage for the employee), thereby reducing the employer’s monthly pension contribution and longer term pension liability and improving the funding level (all advantages for the employer). If the employee wished at some point to revert back to full salary, the salary in lieu of the car would remain non-pensionable in accordance with the employer’s policy on regulation 13(2)(f) of the LGPS Regulations 1997. Although this would run counter to (b) above, employees would not be forced to take salary sacrifice; it would still be a choice. 
It should be noted that neither the Technical Group, OAG or LGPC supported an amendment which would permit salary sacrifice of pension contributions i.e. where the employee sacrifices pay equivalent to their normal pension contributions and the employer contributes an equivalent amount into the LGPS. Having said that, there appears to be an avenue under the current legislation whereby an employee could sacrifice salary and the employer could pay an equivalent amount into a Shared Cost AVC arrangement. 
We appreciate that there are matters that CLG will undoubtedly wish to weigh up when considering whether or not to make a general amendment to the LGPS regulations. For example:

· what are the views of HM Treasury, HMRC and DWP in relation to the potentially significant loss of tax and NI revenue?
· are the tax and NI breaks associated with salary sacrifice likely to continue for the longer term? There would be little point in amending the LGPS Regulations if the tax and NI breaks get closed off due to the potentially significant loss of tax and NI revenue.
· do some of the purported benefits of salary sacrifice stand up to close scrutiny? The reduction in CO2 emissions from a new car compared to an old car may, for example, be more than offset by the environmental cost of producing a new car.
If the regulations are amended, there would be matters that authorities would need to consider. For example:

· what would be the cost of administering the salary sacrifice arrangements compared to the NI saving for the employer and the benefit it provides to the employer in terms of recruitment and retention?
· as far as salary sacrifice for a car is concerned, does the authority wish to encourage the use of greener cars in this way, or do they instead wish to promote the environmental benefits of public transport and the environmental / health benefits of cycling and walking? Would the employer wish the salary sacrifice to be pensionable or not?
Local Government Employers remain keen to promote and support a Total Rewards approach to pay and reward within the sector and intend to make progress on this in the coming year. It is well recognised that many public sector employees, including those in Local Government, do not fully understand or appreciate the full value of their pension as part of their reward package and this needs to be addressed. It is important therefore, that pension scheme rules do not inhibit or prevent us from pursuing our strategic objectives for pay and reward. 
I hope that the foregoing provides enough information for you to consider the matter but if you need any further details please do not hesitate to let me know.

Finally, whatever decision is taken, it would be helpful if the current uncertainty as to whether salary sacrificed for a lease car can be pensionable could be removed. 

Yours sincerely
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Terry Edwards

Head of Pensions

Appendix 

Report from Pricewaterhouse Coopers LLP

PwC has been working with a number of public sector employers regarding potential changes to employee terms and conditions that would:-

- enhance the value of employee reward packages
- reduce employment costs and administration for employers
- reduce corporate risk and the output of Co2 emissions, thereby supporting government initiatives.

There is clearly an appetite for local government employers to proceed with these initiatives but there are concerns that the rules of LGPS act as a barrier to implementation. PwC has made representations to LGE regarding these concerns and as a result have agreed to draft this briefing paper for consideration.

Salary sacrifice

The rules of LGPS already provide the facility for employers to introduce a range of salary sacrifice arrangements which do not have any detrimental impact on LGPS pension benefits or contribution levels. These arrangements are deemed to include child-care vouchers, cycle to work schemes and bus travel arrangements. Regulation 4(3) LGPS (Benefits, Membership and Contributions) Regulations 2007 states that ' no sum may be taken into account in calculating pensionable pay unless income tax liability has been determined on it.' The aforementioned benefits have been deemed for this purpose to be subject to income tax but, as a result of enabling income tax legislation, no tax is payable thereon. This interpretation was confirmed in the LGE Circular No 187 issued in July 2006. Accordingly, where these particular benefits are provided, LGPS recognises the pre-sacrifice pay as pensionable pay for the purposes of benefits and employee / employer contributions. 

Two other areas of salary sacrifice currently attracting considerable interest from the local government sector are employer provided cars and subsistence payments. Whilst both these benefits would appear to initially qualify under the general interpretation of Regulation 4(1), the following additional regulations are proving to be a barrier to implementation. 

- regulation13(2)(f) of the LGPS Regulations 1997 which specifies that an employee's pay, for contribution / benefit purposes , does not include 'any amount treated as the money value to the employee of the provision of a motor vehicle or any amount paid in lieu of such provision'.

- regulation 4(2)(b) of the LGPS (Benefits, Membership and Contributions) Regulations 2007 which specifies that an employee's pensionable pay does not include 'any travelling, subsistence or other allowance paid in respect of expenses incurred in relation to the employment'. 

It is understood that these exclusions from pensionable pay are included to stop pensionable pay entitlement being increased beyond the level of an employee's contractual base pay. However, where benefits are provided under a salary sacrifice arrangement, employees reduce their basic pay and receive a tax efficient benefit as part of a revision to their terms and conditions of employment. Accordingly where pension scheme rules are appropriately drafted to make the pre-sacrifice pay (often referred to as notional , shadow or protected pay) the pay on which pension contributions and benefits are based, there is no reduction in employee / employer contributions to LGPS and no increase in pensionable pay. 

