
SALARY SACRIFICE - Q & A

Q.
What is a salary sacrifice?

A
This is an arrangement whereby an employee gives up the right to receive part of the cash pay due under their contract of employment, usually in return for the employer’s agreement to give the employee some form of non-cash benefit.  A genuine salary sacrifice amounts to a variation of the employee’s terms and conditions of employment.  

Q.
When is a salary sacrifice likely to be used?

A.
Salary sacrifice arrangements are suitable when an employer has a flexible benefit scheme under which an employee can forego salary in exchange for selected non-cash benefits; where employers decide to convert contributory pension schemes to non-contributory pension schemes to achieve National Insurance contribution savings; or to save National Insurance contributions when employees wish to increase their pension contributions or benefits.

Q.
How can this achieve a tax saving on pension schemes?

A.
The tax and National Insurance contribution treatment of a payment to a registered pension scheme varies depending on whether the payment is made by the employee or the employer.  When the employer makes a contribution to a pension scheme, no National Insurance contributions are payable. By entering into a valid salary sacrifice arrangement, which has the effect of “converting” an employee contribution to the pension scheme to an employer contribution, there is a potential National Insurance contribution saving.

Q.
How does this work with other benefits?

A.
Where an employer introduces a salary sacrifice arrangement and the employee elects to sacrifice part of their annual salary, the employee may receive, in place of the salary, a specific benefit provided by the Company of similar or equal value.  If the alternative benefit received can be treated in a more efficient way for tax and National Insurance contribution purposes than the salary which is sacrificed, it is possible to generate savings for both the employer and the employee.  
Q.
Did any measures in the 2009 Budget affect salary sacrifice arrangements?

A.
For the majority of employees, the Budget had no negative impact on salary sacrifice arrangements. For employees earning £150,000 or more per year, changes implemented by the Government mean that salary sacrifice arrangements will not offer a way to bypass the tax measures for higher earners that were announced.
Q.
What kind of benefits might be provided?

A
Salary sacrifice arrangements can be utilised in respect of a variety of benefits such as childcare vouchers, cycle to work schemes, varying of annual leave entitlements or health care provision (amongst others).
Q.
Are there any downsides?

A.
A salary sacrifice cannot reduce an employee’s cash pay below the minimum wage. A sacrifice may also affect an employee’s entitlement to state benefits and tax credits or impact on enhanced contractual benefits such as maternity pay or sick pay.  It is therefore important that individual employees should consider the position carefully before agreeing to any variation in the contract of employment.
Q.
What needs to be done to implement a salary sacrifice scheme?

A.
For the purposes of accounting to HM Revenue & Customs, it is absolutely crucial that the employee gives up potential future remuneration (rather than remuneration that is already received) and that the true construction of the revised contractual arrangement between the employer and the employee is that the employee is entitled to lower cash remuneration plus a benefit.  Arrangements must therefore be documented carefully and must clearly demonstrate a variation of the contract of employment.

Jonathan Naylor 
Shoosmiths

(This article is provided for information purposes only and does not amount to legal advice.  You should seek specific legal advice on any particular issue).
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