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PENSION SCHEMES ACT 1993, PART X

DETERMINATION BY THE PENSIONS OMBUDSMAN
	Applicant
	Mr S W Tart

	Scheme
	Eagle Star Pension Plan 00751237

	Respondents
	Zurich Assurance Limited (Zurich)


Subject

Mr Tart has complained that Zurich are no longer adding bonuses to his with-profit policy and negating the effect of his guaranteed annuity rate (GAR).

The Pensions Ombudsman’s determination and short reasons

The complaint should not be upheld because it is not maladministration for Zurich to determine the bonus rate by reference to asset share nor are they in breach of any of the terms of Mr Tart’s policy.
DETAILED DETERMINATION

Material Facts

1. Mr Tart took out his policy in 1978 with Eagle Star. An illustration issued at the time quoted a “Guaranteed Fund” of £15,887.50 and a “Guaranteed Minimum Pension” of £1,945 after 29 years. The notes to the illustration stated that bonuses were added each year.

2. In 2002, the policy benefitted from a 0.25% bonus (£169.95). In 2003, no bonus was declared.

3. In 2008, Zurich published the booklet “Keeping you informed”, which dealt with the with-profit fund in which Mr Tart’s plan was invested. The booklet said that the total investment return on the fund for the year 2006 was 4.6% before tax and charges. It also said that “Some plans with high existing guarantees will not receive a bonus this year”. The booklet went on the explain that the main factors considered by Zurich when setting the regular bonus rates were: the fund’s performance, the plan’s guaranteed benefits, bonuses already added, their view of future investment returns after tax and an allowance for administration and claims costs.

4. Mr Tart has provided a copy of his policy document, which consists of the policy and five schedules. The policy states that the proposal and declarations mentioned in the First Schedule shall be the basis of the policy, subject to the conditions set out in the Third and Fourth Schedules. The First Schedule contains (amongst other things) Mr Tart’s personal details, the Normal Maturity Date (NMD) (his 70th birthday), the guaranteed pension rate at NMD (£150 p.a. per £1,000 of his notional cash fund) and the premiums payable. The Second Schedule sets out the options available to Mr Tart on retirement, e.g. an Early Maturity Option, which allows him to take reduced benefits at any time after age 60. The First Schedule provides that the reduced guaranteed pension rate at age 65 will be £125 p.a. per £1,000 of the reduced notional cash fund and adjusted bonus additions.

5. Mr Tart’s policy is invested in one of Zurich’s long term business funds; the 90:10 Fund. Zurich manage the 90:10 Fund in accordance with a Principles and Practices of Financial Management document (the PPFM). The current PPFM can be viewed on Zurich’s website at www.zurich.co.uk/withprofits
6. The 90:10 Fund contains conventional with-profit policies (like Mr Tart’s) and unitised with-profit policies and operates on the basis that 90% of any distributable surplus will be shared by the policyholders and 10% by Zurich’s shareholders. The surplus is distributed to with-profit policyholders in the form of bonuses. Zurich’s Board (the Board) is responsible for managing the 90:10 Fund, including setting bonus rates. They are advised by an actuary appointed for the purpose. The Board’s aim is to ensure that payout on maturity of a policy is equal to 100% of its asset share. The asset share is described as “the accumulated contribution of each policy to the 90:10 Fund”. The Board also aims to ensure that at least 90% of maturity payouts fall between 80% and 120% of unsmoothed asset share.

7. The PPFM contains Zurich’s bonus policy. Section 5.1(3) provides that different bonus rates may be declared for different groups of policies to “reflect the characteristics of those policies in a manner which the Company considers to be fair for all policyholders”. Section 5.2.2 provides for reversionary bonuses to be zero in any year. In explaining the general approach they take to determining bonus rates, Zurich state that they consider the need to meet policyholders’ guaranteed benefits. Section 5.2.2.1 of the PPFM states that where the value of guaranteed benefits is considerably in excess of the aggregate asset share, no terminal bonus will be paid and reversionary or annual bonus rates may be set at a low or zero level. Zurich have explained that the average maturity payout for policies like Mr Tart’s is currently just over 150% of the asset share.

