PRESTON

CALCULATION OF BACKDATED EMPLOYEE CONTRIBUTIONS

Objective: to provide those with a Preston entitlement an opportunity to gain the pension service at a cost to them which as far as possible makes them no better and no worse off than if they had paid contributions to the scheme at the time, treating them equitably in relation to those who were not denied access to schemes; while at the same time providing a system which is easy to operate and understand for the employer, scheme administrator and individual claimant.

A.  Factors underlying settlement model 

1.  Tracking an individual’s pensionable earnings year by year is not practicable in the vast majority of cases because the records are not available (pension schemes only retain service details for members).  A system based on a pensionable earnings figure at the end of the reinstatement period or current salary is preferable to requiring schemes to create an entire service record. 

2.  If a single period salary is used to calculate contributions over the whole backdated period account will be taken of earnings growth over the reinstatement period.

3.  The individual has had use of the money derived from not paying pension contributions during the period of exclusion – if the presumption is that the individual wanted to be in the pension scheme and would have paid contributions, but was denied access, it is reasonable to assume that individual would have invested the money at a risk-free medium or long term savings rate, such as National Savings Certificates.  Interest rates based on this approach are significantly lower than those which funded schemes would have earned on the employee contributions if they had been paid (or Exchequer savings in the case of unfunded schemes).

4.  The following tax effects need to be taken into account:

· IR ruling that the 15% limit on annual salary for tax relief on   pension contributions stands for those who are still members of the original pension scheme, but there may be no tax relief available for others;

· Relief on contributions that would have been paid at time of service at higher tax rates than today.

· Interest on the unpaid contributions would be subject to the deduction of income tax at the basic rate (or if tax-free would be set at a level allowing for that). 

5. National Insurance records will be amended to reflect the change to contracted-out status if part-timers seek instatement to a public service scheme.  Refunds of National Insurance will be made to employee and employer, although any SERPS pensions already in payment may be offset.  To the extent that interest is not payable on employee National Insurance refunds by NICO, the employer will make a payment in place of interest from the employer’s NI refund.   Guidance on how this should be calculated will be forwarded to employers and schemes.  Some public service schemes intend to act on behalf of employers in seeking refunds from NICO. 

6.  The model covers the following categories of part-timer:

· those still in employment (where an added years type contract may be a suitable method of paying backdated contributions and which will ensure existing tax relief is maximised; and 

· those who have left employment and have an entitlement to an immediate or deferred pension, who will be required to make lump sum contributions.

7.   Pensionable salary at the end of period would generally be calculated by multiplying the full time equivalent by the average proportion of conditioned hours worked during the period to be re-instated.  

8. Pension contributions must be completely paid up before a full pension award can be put into payment.

9. It should be recognised that for some individuals it may be in their interests to remain in SERPS rather than to seek admission to their public service scheme.  It is not the responsibility of either the employer or scheme to calculate which would be the most beneficial option.  Information about available choices has been compiled by the Pension Service in their leaflet ‘Backdating membership of an occupational pension scheme - What this might mean for you'.  Individuals will need to take their own financial advice.

10. The ECJ ruling indicated that admission to the scheme should be the remedy in Preston cases.  Public service schemes are seeking to implement that ruling.  Only in exceptional cases should lump sum compensation be required. 

B.  System for calculating contributions

· Contributions will be calculated using the following information 

· Start of re-instatement period 

· End of re-instatement period 

· Date for salary information – ie end of reinstatement period 
	· Calculation date – the month contributions are calculated (provided payment is made within 6 months)

· Annual full time salary at the end of the reinstatement period

· Part-time proportion 

· Contribution rate 


· Current rate of tax relief at the time of the month being reinstated 
· A model has been devised which calculates the amount due in respect of each month of the reinstatement period taking account of (i) earnings growth, interest and tax rates for the period of reinstatement and (ii) the impact of interest for the intervening period until contributions are repaid.
· An adjustment is made for tax to increase the contributions due only if relief is available to those still in relevant employment and at the rate of tax relief in force at the time of payment/calculation. 
· A more detailed explanation of how the model works is given at Annex 1 and the model itself is attached at Annex 2 (NB This should be viewed as an Excel spreadsheet, electronic copies can be requested from […schemes to complete].

· The factor table in Annex 2 includes (i) an Interest Index based on 5-year National Savings Certificates rates, (ii) an Earnings Index which assumes movements in earnings were in line with UK national average earnings and (iii) Tax rates for the reinstatement period.  The attached GAD note at Annex 3 explains how these have been calculated.