Provisions to facilitate the use of pre-sacrifice pay for pension purposes are regularly found in pension scheme rules in the private sector and indeed in other parts of the public sector (for example the Universities Superannuation Scheme). More widely drawn provisions facilitate the introduction of total reward and wider flexible benefit arrangements without the need to constantly revise / interpret the definition of pensionable pay to take account of new benefits. As outlined above these rule provisions are also designed to protect both the benefits provided and the level of funding of the scheme. 

Cars

There have been several LGPS rule amendments over a period of years in respect of cars provided to employees by local government employers. We understand that a number of local government employees are currently provided with a car (or car allowance) in addition to their basic pay entitlement.  Only where these employees qualified for a car pre 31 December 1992, or for a cash for car allowance immediately prior to the 1995 regulations, do regulations 13(8)(a) and (b) of the LGPS Regulations 1997 provide for them to be pensionable.

Many local government employees have historically been provided with a car because of their status rather than as a result of a business need. Accordingly most employees who do need to undertake business travel find it necessary to use their own vehicle for this purpose. In certain cases employees receive an essential user allowance as well as business mileage reimbursement. 

However, there is currently no control over the level of Co2 emissions produced by these privately owned cars. In addition the requirement of local government employers to implement procedures to manage their exposure to potential corporate manslaughter claims, including checking the condition of vehicles and the validity of employee insurance arrangements, are onerous and may not be adequate in all cases. By offering the salary sacrifice facility for all staff to access low Co2 efficient vehicles that are insured and repaired, not only are employers better able to meet their environmental and health and safety obligations (where a car is used for occasional business journeys) they also encourage socially responsible family travel through the provision of a valuable and tax efficient benefit. 

You will be aware that a number of initiatives have been introduced to promote the use of more modern Co2 efficient cars - most recently the scrappage scheme. Since 2002, however, there has been a succession of tax measures to reduce the personal income tax costs of drivers who are provided with more environmentally friendly vehicles by their employer. Rather than increase employment costs by providing vehicles as an additional element of the reward package, salary sacrifice has been introduced by employers (initially in the private sector) to facilitate the provision of low Co2 emission lease cars to their employees. For example, PwC offer the opportunity for any member of staff to access a car via its flexible benefits scheme. Similar facilities are increasingly being introduced in the public sector, with a number of NHS Trusts and Universities in particular offering cars via salary sacrifice to their staff. 

We therefore request that the principles applied under Benefits Regulation 4(3) / 4(1)(b) be applied to the definition of pensionable pay (i.e. to incorporate the use of an employee's pre sacrifice pay ) where an LGPS employee has agreed to reduce their basic pay and receive an employer provided car as part of a change to their terms and conditions of employment and this has been specified in the employee's contract as being a pensionable emolument. 

Subsistence payments

A more recent development in employee reward has been the introduction of new procedures by HM Revenue & Customs (HMRC) from April 2009 to provide tax relief on subsistence payments paid to site based and itinerant employees. Where employees meet the conditions and relevant criteria prescribed by HMRC they can receive a daily tax and National Insurance free payment of £5 or £10 depending on the length of time involved.

It has been a long established principle of tax law that employees who are site based or itinerant have been able to claim tax relief in respect of the additional expenses they incur in paying for their subsistence (i.e. meals). In practice few employees actually claim tax relief on these expenses unless their employer has made special arrangements on their behalf with HMRC. As a result there has been inconsistent treatment across different sectors and with different tax offices. The HMRC changes are intended to create a level playing field for all employers and their employees. 

Within local government the tendency has been to reimburse employees for irregular subsistence expenses – i.e. where employees are usually office based but occasionally need to go elsewhere on business. For relevant employees, site based and itinerant, no subsistence expenses have been paid by their employers and employees have not sought to claim tax relief for these expenses on their tax returns.

Particularly in the current economic climate, employers will not wish to increase their employment costs by providing subsistence payments (over and above basic pay) to employees who have a pattern of travel and expenses that meet the requirements of HMRC. However, in the experience of PwC, employers are keen to facilitate such arrangements on their employees' behalf via salary sacrifice. Accordingly employees are asked to agree to reduce their basic pay by an amount equivalent to the £5 / £10 per qualifying day and instead receive a tax / national insurance free subsistence payment. In these circumstances not only will income tax, employee and employer national insurance be saved on the salary foregone, but employees will not be required to make individual claims in respect of subsistence expenses on their tax returns and receipts need not be retained by the employee or employer. 

As outlined above, the provision of this benefit (being taxable but nil tax payable because of enabling tax legislation) meets the general provisions of Benefits Regulation 4(3). However, the provisions of Benefits Regulation 4(2)(b) specify that subsistence payments do not constitute pensionable pay. Accordingly we request that where subsistence payments are provided to employees via salary sacrifice (i.e. as a replacement for part of, and not as a supplement to, their normal base pay) the position is clarified in order to allow pensionable pay to be determined by the employees' pre-sacrifice pay, where this has been specified in an employee's contract as being a pensionable emolument.

Overall

We recognise that there is an increasing drive within local government to offer more flexibility in employee reward in order to compete with the private sector and the rest of the public sector for the best talent and to take advantage of tax reliefs and allowances to save employers and employees money. We are also aware that LGPS is anxious to protect the manner in which pension benefits are computed and funded.

By amending or clarifying the interpretation of LGPS rules to accommodate wider flexibility in the manner outlined above, employers will have the opportunity to consider implementing these arrangements in the light of their local requirements whilst ensuring the funding and benefit provision of LGPS is not adversely impacted.
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