L00209


PENSION SCHEMES ACT 1993, PART X

DETERMINATION BY THE PENSIONS OMBUDSMAN

Complainant
:
Mr C R Utting

Scheme
:
Allied Agronomy Ltd Pension Plan (Plan) 

Respondent
:
Norwich Union Life & Pensions Limited (Norwich Union) 

THE COMPLAINT (dated 2 August 2001)

1. Mr Utting complains of maladministration on the part of Norwich Union, in failing to inform him that the tax free cash sum entitlement from the Plan would be subject to the limits imposed by the Inland Revenue.  He claims that he has suffered injustice as a consequence of the above alleged maladministration.

RELEVANT INFORMATION

2. Joint Office Memoranda (of the Inland Revenue and the Occupational Pensions Board) number 78 (JOM 78) provides in respect of “Proceeds of Policy” arrangements, in paragraphs 254 and 255, as follows:

“254.  If the employer has said that he will provide retirement benefits for the employee by means of one or more insurance policies, and has made it clear that such a specific amount or rate is subject to the proceeds of the policies being adequate), his commitment will normally be met in full by the payment of the premiums as demanded by the life office.

255. The insurance contract must provide for a paid-up policy for the benefit of the employee in the event of that contract being discontinued, and under the revaluation requirements explained in paragraph 302 the contract must provide the right to participate in any future bonuses that the policy would have attracted had the contract continued until the employee reached his NPA.”

3. Part 13.4 of the Practice Notes (IR 12 (1991)) on the approval of occupational pension schemes provides:

“Whether a scheme falls within the scope of the valuation regulations or the discretionary practice depends upon the nature of the scheme.  Regulation 3 of the valuation regulations as amended specifies that they apply to:

(a) self-administered schemes having not less than 12 members, and

(b) insured schemes, the policies in respect of which do not provide that levels of contributions require to take account of surpluses except those which provide only for lump sum benefits for members on death before normal retirement date.”

MATERIAL FACTS

4. The Plan, an individual money purchase arrangement insured with Norwich Union, was established in 1984.  The financial adviser to the Plan at the time it was set up was D W Moore & Co (Moores).

5. Norwich Union says:

5.1. The policy used to provide the benefits under the Plan was its ‘Cash Plus’ money purchase policy.  

5.2. As the Plan was approved prior to 29 November 1991 (when the 1991 Practice Notes were issued) the policy was subject to the Inland Revenue old Practice Notes 13.4 preservation legislation, which provided that no maximum pension would apply on early retirement from the proceeds of the policy.  The preservation legislation both pre and post 1991 provides that limits apply for the tax free cash sum entitlement.

6. In February 1996 Moores requested from Norwich Union projected pension benefits for Mr Utting on the assumption that he retired at 56, 57, 58, 59 or 60.  On 12 March 1996 Norwich Union provided Moores with the necessary quotations, but added:

“This is a ‘Proceeds of Policy’ contract and upon early retirement and leaving service there is no maximum pension calculation.  This is because:-

· The scheme was approved before November 1991.

· Widows benefits were not required to justify the benefits.

· A Maximum Funding Test was done at the outset.

This means that the full value of the policy can be used to purchase a pension.  However, funding tests and/or limit checks will be required if any more money is to be paid into the policy.  Limits will still be required at normal retirement date in the usual manner.

I have worked out that the salary required at age 60 to justify the higher illustrated pension of £63400.00 per annum is £95100.00.  This would be an average of 3 consecutive years.

This figure does not take into account the retained benefit fund value of the SSAS.  I understand that it will be the responsibility of the Pensioneer Trustee of the SSAS who will be responsible for ensuring Inland Revenue limits are not exceeded.”

7. Moores requested further quotations and these were provided by Norwich Union on 16 March 1996 with the following advice:

“I can confirm that the retained benefits Mr Utting has in respect of his self employed earnings can be ignored for the purpose of this period of service.  I understand self employed earnings are taxed under a different schedule and are therefore relevant when taking service with Clive Utting & Co Ltd into account.  The same applies for any future benefits in respect of self employment.