Mr Tart’s Position

8. Mr Tart submits:

· Zurich have effectively frozen his fund and the value of his GAR is diminished or depleted until there is no advantage;

· Nowhere in the terms and conditions of his plan does it suggest that discriminatory or no bonuses will be awarded in the crucial final ten years;

· This was not explained to him when he took the policy out in 1978 nor does it appear in layman’s terms anywhere in his original contract documents;

· Zurich have not adequately explained or justified why a differential bonus allocation is being made;

· Zurich have stated that they will now invest the with-profit fund differently for different groups of plans;

· This is discriminatory because it isolates his policy and leads to a differential bonus treatment;

· Zurich have referred in their literature to the GAR in justifying the ring-fencing of those policies;

· He is now locked into receiving zero reversionary or terminal bonuses for the last ten years of his policy, which is clearly a penalisation for holding a GAR;

· This contravenes the principles behind a with-profits investment;

· Zurich have used the bonuses he is entitled to as a reason for discrimination by referring to the bonuses he received during periods of high economic growth;

· He will be penalised if he takes his fund before the age of 70;

· Zurich have compared the projected fund at age 65 (£49,540) quoted in 1978 with the final fund value at age 70 (£68,148.74), which is misleading;

· The fund value he was quoted in July 2007 (£45,075.63) was less than the projected fund quoted in 1978;

· When he took out his policy, he would not have supposed that bonus allocation could be discretionary;

· In order to keep pace with inflation, his fund will need to be around £92,000 at maturity compared with the projected fund of £68,148;

· This demonstrates that Zurich have effectively eroded his contractual benefit by approximately 30%.

Response from Zurich

9. Zurich’s response is summarised as follows:

· They make no distinction between cases with a GAR and those without in setting the annual bonus;

· In deciding the levels of bonus to apply, the Board, acting on the advice of the With-Profits Actuary, target payouts on the basis of asset share;

· Asset share is not influenced by the presence of a GAR;

· Many conventional with-profit pension plans have a GAR and generally receive payouts significantly above asset share. This is because of the higher guaranteed returns associated with these plans and higher levels of bonuses in the past. As a result, they are not receiving any additional bonuses;

· Customers in plans such as Mr Tart’s are benefiting from higher guaranteed returns up to retirement and higher guaranteed returns after retirement;

· Such guarantees would not now be available in the market, but are being honoured by Zurich;

· Although Mr Tart feels that the lack of annual bonuses has a detrimental effect on his GAR, the terms and conditions which apply to his plan mean that he will still benefit from the annuity rate quoted;

· Mr Tart bought his plan at a time when interest rates and investment returns were high and he secured valuable guarantees. As a result, the overall return on his plan in the form of the pension secured will be attractive compared with other savings or plans bought at a later date;

· The guaranteed returns Mr Tart now has are higher than the expected returns from the fund in the future and adding further bonuses would mean that he would get more than his fair share from the fund;

· They do not consider that there are any similarities between Mr Tart’s case and the Equitable Life policyholders;

· It is their understanding that the Equitable Life case established that it was illegal to pay lower bonuses to customers who took up the GAR option; they cannot do this, do not do this and have never done this;

· As they make no distinction between with-profit plans with a GAR and those without, there is no reference in the plan terms and conditions to a plan with a GAR receiving a lower annual bonus than other plans held in the same fund;

· No market value adjustment will apply if Mr Tart takes his pension before age 70, but the annuity rate will be lower to reflect the fact that the pension will potentially be paid for longer;

· Once bonuses have been applied, they cannot be taken away. If Mr Tart maintains his contributions to his 70th birthday, the plan will provide a final fund value of £68,148.74 (£24,568 notional cash fund and £43,580.74 reversionary bonuses);

· This is far in excess of the projected fund value quoted when Mr Tart took out the plan (£49,540);

· The last benefit illustration prepared for Mr Tart, in July 2007, showed a tax free cash sum of £17,025 and an annual pension of £6,650. In comparison, the original prediction was for a lump sum of £16,962.50 and a pension of £5,120.

