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INTERNATIONAL EMPLOYEE BENEFITS ASSOCIATION

IEBA is the world's leading association providing education, information and professional development
opportunities in the constantly evolving world of International Employee Benefits.Working with the Pensions
Management Institute, IEBA runs a Diploma in International Employee Benefits, to meet the professional needs
of individuals working for consultancies, insurance companies, and pensions/benefits/reward departments of
employers around the world.

IEBA was set up to promote increased knowledge and professionalism amongst those involved with
international employee benefits. In addition to the establishment of the Diploma, its objectives are to facilitate
the exchange of information between IEBA members on matters relating to international employee benefits;
to take any appropriate collective action on international employee benefit matters; and to maintain liaison and
exchange views and information with other organisations in the same field. Membership of IEBA is open to
anyone with an interest in international employee benefits, regardless of country of residence. The Association
now has over 800 members, and has local branches organising IEBA meetings in 9 countries.
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INTERNATIONAL 1: FOUNDATION IN INTERNATIONAL EMPLOYEE BENEFITS
FOREWORD

PMI was formed in 1976 to promote professionalism amongst those working in the field of pensions. Today,
we are acknowledged as the institute for pensions professionals. We have developed study and examination
facilities leading to a nationally recognised qualification —the Advanced Diploma in Retirement Provision.This
embraces all aspects of law and practice relating to the management of workplace pension arrangements. The
Advanced Diploma is a comprehensive and in-depth qualification for retirement benefit professionals. It is the
qualification component for Associateship (APMI) of the Pensions Management Institute (PMI).

The structure of the Advanced Diploma was comprehensively revised for first examination in 2016. This
revision was to ensure that the syllabuses were up to date and the qualification continues to meet the needs of
users. The Advanced Diploma framework comprises five core units and seven specialist units. To complete the
Advanced Diploma students will need to complete eight units as set out below.

The foundation of the qualification is formed of four core units. These compulsory units cover all aspects of
retirement provision in the UK, including regulation, administration, financing and investment. There is an
additional option covering international employee benefits. The core units are assessed by a two hour
examination. The core units are then followed by specialist units. Students choose either, or both, of the Tier
1 specialist units - Defined Benefit Arrangements or Defined Contribution Arrangements as most appropriate
for them. Depending whether both or just one of the Tier 1 specialist units are selected either one or two
further specialist units can be selected from the Tier 2 specialist options including Reward, Retail Pensions or
International Employee Benefits. These choices allow the students to select those areas that best fit their current
work or future career aspirations. Finally the Professionalism and Governance Unit must be completed by all
Students. All of the specialist units are assessed by 3 hour written examinations.

There are several Diploma level qualifications comprised of units from within the structure of the Advanced
Diploma for those who do not want or need to complete the Advanced Diploma. These have also been revised
as part of the changes to the Advanced Diploma.

The Diploma in Retirement Provision (DRP) includes all four UK focussed core units and either of the Tier
1 specialist units (Defined Benefit Arrangements or Defined Contribution Arrangements). The DRP would be
completed by all those who proceed to complete the Advanced Diploma.

The Diploma in Employee Benefits and Retirement Savings (DEBRS) is ideal for those who need to
understand pensions in the wider savings and employee benefits context, and consists of two of the core units
and the Tier 2 specialist Reward unit.

The Diploma in Regulated Retirement Advice (DRRA) consists of two Tier 2 specialist units: Taxation, Retail
Investment and Pensions; and Retail Advice and Regulation. It is an appropriate qualification for the FCA
regulated activity “Advising on Packaged Products” which includes pensions and retirement planning and
advising on pensions transfers.

The Diploma in International Employee Benefits (DipIEB) consists of the two internationally focussed units:
the Foundation in International Employee Benefits core unit and the Tier 2 specialist unit - Managing
International Employee Benefits. These units have been developed in partnership between PMI and the
International Employee Benefits Association.

Those who wish to complete the Advanced Diploma can opt to take the units that comprise the DRP, DEBRS,
DRRA and/or DiplEB on the way to becoming Associate Members of PMI. Alternatively, those who only
wish to sit those Diplomas can become Diploma Members of PMI on completion.
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INTERNATIONAL 1: FOUNDATION IN INTERNATIONAL EMPLOYEE BENEFITS
FOREWORD

There are many benefits to be gained from studying for, and attaining, these qualifications. These include the
body of knowledge and understanding gained and its application to practical situations, a demonstrated
commitment to learning and development, and enhanced status, confidence and opportunities for career
progression.

Undertaking this rigorous professional qualification places demands on students and we are committed to
supporting studies with quality learning provision. Under the banner “Shaping the pensions professionals of
tomorrow” we are delighted to be working with some of the UK’s leading companies and firms within the
pensions industry who have taken on the role of study support partners. In each unit the study material
comprises a study manual and access to a web-based distance-learning course designed to prepare students for
the examinations.

International 1: Foundation in International Employee Benefits seeks to provide an introduction to the

following issues:

e The different employee benefits in an international context and the different ways these are designed,
delivered, funded, communicated and administered around the world
The respective roles of stakeholders involved in the provision of international employee benefits
Pensions and employee benefit provision in France, Germany, Japan, the Netherlands, the UK, the USA and
Switzerland and a regional overview of Europe and North America to highlight the different practices of
employee benefit provision

e The legal and regulatory influences of the European Union on pensions/employee benefit design and
financing

PMI is delighted to be working with the International Employee Benefits Association as the study support
partner for International 1.

Further details on the other units that comprise the Advanced Diploma and the work of the PMI can be found
on the website. We hope you will enjoy studying for the Advanced Diploma. We welcome feedback and this
should be directed to the Qualifications Department at PMI, e-mail: qualifications@pensions-pmi.org.uk
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INTERNATIONAL 1: FOUNDATION IN INTERNATIONAL EMPLOYEE BENEFITS
PREFACE

This manual is based on the syllabus for International 1: Foundation in International Employee Benefits. It has
been designed so that the structure and content of the course are accessible, logical and easy to follow. The
material is revised every year and we welcome comments and suggestions for improvement.

We have aimed to set out the material in an order which makes understanding easy and starts with an
introduction to international employee benefits followed by more in-depth technical and country coverage.
Although we aim to cover the subject in some depth, more detailed information to back up the material can
be found in the public domain. The aim of the material is to provide an overview and explain the key issues,
not to cover all items. The examination, however, is based on the syllabus and the contents of this study manual.

This manual contains the study material for International 1 and is assessed by an examination in April and
October of each year.The second part of the Diploma in International Employee Benefits is contained in the
study manual for International 2 which is examined in April each year. Although it is not compulsory to
complete International 1 before International 2, we do recommend that students cover International 1 before
International 2 as the latter does lead on from International 1 and assumes a certain minimum level of
understanding. However, it is not necessary to have passed International 1 before attempting International 2.

Although the manual is aimed at students studying towards the International 1 examination, it is also useful
general reference material for those new to the profession, those moving from the domestic to international
employee benefit world or simply those looking for refresher material.

The material in this manual is set out as follows:

Part 1 provides an introduction to the course material. We discuss the importance of International Employee
Benefit provision in a total reward context. For example: Why are international employee benefits provided
when salary and bonus would seem an easier and more flexible tool? We then discuss some principles of benefit
provision followed by an overview of the costs and benefits of provision.We finish this section — like all others
— with a series of self-test questions.

Part 2 provides a detailed overview of the different types of employee benefits including retirement, share plans
and risk benefits. What are typically the benefits provided by employers? How are they financed and funded
and who actually delivers the benefit? What are the legal and tax constraints which impact on the level and
nature of provision? The aim of this section is to clarify the main features of benefit provision and provide an
indication of why benefits are provided and the key challenges in managing and administering them.

Part 3 details the role of the various stakeholders involved in the design, delivery, management, financing,
monitoring and regulation of employee benefit provision.What does each party do and how do local roles differ
from global ones?

Part 4 provides country profiles of France, UK, Germany, US, Switzerland, Netherlands and Japan plus a
roundup of other countries in North America and Europe to highlight retirement and benefit provision in the
two regions.

Finally, Part 5 covers the background and role of the European Union in benefit provision. What legislation
impacts on benefit provision and how has the EU put in place measures to encourage and facilitate cross border
working and employee mobility?
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INTERNATIONAL 1: FOUNDATION IN INTERNATIONAL EMPLOYEE BENEFITS
SYLLABUS

Aim:

To provide an introduction to the following issues:

e The different employee benefits in an international context and the different ways these are designed,
delivered, funded, communicated and administered around the world

* The respective roles of stakeholders involved in the provision of international employee benefits

e Pensions and employee benefit provision in France, Germany, Japan, the Netherlands, the UK, the USA
and Switzerland and a regional overview of Europe and North America to highlight the different
practices of employee benefit provision

e The legal and regulatory influences of the European Union on pensions/employee benefit design and
financing

1. outline the role of pensions and employee benefits as a key element in total remuneration
analyse the different elements of reward and how these motivate employees
explain the role of employee benefits in relation to compensation and relational rewards

2. explain the importance of pensions and employee benefits globally
analyse the reasons why pensions and employee benefits are provided and how these motivations change by country
explain the general financial implications of pensions and employee benefit provision

3. demonstrate an understanding of the main employee benefits and the factors influencing the provision
of each of them
analyse each of the following:
e pensions/retirement benefits
e deathand disability benefits
e post and pre-retirement medical and health benefits
e other long-service and post-employment plans
e savings plans
e share plans
e other benefit-related topics including flexible benefit platforms, wellbeing/wellness and company cars

4. explain the background to pensions and employee benefit provision and describe the different elements
of provision
analyse each of the following:
e design
delivery
funding and financing
administration
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SYLLABUS

5. explain and distinguish the roles of different parties involved in the provision of pensions and employee
benefits
analyse the roles of each of the following:

employees

other beneficiaries

international employee benefits managers

corporate HR, finance and risk functions

employee representatives, e.g. works councils, trade unions,
trustees/fiduciaries

local actuaries

local regulators

vendors, including global custodians, investment managers and insurance company/multinational pooling
secretariat

advisers

international benefits consultants

6. describe the typical pensions and employee benefit practice and environment and outline the factors
influencing pension/benefit design in the selected countries and regions
explain each of the following:

economic and employment background

social security benefits and financing

compulsory benefits and voluntary plans

delivery of benefits

funding and financing of benefits including investment of plan assets
regulatory and tax framework

administration of benefits

Syllabus
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PART 1 OVERVIEW OF INTERNATIONAL EMPLOYEE BENEFITS
CHAPTER 1

INTRODUCTION

This Part provides an overview and introduction to international employee benefits. Initially, we put their
provision in a wider total reward context and cover the reasons why they are provided.The Part then covers the
importance of benefits and typical costs of provision plus the challenges in managing and administering benefits.
This Part acts as an introduction to the course material. It consists of a single Chapter.

11  EMPLOYEE BENEFITS IN A TOTAL REWARD CONTEXT

Each company or organisation has a corporate strategy which will set out the broad lines on how the company
should operate to meet its objectives. In order to achieve the business objectives set out in this strategy, the
employment objectives will need to be consistent with this strategy.To achieve these employment objectives, a
company will provide a series of benefits in order to attract, motivate and retain the employees essential to their
business. Along with salary, employee benefits provide a crucial element of this ‘reward package’.

Business
Strategy. How Employment
Corporate Strategy. What do we secure Objectives. ’!’o meet
‘ , ¢ and maintain a corporate objectives,
business should we be in i3
competitive what people do we
and why?
advantage need and what do we
within our need them to do ?
sector?
. J
Total Reward consists of : HR Strategies.
. What are the
Cash Compensation. Salary and bonuses. Rt Sk reward
Employee Benefits. Pension, medical, . policies needed
death benefits, share plans etc to ensure
employment
Relational Returns. Status, job security, objectives are
__learning opportunities, promotions etc met?

Although employee benefits are only one element of the reward package, they are an important, and often
expensive, part that needs to be managed. But when we consider employee benefit provision, we do need to
take into account the other elements of total reward as highlighted above.The important issue is to provide total
rewards that meet your employment objectives; each element does not in itself need to do this but the overall
package must do if corporate and business objectives are to be met.

Differences between compensation and benefits

There are a number of fundamental differences between compensation / salary and employee benefits.

e Salary is immediate and payable in cash. In many countries, there are minimum pay requirements or
nationally bargained salary rates. Some employee benefit provision may be compulsory but mandatory
employer-provided retirement benefits, for example, is still not widespread.
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e Bonuses tend to be a flexible way of rewarding employees; payable when the company or individual (or
both) perform well. Although cash-based, they are typically determined annually so can be removed or
reduced when finances are less healthy. Employee benefits, on the other hand, tend to be longer term
commitments and meet a specific need of the employee.As they have been promised as to a specific amount,
removing or reducing them can be more difficult.

* Employee benefits tend to be more tax effective than salary.

e Salaries are easier to compare than employee benefits; indeed, employees have difficulties putting a value on
the employee benefits provided to them.This is often due to the fact that employee benefits are only payable
on the occurrence of a certain event (e.g. death or disability).

What is the definition of employee benefits? There are several interpretations but we normally consider employee
benefits as rewards provided to an employee that have a measurable financial value but that are not salary and
bonus. Another way of looking at this is that employee benefits are rewards with a financial value but that are:

* Benefits in kind (e.g. provision of medical services)

* Dependent on an event (e.g. life insurance, long service awards severance benefits or retirement benefits)

In practice, there are grey areas — is EUR100 paid towards a travel season ticket additional salary or a benefit? —
but, for the majority of benefits including the most valuable ones, this definition holds true.