With regard to the SSAS and limits, my knowledge of SSAS’s is limited but I understand the situation to be as follows:-

SSAS funds are not earmarked so any amount could theoretically be provided to purchase a pension for the member.  For example, if the Pensioneer Trustee calculates a maximum pension of ‘x’ amount on early retirement and our policy provides 80% of this due to ‘proceeds of policy’ ruling ie – no restriction, then a small fund from the SSAS will purchase the remaining 20% of the pension to take it up to the maximum.

Alternatively, our pension may provide only 20% of the maximum so a large portion of the SSAS would be required to bring the pension to the maximum.

If however our policy provides more than this maximum them[sic] the Pensioneer Trustee should instruct us to add escalation/widows pensions to reduce the pension to a level that is within limits.  He may decide that no money is to be paid from the SSAS as we provide the ‘maximum’ from our policy.

In saying this I assume there is more than one member eligible to funds from the SSAS.  If however the intention is to use the whole fund value of the SSAS for Mr Utting then maximum limits could be a problem.  We may well have to add escalation/widows benefits to our policy.

I suppose the ‘proceeds of policy’ ruling is really not applicable in its usual sense here as there will still be a limit check done if funds are to be used from the SSAS.”

8. In December 1998 Moores wrote to Norwich Union about the possible transfer of the benefits from the Plan to a Self Invested Personal Pension.  Moores’ enquiry included the possible effect on Mr Utting’s tax free cash sum entitlement if such a transfer was made.  Moores asked what Mr Utting’s potential maximum tax free cash sum would be if his salary was increased to £185,000.  Norwich Union said that it did not have a copy of the response to Moores on this enquiry, but it would have confirmed that in order to provide information of Mr Utting’s tax free cash sum details of his salary would be needed.

9. In August 1999 Moores asked Norwich Union to confirm that should Mr Utting retire before normal retirement age, the normal Inland Revenue limits for the maximum pension to be based on final salary would not apply.  Norwich Union confirmed this and added that it could not guarantee that the Inland Revenue would not change this position in the future.   

10. On 13 December 2000 Mr Utting wrote to Norwich Union stating that he was in the process of winding down and hoped to retire within the next twelve months.  He said that he would like a few questions answered and enquired about the basis on which his tax free lump sum from the Plan would be calculated, and how the pension benefits would be paid.  Norwich Union replied:

“Your tax free cash sum will be the greater of the following:-

(3 multiplied by N divided by 80) multiplied by your final remuneration

or:-

(N divided by NS) multiplied by (Uplifted 80ths for NS years multiplied by your final remuneration)

N is the period from the date of joining service to the date of leaving service in years and complete calendar months up to a maximum of 40.

NS is the period from the date of joining service to your normal retirement date in years and complete calendar months up to a maximum of 40.

The uplifted 80ths amount is dependant upon the NS value and is taken from an Inland Revenue uplifted table.  For example if NS equals or is greater than 20 years then the uplifted 80ths amount would be 120 divided by 80.

Please note that the above uplifted calculation is subject to you not having any retained cash benefit.  The calculations also assume that you are seeking to take early retirement.”

11. In February 2001 BDO Stoy Hayward wrote to Norwich Union in respect of the Plan stating:

11.1. The advice provided by Norwich Union in its letters of 12 March 1996, 16 March 1996 and 27 August 1999 was incorrect.  Mr Utting had structured his retirement planning based on this advice and over the past few years had made a number of crucial decisions.

11.2. Mr Utting had relied on Norwich Union’s advice that there was no requirement to build up a salary history for both the lump sum and pension benefits.  Consequently his salary had been modest, approximately £40,000 per annum.

11.3. Mr Utting had relied on Norwich Union’s advice that he must retire before normal retirement age, ie before age 60.  He arranged his affairs such that when he reached 57 (in July 2001) he could receive the maximum benefit to maintain his life style.  To implement his early retirement strategy he had disposed of the assets of the company and operated a professional and technical agricultural service contract.  He was very much of the view that when the contract comes to an end (in 2002), it is unlikely to be reviewed or, if reviewed, at a substantially reduced rate.  Consequently, the company’s and Mr Utting’s earnings will reduce materially and he will have a severe shortfall during the three years leading to retirement.

11.4. In order for Mr Utting to realise his lump sum and pension aspirations he would need substantially to increase his salary awards from the company.  The consequence of this is that the company now has a limited income stream, which would mean that to achieve his benefit expectations it will be necessary to substantially reduce the company’s reserves.  It is possible that due to the excess of expenditure over income the company may be unable to attract corporation taxation relief for the payments.

