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5 December 2002

HM TREASURY

OFFICIAL COMMITTEE ON OCCUPATIONAL PENSIONS

Note by HM TREASURY

PUBLIC SERVICE SCHEME ACCOUNTS: INFLATION ELEMENT OF DISCOUNT RATE
Issue

It has been decided that the inflation rate element of the discount rate for use in the Estimates for 2003-04 and 2004‑05 pension scheme accounts should reflect the Government’s inflation target of 2.5 per cent.

Action

2. Schemes producing FRS17 based accounts and Departments preparing Estimates on that basis are required to use an inflation rate of 2.5 per cent, coupled with the 3.5 per cent discount rate, to give an overall nominal interest rate for the cycle of the Spending Review of 6 per cent.  Estimates and accounts for 2003-04 and 2004-05 should be prepared using this number. Any changes in the rate to be used will be advised in due course. 

Background

3. The Financial Reporting Advisory Board (FRAB) has agreed that the real discount rate for use in FRS17 based accounts, that pension schemes have to produce in full for the first time in 2003-04, should be 3.5 per cent. However, the accounts will need to show nominal interest on liabilities. Hence the need for advice on the appropriate inflation rate to convert the real discount rate into a nominal one. A sub-group of the Public Services Pensions Accounting Group was asked to circulate guidance on the inflation rate.

4. The sub group considered the best way to account for the inflation element. The conclusion was that the most appropriate option to follow at this stage was to settle upon a discount rate at the outset of the Spending Review along with the real discount rate.  Under present circumstances the most suitable inflation rate for this Spending review cycle was felt to be the government’s inflation target of 2.5 percent.  However, to achieve a rounded discount rate the real and inflation elements should simply be added together without compounding to given a nominal rate of 6 per cent. Both the real discount rate and the inflation assumption would be reviewed before the next Spending Review and the decision promulgated to departments and schemes.

5. Any difference in outturn from the inflation assumption would pass through the statement of recognised gains and losses (STRGL), thus allowing for more stable Estimates and forecasting.  Any variations will be reflected in the variability of the STRGL.
 Future Changes

6. The real discount rate, currently set at 3.5 per cent, would be used for accounts for 2003-04 and 2004-05, the lifetime of the SR2002 Spending cycle. A review would follow in late 2003 or early 2004 to decide the rate for the next spending cycle.  If the rate changed the accounts for 2003-04 and 2004-05 would note the effect.

7. Any enquiries about this notice should be directed to: 

Estimates: your normal spending team contact

General Pensions Issues: Gary Hansman (Tel 020 7270 4469 E-mail Gary.Hansman@hm-treasury.x.gsi.gov.uk)

FRS 17 and accounting issues: Nick Bailey (Tel 020 7270 4535 E-mail Nick.Bailey@hm-treasury.x.gsi.gov.uk)
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