Motivation

Each employee is motivated at work by different factors. For some, an interesting and challenging job motivates
more than simply the salary received. For others, a flexible work environment or long holidays are what count.
For those with families, retirement benefits and life insurance may be considered the most important element.
The skill of the benefit manager is to set an employee benefit package which motivates employees and, at the
same time, meets cost constraints, legal requirements and, broadly, delivers it tax efficiently.

12 WHY PROVIDE EMPLOYEE BENEFITS?

Why are employee benefits provided by companies and organisations? Why not simply provide additional salary
to employees? We touched on some of the reasons why employee benefits are provided above. We set out in
more detail below the key factors influencing choice and level of provision.

121 To Meet Employment Objectives

Employee benefits are an effective tool to meeting employment objectives. The skill of the benefit manager is
in knowing what impact benefits have on motivating employees compared to other Total Reward elements, how
to target benefits effectively, and how not to over-provide. Employment objectives vary by situation and can be
categorised into four groups:

e Recruitment: employee benefits help attract key employees

e Reward: benefits can reward employees (e.g. for long service)

* Retention: benefits can be an effective retention tool (e.g. defined benefit pension plans)

* Release /Redundancy: benefits can facilitate manpower planning, e.g. through early retirement or redundancy

12 Indirect Reasons

Although employee benefits are an effective employment tool, there is another reason why benefits are provided —

because the company has to. We label these “indirect reasons”. In fact, they are constraints that push or require

companies to provide benefits that, on their own, are not necessarily in line with their employees’ needs. These include:

e Legal requirement: a State may insist that the employer provides a certain benefit (e.g. maternity pay, holidays
or pension) as well as establish the minimum benefit level that needs to be provided.
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= Paternalistic or ‘legacy’ reasons: traditionally, a company may have provided benefits as it wanted to be seen as a
good employer; it may have acquired companies with such a philosophy. Even though the culture of the company
may have changed, it may prove difficult to reduce benefit provision, particularly in respect of existing employees.

e Taxincentives: probably the key driver of voluntary provision. Put simply these make it cheaper to provide
an additional Euro in the form of employee benefits than an additional Euro of salary.These incentives may
occur at the time of financing the benefits (payment of employer and/or employee contributions), during
the accumulation of funds (special treatment of investment income or capital gains), or at the time benefit
payments are made (reduced tax, tax free lump sum).

e Competition: if competitors are providing benefits, there will be pressure on the organisation to provide
similar levels of benefits.

* Reputational Reasons: linked to the paternalistic factor above, employers may want to avoid the risk to
reputation of providing inadequate employee benefits to their workforce. For example, where an employee
dies and there are no death benefits for the spouse and orphans, there may be considerable moral pressure
to make some ad hoc provision. Similarly, long-service employees reaching retirement age with no savings
may present a challenge to the employer. Left to their own devices, most individuals under insure and fail
to save adequately; the employer may feel it needs to fill the gap.

These factors vary considerably by the type of business, the type of employee, and the country in question. In
addition, these parameters change over time: a company may change its business strategy; an employee’s reward
preferences change over the career or the company’s age and service profile will evolve; at the same time,
legislation and favourable tax rules in a country have the habit of being revised or even scrapped. In addition,
for each employee benefit, these factors will have different weights in the cost/value balance; for example, some
benefits may be less tax efficient but are more effective at motivating employees.

13 COSTS AND CONSTRAINTS OF BENEFIT PROVISION

How much do employee benefits cost to provide and what other constraints may apply? Clearly, the cost
depends on the type and level of benefits provided and whether there are tax incentives or government financial
support to do so. A general rule of thumb is that employee benefits may cost between 10% and 30% of salary
(in addition to social security costs); as we will see in the individual country sections, financial commitments
vary widely and can even double the cost of the salary of an employee when social security contributions and
holidays are included in the determination of their cost.

Despite the reasons to provide employment benefits listed previously, the benefit manager will frequently hear

the refrain from others that it is “easier to provide salary”. The reasons given may include:

e “Salary is more transparent” — it is clear the benefit an employee receives from an increase in salary; it is
often less easy identify the value of employee benefits.

* “Bonus rewards good performance; employee benefits cannot”

* “Employees love cash”

e “Salary is easy to administer”

® “Salary and bonus are more flexible”

The need to address these arguments is the role of the benefit manager. There are other management

implications of employee benefit provision including:

e Compliance and governance requirements — plans should comply with all legal and tax regulations and be
well run.

e Administration — benefits need to be efficiently administered and in the most cost-effective way.

= Communication — benefits need to be effectively communicated if their true value is to be appreciated by
employees.
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Risks need to be assessed and managed.
* The financial and accounting implications of benefit provision are significant.

Allthese responsibilities will require effective management of the benefit plans and the use of professional advice
where needed.

14 THE INTERNATIONAL ANGLE

As highlighted above, the importance and relevance of each of the reasons why benefits are provided and the
constraints and management requirements vary by country. In such a complex benefit provision environment,
the role of the international benefit manager will be challenging.

Managing international employee benefits is not simply about being aware of what is happening in each
territory. The international benefit manager will ensure that the corporate employee benefit strategy (as part of
the wider employment objectives of the employer) is applied and respected in each territory, this while taking
into account the local factors (such as tax rules, culture and market practice) which influence provision. For
example, what if the local market tradition is defined benefit pension provision but the company strategy says
that only defined contribution plans are allowed? The key roles and responsibilities of the international benefit
manager include ensuring that governance guidelines are respected, economies of scale are secured, and that the
financial and risk implications of provision are known and managed. More detail on the role of an international
benefit manager is set out in Part 3 Chapter 1.

Summary

This Chapter has attempted to define employee benefits, set out the reasons why benefits are provided as
well as the challenges of providing them and touching on the international aspects of provision.The reasons
why benefits need to be provided are constantly changing (changes in legislation, market positioning, costs
and so on) as are the constraints (e.g. changes in accounting standards, reduction in tax incentives and State
benefits). In order to maintain the effectiveness of benefit provision, ongoing management of benefit
provision is required — looking not only at the design and level of benefits, but how they are financed and
funded as well as administered and communicated to employees and beneficiaries.

The remainder of this material will set out in more detail various aspects of provision touched on in
this Part. In Part 2, we detail the different types of benefit provision followed by the role of each
stakeholder in Part 3. Part 4 highlights some of these issues in selected countries and Part 5 looks at
the impact of the European Union in benefit provision.

Self Test Questions

* What is total reward?
= What is the difference between compensation and benefits?
= \Why might a company provide employee benefits?
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This Part details the characteristics of the main employee benefits provided by employers.

Each employee benefit responds to an employee need in a different way. If properly designed and communicated,
it can therefore be used as an effective recruitment or retention tool. At the same time, employer choice on
benefits to provide and their level will also be determined by what is tax effective and easy to provide and
administer. Regulation will also play a role: in some countries, provision of a certain benefit is compulsory; in
most countries, provision of specific benefits must follow basic rules. Employers will also look at what
competitors are doing, but also want to have benefits that are consistent with their corporate objectives, culture
(e.g. more individually-focused benefits vs. group benefits), and make-up of their workforce (age, service,
mobility, etc.).

The benefits highlighted in this Part are selected for their importance for the employer in terms of costs, meeting
employment objectives, and challenges in the management and delivery of benefits. They are the most common
benefits provided although their relative importance will vary by country and region.

Many of the challenges for international benefit managers highlighted in this Part relate to the following issues:
* Financing and funding benefits

e Making benefits attractive to employees

e Administering benefits

e Managing the risks and challenges associated with benefit provision

This Part consists of seven Chapters
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INTRODUCTION

Retirement benefits are the most costly and, arguably, the most complex of employee benefits to provide.
Despite the attempts to standardise benefit provision through global benefit strategies, variations by country are
large, reflecting different tax, legal and cultural differences. Accounting standards, globalisation, and tougher
governance requirements have increased the attention on retirement benefits and their costs. This Chapter looks
at the principles behind retirement provision and the key retirement issues a benefit manager will face.

11 INTRODUCTION AND DEFINITION OF BENEFIT

Retirement benefits can be defined as a benefit payable when an employee leaves service of an organisation due
to age. Typically, both State Social Security systems and occupational retirement plans have a standard retirement
age (‘Normal Retirement Age’ — NRA) from when the standard retirement benefit is paid. Normally, social
security (as set by the State) and occupational retirement plans (as set by the employer) would have the same
retirementage, but, especially as Social Security retirementagesare increased, differences do exist. Planstypically
also allow payment of benefits either before or after the standard NRA, normally with reduction of benefit for
the former and increase in benefit for the latter. Retirement benefits can be paid in lump sum form (i.e. a one-
off cash payment at date of retirement), income drawdown or a series of lump sum, or in pension/annuity form
(periodic payments of benefits for life or over a specified length of time, ), or a combination of these options.

12 FORMS AND TYPES OF BENEFIT PROVISION

There are two main types of retirement provision; Defined Benefit (DB) and Defined Contribution (DC). The
fundamental difference between the two types of provision is that at retirement, under a DB plan, the benefit
payable will be determined according to a pre-determined formula and is, therefore, guaranteed. Under DC
plans, benefits depend on the contributions paid into a pension fund and the investment return on these
contributions.There is no guaranteed level of benefit at retirement for a DC plan.

121 Defined Benefit Plans
DB Plans provide a benefit at retirement according to a pre-determined formula or benefit rule which sets out
the level of benefit to be paid.

Examples of a DB Plan include:

a.  Lump sum benefit of 1 times monthly salary at retirement for each year of service. The benefit is paid at
normal retirement age.

b. Pension annuity of 1.5% of final salary per year of service payable at normal retirement age (i.e. 60% of final
salary after a 40 year career).

c. A lump sum of EUR 100,000 payable at normal retirement age.

d. A monthly benefit of USD 20 per year of service payable at retirement age.

In DB plans, the formula which determines the level of benefits paid generally includes the length of service
and the salary at or near retirement (see examples a and b above). Other DB plan structures can include a simple
lump sum benefit which is not related to salary or service or plans which depend on service but not salary (such
as example d. above which is known as a ‘Taft Hartley’ plan and was traditionally common for ‘blue collar’
workers in manufacturing companies in the USA). The percentage amount in example b. above — 1.5% - is
known as the “accrual rate”.
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1.22 Defined Benefit (DB) Plan Features

Plan Design

The form of DB provision depends on a number of factors.Although a global benefit strategy will set down the
guidelines for retirement provision, the major influences on plan design are local:

e Local culture and tradition — what are the expectations of employees?

* Taxation — what level of benefit provision is tax-efficient for the employer and the employee?

* Regulation — are there minimum requirements to meet or benefit features that must be included?

e Competition — what are other companies providing?

* Other benefit provision — does Social Security provide a good level of benefit?

The first DB plans were based on the assumption that an employee was likely to spend his or her full career with the
same employer. At the same time, it was felt that a married couple required around 60% to 70% of the working
partner’s final salary in order to enjoy the same standard of living in retirement as they had when working.This led
to many plans targeting this level of benefit using a benefit formula similar to example b. above with benefit accrual
of around 1.5% to 2% per year of service (assuming a working career with the sponsoring employer of 30 to 40 years).

Integration with State Provision

In principle, target-based retirement plan should take into account benefits provided from other sources.

Benefits in such plans, therefore, are typically reduced if Social Security benefits in that country are generous to

ensure that the employer is not “overproviding” in relation to that lifestyle protection target. There are a number

of ways of taking into account State and other compulsory benefits:

* The employer targets a total benefit promise at retirement inclusive of assumed Social Security benefits.
When company retirement plan benefits are paid, a State benefits deduction is made from the calculation of
how much benefits are paid out by the company plan.

* Pensionable Salary is reduced from actual salary to take into account the part of income that will be ‘covered’
by Social Security.

e An approximate reduction in benefit amount payable is made to implicitly take into account benefits from
Social Security (e.g. reduction in accrual rate).

Example: An employee earns EUR 50,000 per annum and has worked a full 40 year career. The
company wishes to provide a target benefit of 60% of final salary, including retirement benefits payable
from Social Security which amount to EUR 10,000 per annum. If the company wishes to design a plan
on these lines, it has three broad options:

1. The company adjusts its benefit formula to ([1.5% X salary x service] — benefits payable from Social
Security). It pays out EUR 20,000 in pension which together with the EUR 10,000 per annum from
Social Security make up the target benefit of 60% of final salary.

2. The company defines pensionable salary as salary less 1.5 times Social Security pension.The company
pension fund pays out a pension of EUR 21,000 (60% of EUR 35,000)

3. The company reduces the accrual rate to 1%. Indirectly taking into account benefits from Social
Security. It pays out 40% of final salary (EUR 20,000) leaving the other EUR 10,000 from Social
Security to make up the target benefit to 60%.

1.23 Defined Contribution (DC) Plans

Ina DC plan, contributions are paid at a set rate - normally expressed as a percentage of plan members’ salary - by the
sponsoring employer or the member or both. The contributions are allocated to individual members’ accounts.A range
of investment funds is often offered to members to select where they want these contributions to be invested. However,
this does vary by country; in some territories, the employer will make the investment choice (e.g. in Spain).
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The benefits provided at retirement depend upon:

® The level of contributions paid by member and employer PLUS
* The investment return earned on these contributions LESS

* Any charges and expenses

At retirement, depending on local legislation, benefits are taken in pension or annuity, cash lump sum , income
drawdown or a series of lump sum or a mixture of these. If part or all of the benefit is taken in pension or
annuity form, a member’s pension will also depend on the level of annuity rates - or ‘conversion rate’ of their
accumulated fund to a pension payment- existing at retirement.

1.2.4  Benefit Levels

Some defined contribution plans have been designed with a “target benefit” level in mind, with the rate of
contributions being set accordingly. Such a target might be to provide, for example, a pension of 50% of salary at
retirement after 30 years of pensionable service.The contribution rates are then set to target this provision, based
on an assumed rate of return on the pension fund account and other assumptions such as future increases in salary.
The key feature of DC plans is that there is no guarantee that members will receive the target level of benefit.