12. In response to the complaint Norwich Union states:

12.1. The financial advisers for the Plan at the outset was Moores.  Norwich Union was not involved in the sale of the Plan and has not provided any advice as to suitability of the policy for Mr Utting’s needs.

12.2. Norwich Union responded to specific requests for information over the years which was reflective of its understanding of the preservation legislation applicable to ‘Proceeds of Policy’ contracts at the time.

12.3. Norwich Union is responsible for providing benefits in accordance with the rules of the Plan, subject to Inland Revenue limits.  

12.4. At no time has Norwich Union advised Mr Utting that his final remuneration would not have an impact on any maximum tax free cash calculation required on early retirement.

12.5. Norwich Union cannot be responsible for Mr Utting’s inability to create a salary history between 1996 and 1999.  Mr Utting’s financial advisers should have at all times have been aware of the preservation legislation applicable for this policy, and should have been aware that financial remuneration has always formed a part of the formula on calculation of the tax free cash sum.

12.6. The first communication mentioning the term ‘Proceeds of Policy’ contract was on 12 March 1996 in response to specific request from Moores with regard to the funding position of Mr Utting’s policy.  This was 12 years after the Plan was established in 1984.

13. Mr Utting says:

13.1. The technical information provided by Norwich Union was misleading due to its narrow base.  Consequently, his retirement benefits were seriously compromised.  His particular concern is the lack of a potential tax free cash sum upon which he was relying, and which has been seriously minimised by Norwich Union’s poor portrayal of the information provided.

13.2. Norwich Union is out of line with its major competitors in referring to the policy as a ‘Proceeds of Policy’ contract.  There is no evidence that any other pension provider uses this terminology or highlights in this way the rules regarding preservation.  He cannot trace another pension provider which so liberally refers to ‘Proceeds of Policy’.

13.3. Moores are general insurance brokers and could not possibly have been conversant with a ‘Proceeds of Policy’ contract and therefore could only have relayed any aspects of this status as a direct result of information received from Norwich Union.  In addition, the Financial Services Act did not come into effect until 1986.  Prior to that time there was no requirement for intermediaries to have qualification in order to arrange a pension plan.  At that time, Moores status was very definitely as agent of Norwich Union, and Norwich Union employed inspectors to supervise the quality of business written with them.

13.4. Norwich Union promoted a ‘Proceeds of Policy’ approach as a means of obtaining far larger regulation contributions than would normally have been entered into by a prudent company.  In 1984, prior to effecting the policy, he was encouraged to commit to contribute a substantial annual premium on the basis of not having to maintain a salary history to justify the contribution.  He contributed £13,216.48 each year which was a substantial amount in 1984.

13.5. It was never clearly explained to him that ‘Proceeds of Policy’ emanates from the preservation rules whereas the tax free cash sum is an Inland Revenue concession.

13.6. After 1989 the rules on accelerated benefits from occupational scheme were drastically changed and this was well known throughout the pensions industry.  It was also well known then that a pre 1987 member, such as himself, was in a very advantageous position with regard to Inland Revenue limits.

13.7. In February 1996 Moores asked for extensive projections on his policy which clearly indicated that he was looking seriously at his retirement options.  Why did Norwich Union’s reply ignore any potential for tax free cash on the benefits, especially given his status as a pre 1987 member?

13.8. The tax treatment of pensions is neutral, in that tax relief is given on contributions but the pension when paid is taxed.  Therefore the only real advantage which acts as an incentive to make substantial contributions, as he did, is the lump sum which is free of tax.

13.9. Had Norwich Union never mentioned the matter of ‘Proceeds of Policy’ he would have always been aware that a salary history was necessary in order to maximise the benefits from the Plan.  His accountant had warned him of this on many occasions but this was overruled by the information from Norwich Union.

13.10. Bearing in mind the early retirement requirement, he sold his company and then discovered that the information from Norwich Union was incomplete at the time when he no longer had the facility to rectify matters.