Conclusions

10. There are two guarantees attaching to Mr Tart’s policy: firstly, that the fund payable at maturity will not be less than the notional cash fund (£24,563) plus the bonuses already allocated, and secondly, that the rate used to convert the notional cash fund into pension will not be less than £150 p.a. per £1,000 at age 70. There is no guarantee pertaining to future bonuses.

11. I acknowledge that there are frequent references in the literature to the distribution of fund profits/surplus by the award of annual and/or terminal bonuses. However, there is no reference to any guarantee as to the amount of any bonus. A guarantee of this kind would, in effect, amount to a guaranteed investment return. The guaranteed investment return attaching to Mr Tart’s policy is in the notional cash fund, which is guaranteed to be not less than £24,563 at maturity (or £15,888 at age 65) or 2.41% over the lifetime of the policy. The projected fund value (£68,149) comfortably exceeds this.

12. A with-profits policy is a pooled investment. Zurich have invested Mr Tart’s funds along with the funds from the other policyholders who participate in the 90:10 Fund. As is usual with such policies, rather than assess the value of Mr Tart’s asset share only at maturity, Zurich (and Eagle Star before them) have allocated part of the investment return on an ongoing basis in the form of bonuses, which once allocated cannot be reduced and form part of the guaranteed notional fund. The aim is to ensure that Mr Tart receives at least 100% of his share of the value of the underlying assets at maturity, but also to provide an element of ongoing security against a sudden downturn in fund value at maturity. In determining the level of bonus, Zurich take account of (amongst other things) their future liability for any fund value guarantees, potential future investment return, expenses and mortality. They also take into account Mr Tart’s asset share.

13. It is the case that Mr Tart’s current guaranteed fund significantly exceeds his asset share; Zurich estimate that it currently represents some 150% of his asset share. This is largely because Mr Tart was participating in the 90:10 Fund at a time when investment returns were relatively high and it was thought that such investment return would continue until maturity. In anticipation of this, Zurich calculated the annual bonus rates on what would with hindsight could be considered overly generous terms.

14. In effect, Mr Tart has received his share of the underlying asset value at maturity at an accelerated rate. Zurich have taken the view that to continue to allow those policyholders who are in this favourable position to continue to receive significantly more than their share of the underlying asset value would be inappropriate and potentially unfair to the other participating policyholders. 
15. This has nothing to do with the GAR which attaches to Mr Tart’s policy. The GAR is the guaranteed rate at which the notional cash fund, together with any bonuses which have been allocated to it, will be converted into annuity. It is unaffected by the bonus rate declared in any one year. It would be incorrect to say that the decision not to allocate a bonus in any year diminishes the effect of the GAR.  It is also not the case that Mr Tart’s policy is being treated differently because it has a GAR.  It is not.  The guarantees that have been taken into account in assessing future bonus are the guaranteed value at maturity plus bonuses already added.
16. Mr Tart considers that he will be penalised if he takes his benefits at age 65. This has always been the case in the sense that his benefits then would be lower than later. He signed up to a policy with a maturity date of his 70th birthday. It is at that date that the GAR applies. Nevertheless, he still benefits from a lesser GAR at age 65. These are the terms of the policy he signed up to in 1978 and Zurich have not breached the terms of that policy. Mr Tart will still receive his guaranteed investment return (and is comfortably on course to exceed that even if no further bonuses are allocated) and can still benefit from his GAR. There was never any requirement for the guaranteed investment return to keep pace with inflation.

17. Mr Tart suggests that the way that Zurich have allocated bonuses in recent years is in contravention of the principles behind a with-profits policy. By this, I take him to mean that the principle behind a with-profits policy is to allocate bonuses each year regardless of whether or not this actually reflects the policyholder’s share of the underlying assets of the pooled investment. This is a misunderstanding of a with-profits investment. The principle behind a with-profits investment is that members’ funds are invested on a pooled basis and they share in the resulting return. In order to provide a measure of security against a sudden downturn in the value of the assets at maturity, investment return is allocated periodically over the lifetime of the policy.  The bonus may be declared annually, but in some years the declaration could be that the bonus is nil. The overriding principle is, however, that a participant should receive his or her fair share of the pooled investment.

18. I do not uphold Mr Tart’s complaint.

TONY KING

Pensions Ombudsman

9 October 2009
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