Contribution rates payable by the employer and employee are set out in the plan rules. Some plans have an age-
related scale of contributions, with the employer paying higher levels of contributions on behalf of older
employees. This allows for the fact that contributions paid nearer to retirement typically buy less pension than
contributions paid earlier, because those paid later have less time to earn investment returns. Such a benefit
structure can also act as a more effective retention tool. Other plans may vary pension contributions according
to the category of employee or the number of years of service. Another approach is ‘matching’, where the
employer contribution depends on the contribution the employee makes. For example, in a simple structure, the
employer may match on a 1:1 basis the contribution paid by the employee up to, say, a maximum of 6%.

1.25 Difference Between DB and DC Plans

The key difference between the two types of benefit provision is which party takes on the risk. Under a DB

plan, the employer takes on the following risks:

e Poor investment returns means that there is not enough money to meet the benefit obligation

® Pensioners, as a group, live longer than expected in cases where a pension is paid (this risk does not exist if
a lump sum is paid at retirement date)

e Other experience is less favourable than expected (e.g. salaries increase more than assumed or fewerpeople
leave the company than expected in case of a non-vested DB plan)

In such situations, the employer may have to put more money into the plan.

Under a defined contribution arrangement, most or all of the risks are borne by the plan members or, alternatively,
where a benefit/guarantee is being purchased, by the insurer. If investments underperform or the cost of annuities
increases, the plan member will receive a lower pension than might otherwise have been available (unless this risk
is carried by the insurance company). However, the company itself does not have to top up the benefit.

A number of ‘hybrid” plans have arisen which attempt to balance the risk between the two parties — they are,
typically, structured as a sort of DC plan with some elements of guarantee. A current popular choice is the Cash
Balance plan. This operates on a basis similar to DC plans having individual accounts which grow with
investment return, but there is typically a requirement that a minimum rate of return be credited to the account
(e.g. a guarantee that the account balance will never decrease or that there will always be at least a minimum
2% return). For accounting purposes, these plans are accounted for on a DB basis.
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In the last 20 years, there has been a large move to provision of retirement benefits on a DC basis where
legislation allows. This is due to the desire of companies to reduce the financial risks attached, as a reaction to
the requirements of international Accounting Standards, to control, if not reduce, retirement costs, and to design
retirement plans seen as more appropriate for employees who are likely to change employer more frequently.
More details on trends in retirement benefits are set out in study manual for International 2 as well as in the
individual country Chapters.

1.2.6  Other Benefit Features

* Pensionincreases are sometimes granted on pensions once in payment.These may be automatically awarded
(up to a limit) or granted on a discretionary basis.

e On death of the member, pension plan benefits typically pay a spouse’s pension (normally at the rate of 50%
to 60% of the member’s pension) to the widow or widower until their death.

e Children’s benefits may also be payable to children aged under a certain age at time of death of the member.

e |t may be possible to take the retirement benefits before the NRA — in this case, the amount paid will be
reduced.

1.2.7 Summary of the Advantages and Disadvantages of DB compared to DC Plans

Advantages Disadvantages
Employee Employer Employee Employer
Understandable what you Can be good Inflexible (for short careers)  Investment risk
get at retirement retention/recruitment tool
Level of guarantee Employee less easily “Doesn’t reward me” Mortality risk
valuable disappointed with end result

Benefit consistent with ~ ‘Cheaper’ than equivalent Unclear what benefit you  Expensive and not

actual needs DC Plans get if you leave early valued anyway
Typically generous It’s the employer’s role | don’t have any say (no I am not a pension
to take risk;employer of investment choice; no fund; I am a
choice; paternalistic contribution choice) company

13 BENEFIT DELIVERY

Benefit design reflects the benefits promised to employees and pensioners. The delivery of benefits is how this
benefit is actually provided to members. There are a number of options:

i.  Own retirement plan (‘Self-administration’)

ii. Insured arrangements

iii. Multi-employer arrangements

iv. Non-funded approaches (see below)

The choice of financing vehicle will depend on company-specific factors (e.g. size, industry), local factors (e.g.
legislation, availability of vehicles), and global policy as well as the benefit design itself. More details on funding
of retirement benefits are set out in the study manual for International 2.
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14 FINANCING AND FUNDING

Under a DB plan, the employer guarantees that the amount paid at retirement is as set out in the formula under
the plan rules. When an employee reaches retirement age (or other age at which they have rights to benefit),
the retirement plan must ensure that there are sufficient financial resources to actually pay the benefit, be it a
lump sum or pension amount. How they do this can be defined as the Financing Policy.

Unfunded Approaches

In some countries (e.g. Germany), retirement and other plan benefits may not be funded — i.e. no pool of assets

is built-up to ‘back’ the benefit promise. There are two main forms under this approach:

a. Pay-as-you-Go. This simply means that the pension benefits are paid from the cash flow of the
organisation when they fall due.

b. Book Reserves. Although benefit promises are not externally funded, a reserving item is set up in
company accounts to reflect the company’s future retirement obligations. This method of financing
retirement benefits is very common in Germany and for some plans in the US and Japan.

There are a number of reasons why benefits may not be funded. An organisation may not fund benefits if it is
a small company with limited cash resources or if funding vehicles do not exist in the country in question. Most
State retirement systems do not fund retirement benefits; it is generally assumed they will honour their
commitments. In some countries, such as Germany, it was felt that financial resources were best kept inside the
company as working capital to fund business growth rather than being diverted externally in the form of
pension contributions to be invested by third parties. Finally, benefits may not be funded if there are a relatively
small number of individuals eligible for benefits or where the chance that a benefit will be paid out is low.
However, in many countries, employers may not have the choice to follow this approach; regulations or tax rules
may require or strongly incentivise them to fund their benefit promises.

Funding of Retirement Benefits

Typically, a pool of assets backing the benefit promises is built-up. This is becoming widespread because of the

following reasons:

e Assets built up in advance in a separate fund from the employer provides plan members with the security
that resources will be available to help meet the cost of benefits promised to them. The level of security
depends on the funding level of the plan as well as regulations governing the security of investments.

e Stability and Cash Flow. If benefits are not funded, they must be paid from company cash flow as they fall due.
This can lead to erratic cash outflow from year to year, which can cause financing problems for the organisation.

e Taxation. Tax relief and other fiscal incentives may be available on contributions made to externally-
funded arrangements.

= Accounting Practice. Benefit promises should be accounted for as the liability accrues and, therefore, the
expected cost of providing pensions should be charged against the employer’s profits over the period during
which the employer derives benefit from the employees’ service. In practice, this means that the company will
need to place a value on their benefit promises — a significant liability on their balance sheet. Without any
assets backing this liability, the accounts of the company will show this as what could be a significant ‘debt’.

Contributions

Benefits are typically financed on a ‘balance of cost’ basis; the employee pays a fixed percentage of salary and the
employer pays the additional contribution required to meet the cost of benefits promised. As the benefit paid
depends on a number of factors that are not certain (e.g. length of service, salary at retirement, etc.), the retirement
fund requires an actuarial valuation to recommend the rate of contribution that should be paid by the employer
and the current ‘Funding Level” of the plan — how assets compare to liabilities at any particulartime.
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15 GENERAL LEGAL AND REGULATORY ISSUES INCLUDING TAXATION

Given the importance of retirement plans, which can have assets in the billions of Euros (including employee
contributions), and the fact that they benefit from significant tax advantages in many countries, it is important
that they are properly regulated. Regulation varies by country although the European Union also sets out
certain minimum requirements which apply to retirement plans in the 28 Member States.

Typically, pension fund regulation applies to the following main areas:

e Status of retirement plan. Do retirement plans need to be separate entities from the parent company? If
so, what legal form do they take and by whom will they be regulated?

e  Minimum and maximum benefits. The State may require that a minimum level of benefit is paid to
ensure members receive adequate retirement benefits (e.g. in Switzerland, employers are required to provide
a minimum level of pension) or that maximum benefits are imposed to ensure that employers do not abuse
generous tax advantages.

e |Investment. Generally, regulations apply to the type of investment that is allowable, the concentration and
diversity of investments, a maximum level of self-investment (the proportion of plan assets that can be
invested in the sponsoring employer) and minimum rates of return that must be declared on members
accounts (e.g. Chile, Belgium).

e Retirement plan personnel — regulations may impose a certain minimum employee representation and
a minimum level of training for members of a supervisory board (e.g. Trustees in UK, Ireland).

e Disclosure of information to members — required elements and the frequency of its dissemination may
be set down in regulations.

e Account submission and disclosure of information to authorities relating to the benefits provided by
the plan.

e Funding adequacy — an actuarial report or valuation must be performed showing how assets that a
retirement plan holds compare with the benefit promises. Regulations may also set down the [actuarial]
method and basis [assumptions] used for these calculations.

Tax Treatment of Pension Plans
To encourage retirement provision in countries where such provision remains voluntary, states generally offer
tax incentives for those participating in and providing pension plans. These tend to apply during one or more
of the three phases of a pension plan financing:
. Contribution Payment.
a. Employer contributions:
i. Contributions may be paid from pre-tax income thereby providing tax relief.
ii. They will not be considered as a taxable benefit for employees.
iii. They will not be subject to Social Security contributions.
b. Employee contributions:
i. Contributions can be paid from pre-tax income (often described as being subject to ‘tax relief ).
ii. They will not be subject to Social Security contributions.
I. Fund roll-up / accumulation.
a. Plan assets may be exempt from capital taxes
b. Income on investments may be considered as exempt from income tax.
c. Capital gains realized within the fund may be exempt from income or capital gains tax.
I11. Benefit Payment Phase
a. Pension or annuity payments may be untaxed or taxed at a lower rate than other income, or granted
special deductions or credits
b. Lump sum benefits may be exempt from tax or subject to tax at a reduced rate. Lump sums received which
are then invested to provide pension may have any immediate tax liability excluded or deferred.
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It should be noted that there are limits on these tax incentives in almost all cases. In addition, tax exemption is
typically just on contributions and this is simply a deferral of tax until the benefits come into payment. However,
this is often considered a key advantage of approved retirement plans.

Benefit design is often based on an optimal use of tax incentives available in a country. Detailed tax information
is set out in each country Chapter (Part 4).

16 KEY ADMINISTRATION AND MANAGEMENT ISSUES

Key Administration Issues

Good administration of a retirement plan requires adequate systems for recordkeeping, calculating benefit
entitlements and tracking payments. These tasks are typically outsourced to third party advisers. Another
important aspect is good communication with retirement plan members and pensioners; this can be achieved
through clear and detailed benefit statements, internet-based tools, face-to-face meetings as well as telephone
access.

Key Management Issues

Management of a retirement plan has become increasingly complex but also more sophisticated over the last 20 years.
The current environment requires a continual assessment of risk and costs related to retirement benefit provision —
pressure for good management and corporate governance comes from regulators, investors, members and auditors.

The key areas of management are:

Compliance with national regulation

Actuarial issues and funding for DB Plans.
Accounting issues for DB plans

Managing retirement benefits and investment risk
Appointing third party advisers

Member communication

ok wnPE

At the international level, the challenge in respect of the global corporate benefit strategy is to establish
guidelines for retirement plan practice which bring the management of each country’s plans under a coherent
and consistent approach.

Summary

This Chapter has provided an overview of retirement benefits. This has included a description of the
different forms and types, the nature of the benefits provided and the ways they are funded. It
concluded with a summery of the key management and administration issues for retirement benefits.

Self Test Questions

What are the main types of retirement benefit?

What are the differences between DB and DC plans?
How can they integrate with State provision?

How are these benefits regulated?
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INTRODUCTION

Risk benefits provide financial protection against the hazards of life that interfere with earning capacity. They
protect employees, and their dependents, against loss of earnings or savings due to illness, accidental injury,
disability or death.

21 INTRODUCTION AND DEFINITION OF BENEFIT

Risk benefits protect the employee and dependents, as well as the employer, against the financial implications of

death, illness or disability of the employee. In this Chapter, we provide an overview of:

e Death Benefits —a lump sum or continuing income paid to specified dependents of the deceased

= Disability Benefits — a benefit payable on partial or total inability to continue working on the part of the
employee

* Medical Benefits — a benefit enabling provision of medical services to an employee (including possible
extension to dependents)

Note that post-retirement medical benefits are covered in Chapter 3.
22 FORMS AND TYPES OF BENEFIT PROVISION

One key difference between risk and retirement benefits is the contingent nature of the former. The benefit
paid out depends on an event taking place (e.g. death) and is not directly related to the premiums and
contributions paid by employer and employee. The aim is, above all, to provide a benefit which responds to
the need created by the event.

221 Death Benefits

Companies typically distinguish pre- and post-retirement death benefits as the needs in the two cases are
normally different. The different levels and forms of payment should depend on the need of the dependent,
but will also reflect the legal and tax environment in the country plus the level of death benefits provided by
the State. Benefit levels and structures grew up based on a traditional view of family structures and
employment patterns - the husband worked and the wife looked after the children at home. The death of the
male breadwinner, therefore, left the family with few resources; the role of a paternalistic employer was to
ensure that the family was supported. Changing lifestyle and employment profiles mean that many employees
are deferring marriage, may be having children later, and, may have a partner also with a career. Despite this,
the pattern of benefit provision has not changed greatly in many countries although, e.g., where benefits were
just payable to widows in the past, they are now provided to widowers as well.