CONCLUSIONS

14. Mr Utting’s complaint is that it was not made clear to him by Norwich Union that his salary history would be required in the calculation of his tax free cash sum entitlement on early retirement.  He says was misled by the information provided by Norwich Union due to its narrow base.  The information Mr Birch is referring to is contained in Norwich Union’s letters of 12 March 1996, 16 March 1996 and 27 August 1999 (see paragraphs 6, 7 and 9).

15. Norwich Union’s letter of 12 March 1996 was in response to information requested by Moores of the projected pension benefits for Mr Utting at various retirement ages and this information was provided by Norwich Union.  There is nothing to show that Moores had asked for these quotations to include Mr Utting’s tax free cash sum entitlements at those ages.  Mr Utting questions why Norwich Union had not included a quotation for a tax free cash sum.  As Moores, and not Norwich Union, were advising Mr Utting, in my view, it was not unreasonable for Norwich Union to have limited the information provided to include only details about Mr Utting’s pension.

16. Norwich Union’s letter of 16 March 1996 was in response to enquiries by Moores, about the affect Mr Utting’s retained benefits from his self employed earnings and the benefits from a small self administered scheme would have on his benefits from the Plan.  Once again there was no request for information about his tax free cash sum entitlement and therefore it was not unreasonable for Norwich Union to have not provided this information.

17. Norwich Union’s letter of 27 August 1999 was merely reconfirmation of the information it had provided on 12 March 1996.  Moores had asked whether the Inland Revenue limits would apply to the pension on early retirement, no mention was made of the tax free cash sum.  In my view, it was not unreasonable for Norwich Union not to have commented on the tax free cash entitlement available to Mr Utting as it had not been asked for this information.

18. Mr Utting says that it was never made clear to him that the term ‘Proceeds of Policy’ emanated from the preservation rules whereas the tax free cash sum is an Inland Revenue concession.  A ‘Proceeds of Policy’ contract is simply a money purchase occupational scheme where the benefits promised to the members arise from the proceeds of an insurance contract effected in respect of each member.  The term ‘Proceeds of Policy’ has no special meaning within the preservation rules.  Paragraphs 254 and 255 of JOM 78 merely outline the treatment of such contracts with regard to preservation.  Besides, the information provided by Norwich Union in 1996 and 1999 was directed to Moores.  It was up to Moores to have explained to Mr Utting his benefits from the Plan.

19. Mr Utting says that Moores are general insurance brokers and at the time the policy was set up were agents of Norwich Union.  Moores were therefore reliant upon information provided by Norwich Union.  I do not accept this.  As advisers to the Plan, Moores are assumed to have the relevant knowledge and expertise to advise on the suitability of Norwich Union’s policy and advise Mr Utting on the benefits available to him from the Plan.  I have no reason to doubt that Moores may have been agents to Norwich Union at the time the policy was set up.  However, the policy with the Norwich Union was set up on Moores’s recommendation and not due to any direct advice provided by Norwich Union.  Whilst I agree that the Financial Services Act, and the requirement for intermediaries to have the necessary qualification to advise on pension schemes, came into effect in 1986, 2 years after the Scheme was established, the advice in question was provided some 10 years later, in 1996 and 1999.

20. Mr Utting claims that prior to setting up the policy, Norwich Union had encouraged him to commit to contribute a substantial annual premium on the basis of not having to maintain a salary history to justify the contribution.  The policy document for the Plan shows that Mr Utting had made an annual contribution of £13,216,48.  However, there is nothing to substantiate Mr Utting’s claim that this contribution was made on the basis that he did not have to maintain a salary history to justify this contribution level.

21. Mr Utting says that based on the information he had received he sold his company and when he discovered that the information was incorrect he could not rectify matters.  Whilst Mr Utting may have sold his company, and decided to retire early, in the belief that the Inland Revenue did not apply to the tax free cash sum, I cannot believe that he had taken this course of action based on information provided by Norwich Union.  As stated in paragraphs 14 to 16 above, there is nothing to show that he had asked for or received any information from Norwich Union about the tax free cash sum entitlement before he had sold his company or decided to retire early.

22. For the reasons given in paragraphs 14 to 19 above, I can find no evidence to show that it was maladministration on the part of Norwich Union not to have informed Mr Utting that his salary history would be required to calculate his tax free cash sum entitlement on early retirement.  I therefore do not uphold the complaint against Norwich Union.

DAVID LAVERICK

Pensions Ombudsman

3 April 2003
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