· Part-timers still in employment would be invited to enter into an added years type contract as an alternative way of paying the required contribution than a lump sum.  This would enable use to be made of individuals’ available headroom for tax relief and spread the cost for the individual over future years of service.  

· For those part-timers who have left the relevant employment, and those who have already retired, backdated contributions should be paid over to the scheme within 6 months of the calculation date. Backdated contributions for those leaving employment before retirement should be paid up within 6 months of leaving employment (or 6 months of the calculation date if that is earlier).

C.  Scheme flexibility

Subject to adopting systems meeting the conditions in A and B above, schemes will have flexibility to vary the settlement factors to take account of the following circumstances:

· Availability of accurate earnings data for the full reinstatement period. GAD may need to supply further interest tables for such cases.

· Where there has been a significant change in the part-time proportion schemes may do more than one calculation for the reinstatement period if they choose to do so.  

· When estimates of salary at the end of the reinstatement period are unavailable or unreliable, schemes may use current salary data or other past periods instead.

· While there will generally be one set of factors used across all the public service schemes, there is scope for tailoring the table to scheme specific circumstances eg where earnings of the group concerned increased significantly faster or slower than average earnings.  Schemes may commission GAD to prepare a scheme specific table. 

· Recovery period within which to make payments.

· Terms of added year contracts.

· Right of recovery from lump sum or pension arrears if contributions not fully paid up (otherwise amount of service to be credited may need to be adjusted).

· Rate of interest payable on late payment of lump sums/pensions.

D. GAD CERTIFICATION
The attached GAD note sets out the basis on which GAD have calculated the factors for earnings, interest and tax which can be found in columns D to F of the Factor table in Annex 2.  GAD have advised that, from the perspective of the employees concerned, this approach lies at the more generous end of the range of those possible for calculating backdated employee contributions.

HM Treasury

9 May 2003

ANNEX 1

MODEL FOR CALCULATING BACKDATED CONTRIBUTIONS FOR PART-TIMERS 

The model calculates the amount due in respect of each month taking account of (i) earnings growth, interest and tax rates for the period of reinstatement and (ii) the impact of interest for the intervening period until contributions are repaid.  If tax relief is available to those still in relevant employment then an adjustment will be made to their contributions to take account of that. 

The model requires employers or administrators to enter the following data in the control sheet of the model at Annex 2 in the yellow boxes:

Start of Re-instatement Period – month (number 1-12) and year

End of Re-instatement Period - month (number 1-12) and year

Date for Salary Information – month and year of last period of pensionable pay before reinstatement (although model can use other periods both before and after that date)
	Calculation date – the month contributions are calculated (provided payment is made within 6 months) 

Annual full time salary – enter whole amount eg £10,000

Part-time proportion – enter as percentage eg 45% etc

Contribution rate – enter percentage eg 6% for LGPS; 1.5% for PCSPS etc


Tax rate – eg current rate is 22% 

The model calculates for each month of the reinstatement period the contributions that were due taking into account agreed standard factors for earnings, interest and tax relief adjustments.  It then sums the total to provide the contributions due which is shown in the blue box.  If the part-timer is still in employment and able to benefit from tax relief within the headroom of their annual 15% limit then an adjustment is made and the contributions due are shown in the purple box.

The model is based on following formula: 

Contributions to be paid in respect of month m in month p         

  = 
salary in month s     x    part-time proportion
            x   earnings index in month m / earnings index in month s

x   contribution rate

x   interest index in month p / interest index in month m


x   tax factor at  m    

where:


m is the month for which service is being reinstated


p is the month in which the contribution is calculated


s is the month for which salary information is available ( which could be the end of the reinstatement period as previously assumed but the method could cope with an alternative date).

Where tax relief is available the contributions are adjusted   /  tax factor at  p
Example

Where a part-timer has reinstatement details as shown in yellow boxes in Annex 2:

Start of Re-instatement Period – 1 (January) 1982 

End of Re-instatement Period – 1 (January) 1991 

Date for Salary Information – 1 (January) 1991
	Calculation Date – 10 (October) 2002

Annual full time salary –  £10,000

Part-time proportion – 40% 

Contribution rate – 6%


Tax rate – 22%

The contributions due (see blue box) will be £2,778 

If tax relief is available on the payment of contributions the contributions due (see purple box) will be £3,561

NB It is not possible to show the benefits that will be derived from the backdated contributions, as this will depend on the individual’s equivalent full-time final salary and full service history.  Individuals may be able to receive a statement of the benefits that would result from their Preston service based on current salary from their employer (or scheme if appropriate).