Typical Practice on Death before Retirement

e Provision of lump sum and/or an income to the surviving spouse

e Children’s pensions also provided up to a certain age of the child (or linkage to educational status)
* Lump sum benefit is typically a multiple of the salary of the employee

Typical Practice on Death after Retirement

The needs of the surviving spouse are very different on death after retirement. A widow or widower aged 30
or 40 will typically have young children to look after and may have to give up a career to do so. A surviving
spouse aged 60 and above is unlikely to have the same responsibilities.
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In the past, patterns of work meant that a widow may not have built up a sufficient pension and a “spouse’s

pension” on death after retirement reflected this. Typically, a spouse received a benefit of:

* 50 to 60% of the member’s pension (e.g., if the man was receiving a pension of EUR 10,000 per annum, on death
of the member, the woman would receive a pension of EUR 5,000 to 6,000 per annum until her death)

* There may also have been children’s pensions in the unlikely event of children aged under 18 (or 25 in some cases).

Most plans have made little or no change to the provision of dependent benefits despite these changes in work
patterns and the recognition that many women have built up their own pension entitlement. However, it must
be acknowledged that women normally continue to accrue less benefit entitlement due to career breaks for
rearing children so any such changes may need further time to be recognized. Further, although in some States,
Social Security benefit systems are moving towards benefits based on individual entitlement, most continue to
have recognition of family-based entitlement to protect dependents.

The employer retirement benefit payable on death may be based on an accrued calculation (e.g. based on salary
and service at date of death even If not yet vested), a prospective calculation (e.g. a proportion of the pension
that the employee would have earned had he carried on working until retirement at the current salary), or,
particularly, if insured, as a percentage of the member’s salary at death (e.g. 30%).

Despite the move to Defined Contribution retirement provision, the death benefits provided through a
company retirement plan have generally remained ‘Defined Benefit’ in nature. This is mainly because the
benefit is supposed to respond to a need which is then defined as a lump sum amount or percentage of salary.
Although this poses challenges regarding the financing of such benefits, many employers choose to insure
these benefits.

There are complicating issues when retirement benefit can be taken as a lump sum — which raises the question
of whether it is necessary to maintain a spouse’s benefit in this case — and when the member has a choice of the
type of annuity that he or she can purchase at retirement with his accumulated savings and may elect to choose
a pension without a corresponding spouse’s pension.

222 Disability Benefits

Disability or Invalidity occurs when, following an accident or illness, an employee can no longer fulfil previous
work responsibilities; disability can include either physical or mental elements. The benefit paid out depends
on the degree of disability which is assessed, expressed as a percentage. The assessment may be that there is a
total inability to work (i.e. 100%, although often the margin between 67% or 70% is similarly treated) or
partial, where an individual can perform the same task as before but not to the same capacity or can perform
another task within the same organisation which may be at a lower salary.

A further part of the assessment is whether the disability is permanent or temporary. In the latter case, recovery
is expected and any regularly-paid benefit would cease. Even if disability has been assessed as permanent, the
payment may be conditional on regular re-assessment of the status. The modern trend is for the employer, or
more commonly an insurer, to be actively involved in the in recovery of the employee where feasible.

The setting of benefit levels on disability must respond to a need and, at the same time, encourage a return to work
where this is possible. In addition, as benefit levels depend on the degree of disability, judging the level of disability
is critical in determining the level of benefit to award. This is, by its nature, subjective and will change over time; the
involvement of a doctor is required and regular checks needed to assess the state of the employee. It should be noted
that, in many European countries, the initial assessment of degree of disability will be carried out by the State Social
Security agency; this may be determinative for insurers, or, at minimum, offer strong guidance. Companies will also
need to take into account any disability benefit paid by the State; historically, in many countries employers provided
a top-up to State disability benefits to a target level of replacement income. As governments reduce the level of
benefit provision, companies may be faced with increasing disability benefit costs.
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Benefit levels will therefore depend on the country in question, the level of State provision, and the tax and legal
framework as well as the nature of the disability. In some countries, State disability provision is means-tested (e.g.
Australia). The country Chapters set out examples of disability provision but typically benefit structure may
consist of the following elements:

e On total and permanent disability, an income replacement is typical. Many plans provide a disability benefit
equal to the death benefit (e.g., equal to the pension that the individual would have earned had he stayed
in service until retirement). Others may provide income replacement of 50% to 75% of salary (this may be
inclusive of benefits received from Social Security). There may be an enhancement in cases of severe
disability where constant care is required.

e On total but temporary disability, companies may provide a simple proportion of salary to the employee.
This tends to be around 50% to 75%; enough to ensure that the individual can meet living costs but low
enough to encourage a return to work.

e On partial disability, practice varies widely. Where permanent, a lump sum payment is often made. Where
temporary, an income payment during the recovery period may be available. In some countries, the
government sets minimum benefits that need to be provided by employers (e.g. 5 states in the USA mandate
short term disability pay by employers). For short term sickness, companies would typically provide salary
continuation.

223 Medical Benefits

Medical benefits include benefits or provision of medical services to an employee, possibly extended to
dependents. They can take many forms and depend on the culture and tax treatment in the country, as well as
the employee profile, expectations, and level of State provision. Benefits may include:

e Payment of part or all of medical expenses incurred by the employee

e Hospital surgical and accommodation benefits

e Arrangements with providers facilitating discounted costs or shorter waiting times

e Contribution to the medical insurance premium of the employee

e Various spouse or children benefits

Some of these benefits may be provided through flex benefit plans (e.g. dental). Some benefits are aimed at
maintaining the employee in good health such as free medical check-ups, stress counselling, and wellness benefits
aimed at a healthy lifestyle. These benefits are discussed in more detail in Chapter 7.

Due to the reduction in accessibility of State medical provision in some countries, many companies have taken
on at least some role in the provision of medical benefits, with the aim of getting the employee back to work as
soon as possible. In addition, in some countries (e.g. Switzerland), medical services is provided by the private
sector (financed by employer and/ or individual) with the State playing a minimal role. However, increasing
medical costs plus the ageing of the workforce in many countries mean that companies are faced with significant
year-on-year increases in their medical costs. Management of these benefits is becoming increasingly challenging.

23  BENEFIT DELIVERY

231  Death Benefits

Employers have the choice to self-insure (pay the benefit themselves from cash flow) or insure part or all of the
benefit with an insurer. Pre-retirement lump sum death benefits are typically insured with a provider. On the
death of the employee, the insurer pays the benefit directly to the beneficiary. For larger companies, which may
self-insure part or all of the benefit, the benefit is paid out of cash flow (either of the company or the pension
fund). For retirement benefits on death, these are harder to insure and the monthly payments may come directly
from the company or its retirement plan.
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232 Disability Benefits

As for death benefits, employers have the choice to self-insure (pay the benefit themselves) or insure part or all of
the benefit with an insurer. The benefit in the former will come from the company cash flow (either of the company
or its pension fund); in the latter, the insurer will pay directly. There are, however, a large number of administrative
and medical requirements in the assessment of the level of disability before any payment is made. For this reason,
most companies would insure the benefit to take advantage of these services provided by the insurer.

233 Medical Benefits

The delivery of this benefit very much depends on the nature of the benefit. The employee may receive the
medical service direct from the provider (doctor or medical clinic) pre-selected by employer or insurer or may
receive a financial allowance leaving the employee the role of choosing the medical provider him or herself.
Larger companies are likely to negotiate special terms with the medical service providers.

24 FINANCING AND FUNDING

Risk benefits are often insured wholly or partly with an insurer. The decision depends on the size of the
company, how risk averse it is, and what type of benefit is provided.

The risk management process underlying this choice involves three steps:

* ldentification of Risk — the employer will set out the financial implications of its risk benefits.

* Measurement and Assessment of Risk — the probability of the event occurring - or frequency - and
the size of the financial pay-out will be estimated

e Treatment of Risk — usually, through one of three methods; a reduction of the risk (e.g. through a change in

the benefit or through preventative measures), a transfer of risk, or financing (either self-insurance or insurance)

The decision on insuring the benefit will depend on the frequency of the event and the magnitude (i.e. level of
payment). Employers will aim to insure low frequency events (e.g. death and long-term disability) with a high financial
implication. High frequency events with low magnitude (such as short-term sickness) will typically be self-insured.

Where partial insurance is selected, there are a number of different products and parameter limits which could
be adopted, including Stop-Loss insurance (coverage against multiple claims) and Excess of Loss insurance
(coverage against large individual claims).

Approach Advantages Disadvantages When used

Self Insured Reduce costs: avoid margins| Employer takes all the risks | Predictable small and short
and insurer expenses term risks
Tax reasons Pension Funds with free
More appropriate for cash reserves for death and
flow benefits (eg disability disability

Cash flow benefits
Large companies

Full Insured Reduced risk for the Expensive — employer pays | Small companies.
employer the margin and expenses of | Lump sum death benefits.
Direct access to insurer the insurer Risk averse companies
expertise No financial incentive for
Services and administration | employer to reduce risk

Partial Insured Sharing of risk means better | May be complicated to Many large and medium
rates for the employer administer sized enterprises
Incentive to reduce risk - Some exposure to risk Cover risks linked to
> better workplace practices catastrophes
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Larger employers may set up their own insurer — known as a captive. In addition, most large employers may seek
to combine the risk benefit exposure in different territories to insure these with one insurer or a network of
insurers (known as multinational pooling).

25 GENERAL LEGAL AND REGULATORY ISSUES INCLUDING TAXATION

Legal and Regulatory Issues

National legislation may require the provision of death and disability benefits by employers at a certain
minimum level, usually in connection with an accident at work. Where a more general benefit is required, these
are often at a low level and may be means-tested. In addition to eligibility, there may also be legislation regarding
non-discrimination — the same benefit must be provided to all workers.

For medical benefits, there is typically less legislation regarding the provision of benefits by employers.

Taxation Issues
Tax treatment varies widely by country.The comments below are general.

Death and Disability Benefits
The cost of financing death and disability benefits is normally allowed as a business expense. In some countries,
financing of these benefits is carried out through the pension fund.

Lump sum death benefits are normally tax-free or taxed at a reduced rate for the employee. Income benefits, such
as spouse’s pension or disability pensions, whether paid from cash flow or by an insurer,are normally taxed as income.

Medical Benefits

For medical benefits, tax treatment varies by country, but there may also be different tax treatment depending

on how benefits are provided. For example:

a. An additional allowance paid towards the cost of a medical insurance premium will typically be taxed as
additional salary for the employee
Payment of medical insurance premium by the employer in some countries may not be treated as a taxable benefit
Direct provision of medical coverage through third-party providers may be fiscally more effective in some countries

This is addressed in the relevant country Chapter.
26 KEY ADMINISTRATION AND MANAGEMENT ISSUES

Key Administration Issues

The benefit manager will need to coordinate with the insurer to ensure that coverage is in place and that
benefits are quickly paid to beneficiaries when due. This is particularly important in the case of death and
disability benefits where the financial need is immediate. Benefit entitlements need to be clearly explained to
employees prior to any event so effective communication is important.

Key Management Issues

The benefit manager will need to effectively manage the provision of risk benefits and this is likely to involve

some or all of the following tasks:

e Ensure coverage of employees at all times: the risk to the employer is that a benefit payment is due but is
not covered by the insurer or that there is a gap in provision.This may also be an issue during an M&A or
other change in ownership.
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Choice of insurer: Clearly provision of risk cover at the lowest price is an aim but the choice of insurer will
also depend on the quality and range of services provided plus underwriting requirements (e.g. does the
insurer require a medical examination of the employees, is there a ‘free cover’ limit, etc.). The benefit
manager will also need to manage the pooling network, if any.

Management of risk: whether the risk is self-insured, fully insured or partially insured, it is in the interest
of the employer to reduce risk within the organisation. These measures can include improving workplace
safety, ensuring appropriate breaks are taken by employees, health prevention measures (such as free check-
ups), counselling and stress management measures and promoting ‘wellness’ measures to improve general
health, such as encouraging gym membership through discounted fees.

There are a number of management issues directly related to the provision of disability benefits. There will be
a significant focus on control of costs and risk:

Primary measures of risk control are preventative measures to reduce the incidence of disability (e.g.better
working conditions but also screening of employees)

Secondary measures of risk control focus on measures to minimise the benefit costs once payment has
started, including encouragement to get employees back to work and checks on fraud

Medical benefit management will also require a good control of costs which are increasing rapidly in every
country. At the outset, there needs to be consideration of what benefits to offer and once the benefit structure
is established, the choice of providers and financing choices will become important.

Summary

This Chapter has provided an overview of risk benefits. This has included a description of the
different forms and types, the nature of the benefits provided and the ways they are funded. It
concluded with a summary of the key management and administration issues for risk benefits.

Self Test Questions

* What are the main types of risk benefit?
* How are the main benefits delivered?
e \What are the main taxation issues around these benefits?
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INTRODUCTION

Many employers provide medical benefits to their employees, either because the State does not provide medical
benefits, or in order to supplement or to substitute for the medical benefits provided by the State. In some cases,
medical benefits continue to be provided by the employer after the employee has retired. These are known as
“post-retirement medical benefits” and need to be considered separately from in-service medical benefits as they
give rise to a long-term liability for accounting purposes, in a similar way to pension benefits.

31 INTRODUCTION AND DEFINITION OF BENEFIT

In most developed countries, residents are entitled to medical benefits provided by the State as part of the Social
Security system. These may be delivered in various ways, such as through a national health service or a national
system of public or mandated private medical insurance.

Many employers consider it in their interest to supplement these benefits for their active employees and possibly
their dependents, either by paying for any gaps in coverage (for example, where the State does not reimburse
the full cost of medical treatment), or by providing alternative coverage (for example, where there is a long
waiting list for State-provided treatment and private treatment can be obtained more quickly). These benefits
are discussed in Chapter 2 above.

Some employers also offer, or have in the past offered, medical benefits to their retirees, i.e. to people who retired
from employment from that employer. These are referred to as “post-retirement medical benefits”.

Although this post-retirement benefit may appear similar to “in-service” medical benefits, post-retirement
medical benefits, as a long-term liability, are usually considered separately. While in-service benefits are usually
financed on a “risk benefit” or annual premium basis, an employee who has just retired with an entitlement to
post-retirement medical benefit will look forward to a future stream of benefits, typically, for the remainder of
life. This commitment needs to be valued (for accounting purposes) and recognised in a broadly analogous way
to a retirement benefits.

32 FORMS AND TYPES OF BENEFIT PROVISION

The large majority of post-retirement benefit plans are in the United States. Recent changes to make private
medical insurance more readily available are discussed in Part 4, Chapter 4. Direct provision of State medical
benefits generally is only provided to over-65s (Medicare) or people on very low incomes (Medicaid).

Accordingly, employer-provided medical care is generally regarded as the most important employee benefit, and
often represents a higher cost to the employer than retirement benefits themselves. This focus on the high value
of employer-provided medical care in-service has led employers to consider that continuation of provision in
retirement would be similarly valued.

The form of the post-retirement benefit is influenced by the benefit already provided by the State. So, in the

case of the United States, a typical post-retirement medical plan benefit will be split into two parts:

* For those aged under 65, where Medicare is not yet available: a continuation of the “in-service” benefits
provided to the employee before they retired.

e For those aged over 65: a lower level of benefit, in order to supplement the benefits provided by the State
Medicare scheme (which does not for example reimburse the full cost of prescription medicines).
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It is important to note that post-retirement medical benefits in the United States are typically “unvested” during
employment. In other words, employees who leave employment before retirement generally forfeit their
entitlement to post-retirement medical benefits. Most post-retirement benefit plans were either collectively-
bargained for the unionised employees or provided to senior management, on an individual or collective basis;
accordingly, these benefits were, effectively, rewards for loyal service until actual retirement. With the
diminishing power of unions, the financial impact of these plans in industries under economic constraints, and
changing patterns of employment, most of these plans are now being withdrawn or reduced as no longer needed

Other countries where post-retirement medical plans may be found include Belgium, Brazil,
Canada and South Africa. Some larger companies provide them in Asia (Hong Kong, Indonesia,
Taiwan) but this is unusual. In the United Kingdom, some large companies provide this benefit for senior
executives.

In many cases these benefits are no longer available for future retirees, as companies seek to reduce risks
relative to long-term liabilities.

In France, companies are obliged to offer employees the right to continued participation in the "in-
service" medical benefits plan, but the employer is not obliged to contribute to the cost of this, and very

fow dn en

33 BENEFIT DELIVERY

Benefits are generally delivered in the same way as “in-service” medical benefits, either:

e throughamedicalinsurer:the employer paysaninsurance premiumtoanexternal medical insurance company,
which then provides and administers the benefit.

e through aThird Party Administrator (TPA): the employer directly pays the cost of medical treatment through a
TPA, which is often an insurer that is providing Administrative Services Only (ASO).

One growing approach in the US has been to transition from a traditional employer-sponsored plan to a private
exchange approach, allowing retirees choice, concierge-style decision support, and potentially equal or better
benefits for equal or less money. Individual retirees are able to use an exchange to apply the same funding to
choose the benefit model that best suits their individual requirements.

34  FINANCING AND FUNDING

Post-retirement benefits are generally financed and funded in the same way as “in-service” medical benefits, either:

e Insured: the employer pays an insurance premium to an external medical insurance company, which then
provides and administers the benefit.

® Unfunded: the employer directly pays the cost of medical treatment.

Both approaches give rise to liabilities under international accounting standards that need to be disclosed under
international accounting standard 1AS19 or US accounting standard ASC715-60. The benefit plans are often
contributory (that means that the individual needs to pay a premium as a member contribution to the plan)
which reduces the overall cost exposure of the company.

Significant escalation in the costs associated with financing and funding such benefits has led to a dramatic
decline in employers’ desire to provide such benefits, and, also, their looking for means to contain the liabilities
and risks, through closing plans and, in some cases, buying out liabilities.
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35 GENERAL LEGAL AND REGULATORY ISSUES INCLUDING TAXATION

The body of regulation in the United States is not as comprehensive for employer-provided post-retirement
medical benefits as it is, for example, for employer-provided retirement benefits. In particular, there is no
requirement for vesting of benefit for employees who leave before retirement, as noted above.

In addition, an employer in the United States may choose to withdraw the right to the benefit from existing
employees at any time. In practice, when a scheme is withdrawn, its withdrawal often only applies to employees
below a certain age (e.g. 55); those above that age, as well as existing retirees who are beneficiaries, will, in such
a case, continue to be entitled to the benefit.

In Brazil, legislation allows for a special regulation: If a medical plan requires member contributions and the
member retires after a minimum service period of 10 years the member is entitled to continue the plan during
retirement. This often leads to additional benefit liabilities to the sponsoring employer. Hence a number of
companies are reviewing their delivery of the medical plans in Brazil.

In France, the healthcare system consists of two pillars:

e the first pillar (State scheme) provides reimbursements via social security;

e the second pillar is private insurance, mostly set up by employers. The reimbursement structure is very
complex and varies depending on the rates charged by the medical service providers. As a result, the social
security reimbursements also vary depending on the rates charged.

Developments in France in 2014/15 required employers to review their medical plans for active employees:

e The“Medicare basket”in France guarantees to all the employees an access to a private health insurance with
minimum coverage guaranteed.

® The “responsible contract” 2014 reform sets some minimum ceilings to ensure a minimum coverage to all
employees, but also places caps on the amount of the reimbursements to discourage medical practitioners
charging very high consultation fees. It also limits reimbursements on optical care to avoid abuse from
opticians recommending frequent change in glasses.

In other countries, general employment law applies regarding the right of an employer to withdraw entitlement
to benefit.

36 KEY ADMINISTRATION AND MANAGEMENT ISSUES

There are no particular administration or management issues in addition to those applying to “in-service”

medical benefits (see above), other than the following:

= the additional requirement to keep track of beneficiaries who are not employees of the company; in practice,
the beneficiaries are likely also to be beneficiaries of the employer’s pension plan

e inthe United States, the need to take account the Medicare plan for over-65s and, therefore, to provide two
different scales of benefit according to the age of the beneficiary.

The delivery of medical plans may result in a significant administration burden to the company. Although the
handling of claims is typically done through the insurer or a service provider the employer will need to educate
individuals on their choices between the benefit plans offered by the company.
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Summary

This Chapter has provided an overview of medical benefits. This has included a description of the
different forms and types, the nature of the benefits provided and the ways they are funded.

Self Test Questions

* What are the main types of post-retirement medical benefit?
e How are these benefits delivered?
e \What are the main issues with these benefits?
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INTRODUCTION

This brief Chapter outlines some other long-term benefit plans that may be encountered, in addition to those
covered earlier in this Part.

41 INTRODUCTION AND DEFINITION OF BENEFIT

Some companies offer other forms of employee benefits that do not fit neatly into the benefit categories such
as retirement and risk benefits mentioned elsewhere in this Chapter. The common features of the benefits we
will cover in this section are:

e The benefits are likely to have some age- and/or service-related element to them, either to define whether
an employee or former employee is eligible for the benefit or in the calculation of the actual benefit to be
paid to the employee or former employee;

e Typically, the benefit is paid either as a lump sum or in instalments over a short period;

e Often, but not always, the benefit is paid while the employee remains in service.

The international accounting standard recognises this different class of benefit and they are typically covered by
the section of 1AS19 devoted to “Other long-term employee benefit plans”.

42 FORMS AND TYPES OF BENEFIT PROVISION

The nature of these benefits varies. Below, we have provided some examples and the countries where these
benefits might be found.

Jubilee or long-service awards

These are an award or cash payment made based on an employee achieving a certain number of years of service
completed with the company. Below is an example of one such award programme taken from the Swiss
subsidiary of a multinational company:

Number of completed 10 | 15 | 20 25 30 35 40 45 50
years’ service
Award as % of employee’s 25% | 50% | 75% | 100% | 75% | 25% | 100% | 25% | 100%
monthly salary

The above example provides an amount based on a percentage of monthly salary. However, some companies
may provide physical items, rather than cash, e.g., a commemorative item, like a gold watch.

Jubilee benefits or long-service awards are quite common in a number of different countries (for example,
Germany and France). Sometimes the benefits are provided as a result of national or locally collectively-
bargained agreements, or, simply, voluntarily offered by the company.

Long-term compensated absences (for example, long-service leave or sabbatical leave)

These benefits are similar to jubilee or long service awards, but, instead of providing a monetary amount or gift,
the employee is entitled to a period of paid leave of absence from the company. An example of this benefit is
in Australia where there is a statutory long-service leave entitlement. There, the minimum amount of
entitlement varies by State and applicable industry agreement.
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For example, in the State of Victoria, an employee is eligible to take 8.67 weeks of paid leave after completing
10 years of service with a particular employer; the benefit is delivered as paid leave rather than cash payment.
The timing of taking this leave is negotiated between individual and employer. After 10 years, an employee
continues to accrue additional Long Service Leave entitlement at the rate of one week’s leave for every 60
weeks’ employment (i.e. approximately 0.867 weeks per year).

Alternatively, if a Victorian employee leaves service (e.g., resigns, is terminated or dies in service) after 7 years’
continuous service, then the accrued long service amount is paid out as cash (although the amount itself is
prorated accordingly).

The rate of benefit accrual, eligibility periods on various modes of triggering eligibility, and ability to cash out,
all vary by State and industry agreements.

Termination indemnities

These are lump sums payable on the individual leaving the company’s service. Termination indemnities are
typically specified by law and set out in some detail as they are often payable in place of the ‘notice period’ for
ending the employment contract (i.e. severance payment or ‘compensation for loss of office’).

Generally, this type of benefit would be payable if the employee is dismissed without ‘cause’ or the employer has
failed or otherwise unable to give notice. In most, but not all cases, the employer may be able to withhold
payment only in circumstances in which an employee has been dismissed ‘for cause’.

Although not common, in a few countries, provision for payment may be specified to include voluntary
resignation, i.e. any leaving service triggers the payment.

In most cases, the termination indemnity is also triggered where the employee is unable to continue working
due to death or disability.

This requirement to pay the benefit may be extended to cover leaving service at retirement (see below),
especially where it may be provided instead of a mandatory company-sponsored retirement provision.

The level of benefit offered varies by country, but, generally, is around one month of pay for each year of service.
The statutory formula for indemnity payment in Greece for white collar staff, for example, is set out below. This
is applicable in cases where the required notice of termination has not been given; otherwise, the employer is
required to pay only 50% of the indemnity amount shown.

Length of 1-4 4-6 6-8 8-10 Additional years
service years years years years up to 28

Award as multiple 2 3 4 5 +1 for each additional
of monthly salary month up to a

maximum of 12 months

The termination indemnity in Italy (known as TFR) is based on annual pay (at the rate of 1/13.5th of earnings)
accumulated in an individual account with the prior years’ account balance being increased by a formula (75%
x inflation rate + 1.5%). It is an example of a country where the payment is due for virtually any leaving service
situation, although its application has been broadly altered for most employers to the equivalent of a funded
retirement benefit.
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Termination indemnities are quite common and are also found in countries such as Turkey, South Korea, and
Mexico amongst others.

Similar long service-related payments made in connection with leaving service may be referred to as End of
Service Gratuities (common throughout the Middle East) or Gratuity plans (on the Indian sub-continent).

Retirement indemnities

These are similar to termination indemnities, but the benefit is payable on the individual’s retirement from the
company. Therefore, if an employee voluntarily leaves the company and is not immediately eligible to draw a
retirement benefit, e.g., in France from the State, then no retirement indemnity is payable.

These benefits are not common but, for example, may form part of the collective labour agreements that operate
in France. The formula provided in France depends on the national collective labour agreement operated by
the company. The amount also varies depending on whether the employee voluntarily retires or is asked to
retire. The retirement indemnity payable in France for employees in the Chemical sector is as follows:

Number of
years service 5 10 15 20 25 30 35 40
at retirement

Multiple of Final Monthly
Salary (in the event 1.5 25 3.0 4.0 4.5 5.0 6.0 7.5
of voluntary retirement)

Early retirement arrangements

These plans (often called pre-pension plans) provide a short-term income or ‘bridging” pension payable prior to
an employee reaching State or normal retirement age. These early retirement arrangements can be individually
negotiated or may follow national or local collective labour agreements.

Deferred compensation payments

As part of the company’s remuneration package, certain employees may be required to defer receipt of a cash
payment, or be entitled, as part of a formal plan, to defer a portion of their salary/bonus. The period of deferral
may vary but typically will be more than a year from the end of the period over which the payment would have
been earned.

For example, an employee may earn a bonus entitlement based on service rendered through calendar year 2013
but the employer specifies that the payment is deferred and would only be payable on 31 December 2015,
provided the employee is in service at that point in time. Alternatively, the employer may offer a formal plan
whereby the employee may elect, prior to earning his salary/bonus in calendar year 2013, to defer receipt until
2016, often offering a financial incentive to do so.

Deferred compensation arrangements are commonly found in the USA and Germany where, in both countries,
the employee can potentially benefit from tax advantages, at least by shifting the tax lability to a later year.
Companies may also use these arrangements as a way of retaining employees within the organisation by linking
entitlement to the payment to continued service until the specified payment date.
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43  BENEFIT DELIVERY

The options available for benefit delivery for other long-term employee benefits are similar to those used for

retirement benefits. Therefore, other long-term employee benefits can be funded or unfunded. Generally,

companies leave these entitlements unfunded because:

e Typically these payments are financed solely by the employer and the employer can use its cash better within
the business during the period until the payment is required.

* There are no particular tax incentives available which encourage companies to accumulate funds to meet
these obligations.

e The point at which these payments are payable or the amount that might fall due is often difficult to
determine (for example, the point at which someone might early retire or determining how many of the
employees might achieve 10 years of service is difficult).

Although the traditional approach has been to leave these arrangements unfunded, some companies have now
started to explore funded alternatives, particularly for termination indemnities. This switch is emerging
because companies are increasingly concerned about the significant unfunded obligation that they have
accumulated and the potential drain on the company’s cash flow when these benefits fall due.

44  FINANCING AND FUNDING

Given that most companies leave arrangements unfunded, companies do not need to worry about how much
funds should be set aside each year. Instead, companies simply meet the benefits as they fall due from cash flows
in the year in question. This method of funding is referred to as pay-as-you-go and is described in more detail
elsewhere in this material. Although companies only meet the benefits as they fall due, under international
accounting rules, it is still necessary for companies to recognise these liabilities in their year-end accounting
statements. The exact accounting treatment for each of these other long-term benefits is governed by the
particular accounting standard that the company adopts, e.g. US GAAP or IFRS. However, the general principle
is that the cost of these liabilities should be recognised over the period in which the benefits accrue rather than
simply being recognised as and when the cash payment is made.

It is worth noting that often these other long-term employee benefit plans are comparatively small and,
therefore, companies may not follow the strict accounting treatment on the grounds of materiality. A common
issue for due diligence work as part of an M&A transaction is to make sure that these other long—term employee
benefit plan liabilities are identified and then valued correctly.

45 GENERAL LEGAL AND REGULATORY ISSUES INCLUDING TAXATION

Legal and Regulatory Issues

In some countries, such benefits are legally mandated by the Government and it is up to the employer to provide the
required benefit. Although the Government may set down certain funding requirements, normally, decisions
regarding financing these benefits are left to the employer. As these are benefits in defined benefit form, if they are
material, they should fall under the requirements of the local and international accounting standards, where
applicable.

Taxation Issues

Again, the tax treatment of financing and payment of these benefits depends on the country in question and the
relevant legislation. For example, the payment of the benefit may be taxed in the same way as income or the
beneficiary may benefit from a reduced (or zero) taxation rate. Similarly, the financing of benefits by the
employer, through funding or the creation of book reserves, is often fiscally efficient.
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46 KEY ADMINISTRATION AND MANAGEMENT ISSUES

Key Administration Issues

There are a number of record keeping issues to take into account to ensure that each employee’s date of entry
to service is taken into account and any breaks in employment are correctly calculated. Coordination between
the employer and the third party administrator to ensure payments are made on time is also important.

Key Management Issues

These benefits may be material in a number of countries (e.g. Greece and Turkey) and the Benefit Manager
needs to ensure that they are properly accounted for. In addition, the cash flow requirements need to be analysed
and modelled — the nature of the benefit plus the fact that payments may become due at similar times — to ensure
that this does not place any constraints on other areas of the business.

Summary

This Chapter has provided an overview of a variety of long-term benefits. This has included a
description of the different forms and types, the nature of the benefits provided and the ways they are
funded.

Self Test Questions

* What are the main types of long-term benefits?
e How are these benefits delivered?
e \What are the main issues with these benefits?
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In a number of key international markets, employers use savings plans to extend the options for employees to
save beyond pure retirement savings vehicles. The plans may allow some voluntary withdrawal of funds
during the plan’s operation period (possibly in restricted circumstances), and, normally, such savings benefit
from favourable tax treatment as made or when withdrawn at the end of the savings period or both.

51 INTRODUCTION AND DEFINITION OF BENEFIT

Savings plans are established by employers to offer employees the opportunity to make savings, typically, on a
tax-efficient basis, either alongside or instead of share and retirement plans. The plan structure is often
dictated by tax considerations in the specific country, making it difficult or impossible to offer the same plan
across the multinational company’s operations or on a ‘cross-border’ basis.

The key differentiating features of the savings plans outlined here are that:

e They involve either direct employee contributions, which may be from gross (pre-tax) or net (post-tax) pay,
or made indirectly by means of salary sacrifice.

e They often allow some voluntary withdrawal of funds (possibly in restricted circumstances such as house
purchase or marriage), as opposed to requiring a death, disability or retirement event to occur,

* Insome cases, employers may establish them on a group basis for their employees (rather than simply being
an individual savings product available in the local market). This typically leads to improved terms and
reduced charges relative to individual contracts.

= Whilst some investment in employer shares may be involved, this is not the sole purpose of the plan.

Such plans may take many different forms, including salary sacrifice arrangements, matching contribution plans
and plans where employer contributions are made with reference to company profits. The main reasons for
offering plans are:

e Toestablish an alternative or supplementary form of funding for benefits

e Totake advantage of favorable tax treatment

e Toencourage a savings mentality among employees

e Tooffer the opportunity to employees for the funding of house purchase, education and other life events

e To provide a vehicle for employees to acquire and hold shares in the employer

The tax factor is, however, key; the prevalence of savings plans in a particular country is directly linked to the
availability of a favourable tax environment.

There are some other variations on the employer-sponsored savings approach:

e There are a number of countries in emerging markets where long-term savings structures may be used as a
proxy for retirement plans. In some countries, tax regulations encourage this and in others (e.g. Middle East)
it is a positive decision to encourage saving with certain clawback clauses. However, there is no single
prevalent practice.

e Some plans, principally aimed at retirement savings, will allow partial withdrawal for specific purposes,
particularly, so-called Provident Funds. For example, 30% of contributions to the mandatory savings vehicle
in Malaysia, the Employee Provident Fund (EPF), are allocated to an account that can be used for purposes
such as purchasing a first house, financing education of the employee or dependent children, provision of
medical care within the family, as well as offering early withdrawal at age 50. Similar plans exist in Singapore
(the Central Provident Fund) and New Zealand (Kiwi Saver).

e Some plans are established on a collective basis, e.g. by unions (across employers in the sector) or employee
co-operatives (within an employer), and made available to employees through the support of the employer.
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52

Severe medical cost inflation affects many countries which has led some to introduce tax relief to assist
with medical expenses; companies have accordingly established alternative vehicles for the funding of
healthcare provision. For example, in the US, the concept is of a Health Savings Account (HSA), a tax
preferred account owned by an individual that is used to pay for current and future medical expenses. It is
funded by tax deductible individual contributions to which employers may contribute within limits.

FORMS AND TYPES OF BENEFIT PROVISION

Country examples:

United States

401(k) plan

So named for the section of the tax legislation establishing the plan requirements. Eligible employees may
make contributions from salary on a pre-tax or post-tax basis (subject to specified limits). An employer is
not required to contribute but may commit to make contributions on the basis of a profit-sharing formula,
a matching percentage of employee contributions or through non-elective [fixed] contributions. However,
structured, a key requirement is that employer contributions not discriminate in favor of ‘highly
compensated’ employees. Employer contributions are usually subject to service-related vesting rules and
may be subject to being invested in employer shares. The employee’s 401(k) account is portable (i.e. on
leaving service, the funds can be withdrawn and ‘rolled over’ into another employer’s qualified plan (subject
to its plan rules) or to an Individual Retirement Account).

401(k) plans are commonly used as the defined contribution vehicles for employer-sponsored retirement
savings.

HSA (Health Savings Account) — see above

Canada

Group Registered Retirement Savings Plan (GRRSP)

A GRRSP offers members special benefits, such as pre-tax contributions via payroll deduction, favourable

interest rates and lower investment minimums, which they would not normally receive individually. Plan
Sponsors may, but are not required to, contribute to the GRRSP. Technically, there is no “employer
contribution” as it is taken into the employee’s income and is reported on the annual tax return. Effectively,
the employee’s income is being increased by the amount that is being referred to as the employer’s
contribution and that increase is being contributed to the GRRSP. Although the plan is geared to
retirement, early withdrawals are possible. Such a withdrawal is taxed as regular income.

Group Tax-Free Savings Account (TFSA )

A TSFA allows employees to contribute up to CAD 5,500 (2017) per year from post-tax earnings, with the
ability to carry forward any unused TFSA allowance. Savings accumulate tax-free within the account and
withdrawals are non-taxable.

France

Plan d’Epargne Entreprise (PEE)

The PEE is a voluntary collective savings plan that allows employees to invest funds with financial help from their
employer. All employees with at least 3 months’ service must be eligible. The employer’s matching contributions
are exempt from income tax and Social Security charges (although now subject to a specific Social surtax of 20%).
Employees can contribute voluntarily up to 25% of their annual salary; it has become common practice that these
are matched by the employer. The annual employer matching contribution per employee cannot exceed the lower
of three times the employee contribution or 8% of the Social Security Ceiling (this limit increases by 80% if
contributions are invested in company shares). Funds invested are subject to a five-year holding period and can
only be withdrawn during this period for specific reasons (for example, termination, retirement, or disability).
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UK

e Save As YouEarn (SAYE)
An SAYE plan (also known as Sharesave) offers an opportunity for employees to purchase shares in their
employer at both a discount to the market price and with tax advantages.

The SAYE plan must be open to all employees with 5 years’ service or more, although, in practice, any
eligibility service period is significantly shorter. The plan allows employees to save, by payroll deduction,
from post-tax earnings between GBP 5 and GBP 500 monthly over either a 3 or 5 year period.

The SAYE plan is established effectively under two contracts. The first is a savings contract, approved by
the tax authorities, with a bank or building society. The savings are credited with interest and, upon
completion of the contract period, a bonus paid, both on a tax-free basis.

The second is a share option contract from the employer enabling the purchase of shares in the employer
(parent company) at the end of the savings period. The option price may be set at up to a 20% discount to
the market price at grant. Tax is not payable on the option grant by the employee; neither is there any social
charge liability on employer or employee.

On completion of the savings period, the employee is able to take the savings amount or exercise the option
to acquire the shares. On taking ownership, the employee will be subject to income tax on any dividends
and capital gains tax on any share sale (although there is a possibility of transferring the shares directly to
other tax-favoured investment vehicles). The employer is able to take a corporate tax deduction on the gain
standing in the shares on exercise.

Mexico

Employers are able to provide an annual tax-advantageous savings plans to employees. Under the terms of the
savings plan, employees may withdraw up to 50% of their accumulated account balance as a low-interest loan.
At the end of the savings year, the account is settled and the balance paid to the employee tax-free. The savings
plan is financed by the employee and the employer can make a matching contribution (that usually equals
employees’ contributions) that is 53% tax deductible and free of social charges. The tax limit for the employer
contributions is 13% of the lower of the employee’s monthly earnings or ten times the monthly UMA (a federal
economic factor that replaced the minimum wage for this purpose from 2016). Any excess payment will cause
withholding taxes while the amount contributed up to the legal tax limit will remain tax-free

Netherlands

Company savings plans became popular in recent years due to tax advantages. . However, one of the difficulties

in managing a global workforce is keeping abreast of the every-changing rules in each country. For example, in

the Netherlands, two recent savings plans have been eliminated while a third has been implemented. The two

cancelled plans were:

e Life Savings Plan (“Levensloop”) (no longer in effect):
Under this plan, employees could save up to 12% of their salary to allow for taking unpaid leave in the future.
The maximum savings balance within the account is 210% of salary. Contributions to the savings account
is not subject to income tax, but there is liability to Social Security contributions and employee insurances;
on payout from the account when leave is taken, the savings are subject to income tax. The “Levensloop”
was closed to new entrants from 1 January 2012 although those who participated in a plan prior to that date
and had an account balance of at least EUR 3,000 may continue until 2022. A proposal to replace the
“Levensloop” by the “Vitaliteits-regeling” (Vitality-plan) was not implemented.
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e Spaarloonregeling (Wage savings plan) (no longer in effect):
Under this plan, an employee could save an amount up to EUR 613 annually from pre-tax salary. The
employer was liable to 15% wages tax on the total amount saved by all its employees. The “Spaarloon”
programme stopped effective 1 January 2012. Present savings have been paid out tax free as each portion
has been unblocked over the 4 year plan period (account holders were given the opportunity for a one-time
full withdrawal in 2013).

The third plan was implemented this year due to the introduction from 2015 of a salary cap of EUR
103,317 (2017) on company retirement plans (see Part 4, Chapter 6). This new type of savings plan has been
introduced to enable investment for supplemental retirement provision. Under the structure, contributions
are made from post-tax income and invested, with withdrawals from the account not subject to income tax.

53  BENEFIT DELIVERY

Savings plans typically will be established with third party providers: banks, insurers, or dedicated administrators
and investment fund managers.

54 FINANCING AND FUNDING

Savings plans may be funded by the employer or the employee, or both, largely depending on the tax treatment.
The different approaches are described above in respect of each type of arrangement.

55 GENERAL LEGAL AND REGULATORY ISSUES INCLUDING TAXATION

Legal Issues
These vary enormously by country and will impact the design features of the plan as set out above.

Tax Issues
Probably the key driver of savings plan design - the tax regimes of countries - vary widely. In addition, there
may be different savings plan options within a country.

56 KEY ADMINISTRATION AND MANAGEMENT ISSUES

Savings plans are generally administered by external service providers. The employer needs to ensure that plans
are well-managed and the benefits and terms and conditions are clearly communicated to employees.
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Summary

This Chapter has provided an overview of a variety of savings plans. This has included a
description of the different forms and types, the nature of the benefits provided and the ways they
are funded.

Self Test Questions

e \What are the main types of savings plans?
* How are these benefits delivered?
e \What are the main issues with these benefits?

Part2 32 2020 Edition



PART 2 AN OVERVIEW OF KEY EMPLOYEE BENEFITS
CHAPTER 6 EMPLOYEE SHARE PLANS

Employee share plans are a valued part of the employee compensation package. They are used widely by
publicly-listed companies, and, to a lesser extent, by privately-held companies, to recruit, retain and reward
employees. Share plans have developed over the last fifty years into a major reward component involving two
parallel themes: the all-employee (broad-based) plans to build wider employee engagement in the business, and
the executive share plans designed to reward and motivate senior management.

61 INTRODUCTION AND DEFINITION OF BENEFIT

Share plans offer employees an ownership opportunity in the employing company, or an associated company, at
either no investment cost or at a discount to the market price of the shares. Where an employee share purchase
is involved, this may, depending on individual country tax legislation, be paid out of pre- or post-tax income.

There are many different types of such plans that either offer free shares, shares at a discount or an option to
purchase shares, with exercise prices which can be at the market price or at a discount or premium to the market
price (known as share options)

The award of shares may be conditional on the employee or company meeting certain performance targets.
These are often known as performance shares. In the US they may also be referred to as restricted stock units
(RSUs), although in the UK this term generally means shares which vest subject to a period of employment
only (i.e. no performance condition)..

Each company has different reasons for introducing an Employee Share Plan, or indeed multiple plans, but the
main reasons cited are:
e Helps align employee behaviours with company objectives and with shareholder interests.
* Allows employees to share in the success of the company.
Helps retain employees where there is a period before share ownership rights can be exercised.
Allows fast-growing, but cash-poor, companies to substitute its shares for a portion of pay it would have had
to make to employees.
* Favourable tax treatment (mainly for all-employee plans).

The final factor is considered key: generally the prevalence of share plans depends on their tax treatment,
although the growth of “executive” plans has had less to do with tax breaks. In reality, there is only a handful of
countries where tax treatment is particularly favourable, or, at least, well structured, for the introduction of share
plans. Key countries where this is the case are France, the United Kingdom and the United States.

62 FORMS AND TYPES OF BENEFIT PROVISION
There are three main types of share plans which are set out below.

Share Awards — shares are given to an employee at no cost. The award of shares depends on the criteria set by
the company.This can be related to the employee meeting performance targets, the performance of the company
(e.g. increase in share price relative to the market or to its competitors), as a reward for long service, as an
alternative to a cash bonus or simply as a substitute for salary (particularly for companies with limited cash
resources). There may be a waiting period before full ownership of the shares transfers to the employee —
typically the vesting period is 3 or 5 years, with the shares being transferred either in full at the end of the vesting
period, or in annual tranches for the duration of the vesting period.

Phantom plans provide an alternative share-based cash payment which mirrors the value which would have been
delivered had the actual share plan been applied. For example, companies can settle in cash Share Appreciation
Rights (SAR), which are awards where an individual receives a (cash or equity) amount equal to any
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appreciation in the value of a certain number of shares over the time between the date granted and the date on
which the person exercises the right. As a further example, phantom Restricted Stock Units may provide an
equivalent cash payment to that which would have been delivered in shares under a Restricted Stock Plan. The
advantage of share awards is that they can be a strong reward, recruitment, retention and motivation tool.

Share Purchase Plans - an employee has a right to purchase shares either at a discount to the market price
or on a tax-favoured basis (e.g. out of pre-tax income).The discount is set by the employer but may be driven
by tax advantages or constraints (e.g. in the US, within broad-based share purchase plans, discounts up to 15%
are not taxed as a benefit in kind on purchase). The number of shares that can be purchased will be limited —
again, often for fiscal reasons; this value may be expressed as a percentage of salary or a flat annual amount.

The main advantage to the employer of a Share Purchase Plan is to encourage employee share ownership; the
employee is making an active decision to purchase shares and demonstrating an active commitment to the
business. There is no direct cost to the employer in offering the discount compared with providing the
equivalent value to the employee in cash. The retention and motivation impact is also strengthened if employees
need to wait a certain amount of time before they receive their shares.

Share Options - right to purchase shares at a defined price over a defined time period, typically, commencing
at a future date. Share Options are more likely to be targeted at a small number of senior employees although
the UK gives tax breaks to all-employee share option plans.

The main advantages of Share Options are: (i) their retention and motivation impact — employees might need
to wait for a certain amount of time before they receive the shares and the right to exercise the options may be
linked to performance of the company during the option period (more commonly where the exercise price is
heavily discounted) and (ii) the fact that employees” money is not at risk until the option is exercised (choosing
the time of exercise also allows the point of taxation to be chosen under many plans). Potential disadvantages
of options are that: (i) they may encourage employees to sell their shares as soon as they acquire them, in order
to recoup their investment and to pay any tax due, (ii) during the option period the employees are not actually
shareholders of the business so some of the motivational value may be lost, and (iii) there will be no motivational
effect if the market share price falls below the exercise price during the exercise period (i.e. the option is
“underwater” and hence valueless if exercised at that point in time).

Variations on Share Plans
A significant attraction of share plans is that the design can be varied to closely meet the objectives of the
company. A number of parameters and variables can be changed:

Eligibility — to which employee or group of employees is the share plan open? The company may want to target
only senior employees or have an aim to widen share ownership in the whole organisation.

Vesting Period — this is the waiting period before an employee can exercise their rights to purchase shares, or
before shares that have been acquired cease to be subject to a risk of forfeiture. A longer vesting period acts as
a more effective retention tool, but can also be demotivating if it is seen as too lengthy to foresee actual receipt
of the plan value.

Discounts —the terms under which shares can be purchased will clearly impact on the attractiveness of the share
plan but a higher discount (or free matching shares) will obviously have a higher cost to the company. However,
if new shares are issued, there is no cash cost to the company (although there will normally be an accounting
charge) but the holdings of other shareholders will be diluted. Note that corporate governance legislation in
some countries such as the UK restricts the extent that such dilution is allowed.
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Performance Link — the terms under which individuals can receive their share awards will also vary according to
the company’s aims. For example, the number of shares or options awarded may depend on a certain share price
increase or total shareholder return (taking account of share price changes and reinvested dividends) of the
company relative to its peer group.

Country examples:

United States

ISO Plans (Incentive Stock Options)

e An approved and tax advantageous stock option plan, mainly used for executives but sometimes for all-
employee plans as well.

e Option must be granted with the exercise price at, or above, current fair market value and the term (option
expiry date) must be less than 10 years. An annual limit on exercise of USD 100,000 effectively limits the
value of shares over which options are granted to that annual amount.

e Shares must be held for at least 1 year from date of exercise and at least 2 years from date of grant to be
eligible for tax advantageous treatment (namely, that the option gain is taxed as long-term capital gains
rather than ordinary income).

Section 423 Plans (Employee Share Purchase Plan or ESPP)

e This is a tax-advantageous all-employee plan enabling the purchase of employer shares through payroll
deduction at a discount.

e The maximum discount to market price is 15% (the plan can provide the discount be measured by reference
to the lower of the price at the start of the offer or at the date of purchase).

e The maximum annual share purchase is USD 25,000 measured by reference to the actual share price at the
start of the offer.

e The discount is not taxable as income although any gain on share sale will be taxed under normal rules.

e Purchase from accumulated payroll deduction and the term of the offering period must be less than 27
months (5 years if no discount is being offered).

United Kingdom

SAYE (Save As You Earn or Sharesave) (see Part 5 Section 5.2)

Tax-advantaged SAYE plans offer employees an option to buy shares in the company with funds accumulated
by deduction from net (after tax) pay over 3 or 5 years. Employees contract to save up to GBP 500 a month. At
the end of the savings term they can withdraw their funds in cash or exercise their options to buy shares within
a 6-month window.The exercise price is fixed at the outset at up to 20% below market value at that time. Any
bonus or interest under the savings arrangement is tax-free. Gains on option exercise are generally not taxable
as income, but capital gains tax will be payable on the sale of shares. The employer receives a corporate tax
deduction for the option gain.

CSOP (Company Share Option Plan)

This is a plan offered to employees of the employer’s choosing, usually senior managers, where, during the course
of the plan, options over company shares to a total exercise price of GBP 30,000 can be awarded.To gain any tax
relief, options must be exercised between 3 years after grant and 10 years after grant. The exercise price must not
be lower than market value at grant.Any gain on exercise is normally not treated as income (it may attract capital
gains tax when the shares are sold). Options in excess of the GBP 30,000 limit are often granted on similar terms
but on a non tax-advantaged basis. The employer receives a corporate tax deduction for the option gain.
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SIP (Share Incentive Plans)

Share Incentive Plans allow for several ways of getting shares into the hands of employees. Companies can use
any combination of these mechanisms (each of which may have a qualifying service requirement of up to 18
months), which are:

Free Shares — each year, the employer may offer up to GBP 3600 worth of shares to each employee in any tax
year.These shares are normally held in trust for between 3 and 5 years before they can be sold by the employee.
They might be forfeited if the employee leaves during the first 3 years.The offer may be subject to performance
conditions and are sometimes used as a form of profit-sharing. Shares are not subject to income tax or national
insurance contributions when they are awarded, although tax relief is clawed back if shares are sold within 5
years. Gains on the sale of shares from within the plan are free of capital gains tax.

Partnership Shares — are shares bought by employees out of pre-tax income.The money, up to GBP 1800 for the
tax year (or 10% of salary if lower), is deducted from salary and may be accumulated for up to 1 year before
being used to buy shares.Tax relief is clawed back if shares are sold within 5 years.

Matching Shares — are free shares given to employees who buy partnership shares (up to a maximum match of
2:1). Terms are generally the same as for free shares. Matching shares may be subject to forfeiture if the related
partnership shares are sold within 3 years.

Dividend Shares — are bought with dividends paid on SIP shares. The SIP rules may require reinvestment of
dividends, or give the employee the choice. Dividend shares are tax-free after 3 years.

Except in the case of dividend shares, the employer will get a corporate tax deduction for the benefit provided.

EMI Options (Enterprise Management Incentive Options)

These are tax-favoured share option arrangements similar to CSOPs but with higher limits designed to support
smaller independent companies. These are intended to help provide attractive incentives to enable them to
attract senior employees.

Tobenefit from the tax advantages, the company, the employee and the option itself must meet certain qualifying

conditions including (but not limited to):

e The purpose of the options must be to attract or retain the employee, not simply to gain a tax saving.

e The value of unexercised EMI options granted by the company must not exceed GBP 250,000 per
employee in a 3-year period and GBP 3 million in total at any time.

® The company’s gross assets must not be more than GBP 30 million.

France

When it was introduced in 2005, this was originally very favourable: the free shares’ regime provided for a full
exemption from social security contribution for the employer and a fixed rate of 41 per cent (including social
contributions) for employees.

The tax benefits for employees had however decreased over the years: for awards made on or after 28 September
2012, free shares were subject to the normal sliding scale of personal income tax. New tax law (the “Macron”
law from 2015) has made free shares attractive once again.
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Non tax-advantaged arrangements

Employers often use share plans which do not enjoy tax favoured treatment to reward or retain executives. It

gives greater flexibility and allows bigger awards to be made.

These arrangements usually fall into one of the following types:

e Share Option Plan (normally with an exercise price equal to fair market value at grant)

e Long Term Incentive Plan - where shares are awarded subject to conditions, usually as to service and
performance. Awards may be structured as conditional awards (restricted shares), nil exercise price options
or forfeitable shares.

e Deferred Share Bonus Plan —Where part of an employee’s bonus is provided in the form of a share award,
(structured in a similar way to an LTIP award except that they are not subject to performance). The award
is often subject to compulsory share sale restrictions. Where it is not, the employer may provide a
supplemental matching award to encourage voluntary deferral

63 BENEFIT DELIVERY

Share Plans may be managed in-house by the company or out-sourced with the administration carried out by
a third party. More detail is set out below in Section 6.6.

64 FINANCING AND FUNDING

Share benefits may be funded by the employer or the employee or both. The different approaches are
described above in respect of each type of arrangement. Where a plan requires the issue of new shares, even if
there is no direct cost apparent, these newly issued shares will dilute the company’s capital base (i.e. there isan
explicit cost to the company‘s shareholders).

65 GENERAL LEGAL AND REGULATORY ISSUES INCLUDING TAXATION

Legal Issues
These vary widely by country and will impact on the design features of the plan as set out above.

For example in the UK, all listed companies often require the adoption of share plans by shareholders at a
general meeting; they are also subject to disclosure and other reporting requirements.

At a European level, the EU Prospectus Directive requires a company to issue a prospectus when making a
public share offer, which may include making an offer of share options/awards to its employees. This Directive
was recently amended to exempt most companies from this requirement in respect of employee share schemes
as long as specific criteria are met.

Tax Issues

Probably the key driver of share plan design, the tax regimes of countries vary widely. In addition, different share
plans within a country may also vary. For example, in the UK, for most plans (SAYE, CSOPs and SIPS), no
income tax or National Insurance Contributions (NICs) are payable at award grant or upon acquisition of the
shares. For non tax-advantaged plans, tax is payable when ownership of the shares transfers to the employee
and/or when the transferred shares cease to be subject to restrictions.
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66 KEY ADMINISTRATION AND MANAGEMENT ISSUES

All-employee share schemes are generally administered by external service providers. The practice is more
variable for senior executives’ arrangements. Smaller schemes tend to be administered in-house, whereas schemes
covering larger groups of employees are more likely to be administered externally.

Whilst similar plan structures are found throughout the world, the national tax and regulatory regimes tend to
influence, if not dictate, the specific design, and which particular types of arrangement are favoured. Employers
who wish to provide share-based benefits to employees who are based overseas need to check the regulatory
and tax position of the country in which the employee is working. There may also be complex legal and tax
issues when an employee changes country of employment between the grant and vesting of an award or
performs duties in more than one country during that period.

Cultural differences similarly affect the use of these plans. A workforce with little interest in share ownership is
unlikely to be motivated by the offer of shares or options, preferring equivalent cash benefits.

The use of share-based benefits for senior employees is widespread globally. These individuals are more likely to
be internationally mobile and, perhaps, more subject to the influences of UK and US practices.

Summary

This Chapter has provided an overview of a variety of employee share plans. This has included a
description of the different forms and types, the nature of the benefits provided and the ways they are
funded.

Self Test Questions

e \What are the main types of employee share plans?
* How are these benefits delivered?
e \What are the main issues with these benefits?

Part2 38 2020 Edition



PART 2 AN OVERVIEW OF KEY EMPLOYEE BENEFITS
CHAPTER 7 OTHER BENEFITS

Employers provide a range of other benefits which vary considerably by country and by the business sector in
which the company operates. This Chapter looks at the different types of benefits provided and what drives their
design, financing and provision. In addition we look at flexible benefits — a framework of giving choice to
employees in the employee benefits they receive.

71  INTRODUCTION AND DEFINITION OF BENEFIT

Previously in Part 2, we looked at retirement, risk benefits, post-retirement medical benefits, savings plans and
share plans.This Chapter aims to summarise the other employee benefits provided by employers. These benefits
vary widely and their provision depends on the company, the country of operation (in particular, the applicable
tax and legal framework) and the profile of the workforce.

An employee benefit has been defined as a reward to an employee which has a financial value but is not salary
or bonus although, in reality, there may be grey areas over drawing a distinction. Even though some of the
rewards below are allowances and sometimes taxed in the same way as salary, the aim is to provide a benefit that
is not salary, but is paid or provided in respect of a certain need or to compensate a cost the employee suffers.
For some employers, there may be a large number of these benefits and we have categorised them into the
following broad groups:

a. Holiday and Flexible Working Hours

b. Transport and Travel

c. Meal or Food Provision or Vouchers/Allowances

d. Health/Wellness — these benefits are generally aimed at ensuring employees stay healthy and, therefore, differ
from the medical benefits described in Part 2, Chapter 3.2

Training and Development

Other Benefits (for family or entertainment vouchers, etc.)

- D

This is not an exhaustive list and, particularly in the US, there may be over 50 different benefits available to
employees. Many of these benefits are optional or there is a maximum benefit allowance from which employees
choose the benefits they receive.They are, therefore, often provided via a flex benefits plan.

We also consider flex benefits in this Chapter— this is not an employee benefit in itself but simply a means of
giving the employees choice in respect of the benefits they receive.

72  FORMS AND TYPES OF BENEFIT PROVISION

These are often deemed ‘softer benefits’ and are normally less costly to provide than traditional employee
benefits but often with a high employee value perception. Where cash is involved, it is a requirement that, where
selected, it must be spent on a particular benefit.

There are lots of different benefits and we describe the main ones below:

a. Holiday and Flexible Working

* Holidays are specific days when employees do not work, but are paid as if they did. Mandatory holiday
entitlement, as set by law, varies from country to country and, also, may vary within the country depending on
the age of the employee (e.g. 5 weeks minimum in Switzerland for those aged under 20 while for others it is 4
weeks) or by type of work. Employees on permanent or indefinite contracts are entitled to paid vacation and, it
is becoming more and more common to include part-time and, even, temporary workers. Provision of a holiday
entitlement which exceeds the legal minimum has become an effective recruitment and retention tool. Flex an
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benefit plans may allow the purchase of extra holiday entitlement or the sale of vacation days down to the
minimum level. Some companies offer the opportunity to participate in a Holiday Bank allowing employees to
save up unused vacation days for longer periods away from work.

Flexible Working hours have become an effective way of motivating employees but also of recruiting
from target groups that, with more rigid working hours, would not have been able to accept a job. Flexible
working can include part-time working (e.g. a 3-day week), longer but fewer working days (e.g. full time
job but over 4 days a week), change in working hours (e.g. starting at 11am and finishing at 7pm) or other
combinations. This helps employers satisfy the demands of employees; it may also assist the employer in
serving its customers without incurring additional costs, such as overtime.

Sabbaticals and other long term leave are also an effective way to motivate employees but also provide
a break from work and a chance to renew ideas, reduce stress or develop their professional competencies.
Transport and Travel can include the purchase of a public transport ticket for commuting or the provision
of a car parking space.The advantage of providing such a benefit is that it may not be taxable and responds
to a real need of the employee. Where provided through a company loan facility, even though the value is
small, it presents a cash flow opportunity to the employee and the ability to take maximum advantage of
discounts offered by the transport provider.

Meal or food allowance.This can take the form of a canteen at the work place providing free or subsidised
food, luncheon vouchers (tickets restaurant), or an allowance. In many countries, within limits, these benefits
are not treated as taxable to the employee.

Health/Wellness.The interest in providing such benefits is twofold; firstly, they are often attractive benefits to
the employee; secondly, the provision of such benefits helps to keep the employees healthy, reduce stress and
increase productivity. Benefits can include free or discounted health check-ups, discounts to spa and wellness
centres as well as subsidised gym membership, purchase of bicycles and the provision of showers at work.
Training and Development is typically an HR issue but can also be considered an employee benefit if
allowances are provided and the individual can choose the training.

Other benefits include maternity or paternity leave or pay above the legal minimum requirement, child
care vouchers, reduced price theatre and cinema tickets and so on.

Flex Benefits

A flex benefit plan is a means of giving employees choice regarding their employee benefits. It allows a partial
or full choice of a range of different benefits and typically will include the more traditional benefits such as
retirement benefits and life insurance as well as some of the ‘softer’ benefits referred to above.

How does it work?
There are a number of different approaches but two systems predominate:
A. A core benefit package is provided. In addition, a notional allowance is provided to each employee (normally

as a percentage of salary) with which additional benefits can be purchased

Example: ABC provides a retirement plan and life insurance of 1 times annual salary on death. It also
provides a ‘flex allowance’ of 5% of salary to each employee. The employee can then choose to use part
or all to increase the retirement contributions or life insurance benefit or divert the remainder to secure
other benefits offered by the employer (for example, increased holiday entitlement, child care vouchers
or dental costs).
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B. A standard uniform benefit package is provided to employees. They can then sell some of their
benefits to purchase other benefits offered by the company.

Example: ABC provides a retirement plan with a 15% employer contribution, life insurance of 4 times
annual salary on death, 25 days holiday a year and pays all of the medical premiums of the employee. It
allows employees to trade some of these benefits for other benefits. For example, the employee may
choose to receive a lower retirement contribution and lower death in service benefit (e.g. 10%
contribution and death benefit of 2 times annual salary) and use this saving to purchase more holiday,
company car, restaurant vouchers and child care vouchers. There will however be minimum levels of
benefit that must be maintained (e.g. you must have at least 8% retirement contribution and 2 times salary
death benefit) to avoid employees making short-term choices or selecting against the plan.

Aims and advantages of flex plans

The idea behind flex is simple: you let employees choose what benefits they receive. Employees feel motivated
and empowered by the choices and, as an employer, you provide benefits that are valued. By having to make an
active choice, employees become aware of the package and benefits offered by the employer.

Companies say that the main reasons for introducing flex benefits are:

e Toattract and retain employees

e Toimprove productivity and general health of employees

* Tomake tax and Social Security savings (when compared with providing additional salary)

What conditions are required to consider the introduction of flex?

e Country where flex is possible. Flex only really works in countries where legally it is possible, there are tax
advantages, and there is a low level of compulsory benefits. Countries where flex benefits are already highly
prevalent include the US, UK, Ireland and Spain.

e There is a key, relatively costly benefit that can be flexed—medical in the US; company car in the UK—
without increasing benefit cost to the employer
Company culture is consistent with aims of flex.

An effective administrative platform is essential to ensure that the process can be managed effectively and
efficiently. This includes online tools and effective communication.

* Employee expectations and profile — it is important that employees understand and value a flex benefit system.

* HR and finance back up and buy in.

Toensure a flex plan is successful, it must be well communicated and understandable, simple to make choices,
and provide a good range of benefits.

What are the disadvantages of flex?

The main disadvantages occur when flex is introduced in an environment where it is not appropriate (e.g. if the

company culture is not consistent with such a plan). Other factors that may cause a flex plan not meeting its

objectives are listed below together with possible solutions to these problems:

e The plan is too complicated — the solution is to ensure that there are not too many options offered (typically,
employers offer between 5 and 15 different types of benefits)

* Employees don’t understand the flex plan— the solution is to use good communication, both on-line and
face-to-face, to ensure employees appreciate the benefits provided and how the system works.

* Management and administration requires too much time and effort — many companies outsource their flex
plans accordingly

* Not tax efficient — the solution is to seek out good tax advice and ensure the plan takes advantage of the
possibilities set out in tax regulations
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e Anti-selection costs — this is a key problem and may impact on the cost of some of the benefits. If, for
example, an employee chooses increased life insurance cover, it is likely that they are in less good health than
someone of the same age who does not choose to increase the coverage. The life insurer will realise this
and increase the life insurance cost making the benefit less attractive. The main way round such a problem
is to provide a relatively high level of ‘core’ (compulsory benefit) and / or put a cap on the maximum
amount of additional coverage that can be bought.

73 ~ BENEFIT DELIVERY

Softer benefits are typically provided directly (e.g. canteen for meals) or indirectly through vouchers (e.g.
childcare vouchers) or discounts negotiated with suppliers. So called ‘ Affiliation Agreements’ with providers of
some of the benefits ensure that the employer buys the benefit at below the market price.

For flex benefits, the delivery itself does not change. Benefits are still provided by the same provider but the
choice and election of benefit is carried out through the flex plan. It is, therefore, critical that a good
administration system is put in place as employees may have up to 15 different benefits and may choose to
change regularly the amount of each benefit they elect to receive. Companies often choose specialist providers
to run and manage their flex benefit plan.

74 FINANCING AND FUNDING

As these benefits are short term and often in the form of direct provision or allowances, the cost is implicitly
paid out of cash flow. There is, therefore, no funding or pre-financing required; the cost appears as an
employee expense in the accounts. For flex benefit plans, the employee benefit cost itself does not change
appreciably, but there may be increased costs related to the administration platform chosen.

75 GENERAL LEGAL AND REGULATORY ISSUES INCLUDING TAXATION

The provision of softer benefits is driven by company and employee culture but also by the tax environment
and the level of compulsory benefits provided.

Tax Treatment of Employee Benefits

Each country will have its own way of treating such benefits. Some may be exempt from tax and not treated as
a taxable benefit; others may be considered the same as additional salary. Even with the same type of benefit, tax
treatment may vary depending on whether the benefit is provided directly (where it might not be taxed) or
simply financed through an allowance (typically taxed as salary). Benefit design is often based on an optimal use
of tax incentives available in a country. More detailed tax information is set out in each country Chapter.

76  KEY ADMINISTRATION AND MANAGEMENT ISSUES

Key Administration Issues

The key to a well-valued flex benefit plan or the provision of ‘softer’ employee benefits is that the provision of
benefits is carried out seamlessly and with minimal additional costs. Efficient IT platforms ensure that this can
be done in practice and allow a clear explanation and delivery of benefits to the employee. As noted above,
many companies outsource the administration and management of their flex benefits plan. For the other
benefits highlighted above, HR may administer benefits, but this requires close collaboration with the finance
function as well as IT and third party providers.
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Key Management Issues

Although there are less obvious risks related to the provision of softer benefits, management should still be aware
that these benefits need to be well managed (good communication, appropriate delivery of benefits, appropriate
benefits provided etc.). The correct level of core benefits provided is an important factor. If these benefits are
too low, there is a danger that employees are underinsured for important benefits such as life insurance. If they
are too high, the choice of additional benefits is limited and employees may be dissatisfied.

Managing the relationship with benefit providers — particularly insurers, but also, where relevant, medical
facilities — will need to be done actively to ensure good quality benefits and service provided at reasonable cost.

Summary

This Chapter has provided an overview of a variety of benefits that can be offered by employers in
addition to those covered in earlier Chapters. It has also covered flexible benefits and how flexible
benefit plans operate and the advantages and disadvantages of them. The Chapter included a
description of the different forms and types, the nature of the benefits provided and the ways they are
funded.

Self Test Questions
e \What are some of these other benefits?

* How are these benefits delivered?
= What are the main advantages and disadvantages of flexible benefit plans?
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This Part details the role of the various parties involved in the design, delivery, management, control and
regulation of employee benefit plans. To ensure that plans are well run, employers will call on a range of
experts, both within the organisation as well as external experts, professional advisers and service providers. At
the same time, regulators for the territories in which the benefit plans operate may monitor the operation of

benefit plans to ensure they meet all requirements concerning operation, provision of benefits and disclosure
of information to beneficiaries.

This Part comprises twelve Chapters.
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CHAPTER 1 EMPLOYEES

1.1 BRIEF DESCRIPTION OF ROLE

An employee is an individual who works for an employer in return for some form of financial consideration
subject to a contract of employment.

The most common form of contract of employment is an indefinite contract where the employee works full
time for the employer for an unspecified period of time. However other contracts are possible such as a
temporary contract where the employee works full time for a fixed period of time, such as six months or one
year. Another form of contract, which may be either indefinite or temporary, is a part-time contract where the
employee works a specified number of hours or days per week which are less than those of a full time employee.
In some countries, part-time contracts are more common than in others.

For most employers, employees will constitute the largest group of individuals receiving employee benefits.

Employees will have a vested interest in having benefit programs which meet their needs.
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2.1 BRIEF DESCRIPTION OF ROLE

As stated in Chapter 1, most beneficiaries of employee benefits are often (but not always) employees. However,
employees are rarely, if ever, the sole beneficiaries. There will be other beneficiaries. These other beneficiaries
may be divided into three groups:

e Contingent beneficiaries of retirement benefits, risk benefits and medical benefits;

e Employers; and

* Independent contractors

Contingent beneficiaries of retirement, risk and medical benefits: Individuals working directly for a company
will typically not be the only recipients of employee benefits; others linked to the employee beneficiary may be
entitled to benefits as well. For example, on the death of an em