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PENSION SCHEMES ACT 1993, PART X

DETERMINATION BY THE PENSIONS OMBUDSMAN

Applicant:
Land Property Services Limited (LPS)

Scheme:
The Land Property Services Limited Staff Pension Scheme

Respondent:
Clerical Medical Investment Group Limited (CMIG)

MATTERS FOR DETERMINATION 

1. LPS allege that CMIG: 

1.1. provided flawed information in relation to contribution rates required to fund the Scheme; and

1.2. delayed production of the actuarial valuation due at 1 July 1997 until 1999, exacerbating the effect of 1.1 above.

2. LPS says that as a result it discovered in 1999 that a higher contribution rate was required than it had anticipated. LPS claim that the scheme has lost opportunities for higher investment levels and consider that CMIG should compensate the fund accordingly. 

3. Some of the issues before me might be seen as complaints of maladministration while others can be seen as disputes of fact or law and indeed, some may be both.  I have jurisdiction over either type of issue and it is not usually necessary to distinguish between them.  This determination should therefore be taken to be the resolution of any disputes of facts or law and/or (where appropriate) a finding as to whether there had been maladministration and if so whether injustice has been caused.

SCHEME RULES

4. LPS was established when some functions in relation to land and property in Gibraltar, which had previously been provided by the Government of Gibraltar, were privatised.  Certain of the Scheme rules relate to agreements that the Scheme would provide similar benefits for members who had previously been in Government of Gibraltar service to those they would have received had privatisation not taken place.  The Scheme is a defined benefit (final salary) scheme and is non-contributory as far as the members are concerned.

5. The Scheme is governed by a Definitive Trust Deed and Rules dated 4 April 1995.

6. Rule 4(ii) provides that for “members who joined the Scheme on or after the date of commencement and who were not previously members of the Government of Gibraltar Scheme, the amount of such pension shall be 1/60th of the member’s final pensionable salary for each year … of pensionable service to normal retirement age up to a maximum of 40 years”.  These members are known as Division 1 members.

7. Rule 4(iii) covers “members of the Scheme who were previously members of the Government of Gibraltar Pension Scheme and who joined at the date of commencement” (Division 2 members) and provides that:

“the amount of pension shall be 1/50th of the member’s final pensionable salary for each year … of pensionable service to normal retirement age up to a maximum of 33 1/3rd years; and

where a member’s pensionable salary has increased by more than the rate of increase of the *Retail Price Index (in any year) during his membership with the Scheme such member shall be entitled to an increase in pension under the Scheme to meet any shortfall in their retained benefit with the Government of Gibraltar Pension Scheme which may arise as a result of the rate of pensionable salary increases … being greater than the rate of increase in the Retail Price Index … during their membership with the Scheme”.

*Retail Prices Index, Gibraltar

8. Rule 4(iv) states that “all pensions, excluding lump sum benefits payable upon retirement … will increase during payment at the rate of 5% per annum and for the avoidance of doubt, the pension payable to a member pursuant to Rule 4(iii) hereof shall include such additional increases as may be necessary in order to maintain the pension payable by the Government of Gibraltar Pension Scheme to a member in retirement at the rate of 5% per annum should the Government of Gibraltar Pension Scheme fail to do so”.

9. Under the Government of Gibraltar Scheme, the following provisions apply:

9.1. Minimum Retirement Age is 55;

9.2. Pensions in retirement increase in line with the Retail Prices Index (Gibraltar) (RPIG) from age 60. Members retiring earlier than age 60 will receive no increases until age 60 when increases applying between the date of retirement and age 60 will be added to the pension.

MATERIAL FACTS

10. The Scheme was established as a final salary arrangement with CMIG in 1991 through a Gibraltar based insurance broker (the adviser).

11. The assets of the Scheme were invested in a Clerical Medical Deposit Administration contract.

12. CMIG provided a quotation dated 9 December 1991, showing the recommended contribution rate to enable the Scheme to meet its liabilities. An extract from that quotation is shown : 

Contribution Rates and First Year’s Costs 

Details of the data used in the calculations

Pensionable Salary Roll

£259,732

Number of eligible members included
9 male, 6 female



First Year’s Costs


%
£

In respect of future service



Members’ pensions
16.8
43,635

Escalation of members’ pensions
7.9
20,519


24.7
64,154

In respect of past service



Members’ pensions
3.7
9,610

Escalation of members’ pensions
2.0
5,195


30.4
78,959

13. LPS began to pay a contribution to the Scheme of 24.7% of pensionable salaries. LPS say that this rate was selected because it was advised by the adviser that the quotation of 30.4% was incorrect and the 24.7% funding rate included past service liabilities.

14. During 1992, CMIG prepared the Scheme’s Initial Actuarial Valuation as at 1 March 1991. The report accompanying the valuation confirmed that the funding rate of 24.7% had been adopted with effect from 1 March 1991 and that this covered only future service benefits for 13 active members. In order to provide past service benefits, the new recommended funding rate was 31.4%. The actuary also said in his report that “the Employer may wish to adopt a higher contribution rate in the short term so that the past service liability is fully funded”. Had the basis remained on future service funding only, the recommended rate would have been 23.2%

15. LPS was surprised by the increase in the contribution rate to 31.4% from 24.7%. In a letter to the adviser of 2 June 1992 LPS said:

“We are extremely surprised to learn, so soon after the establishment of the scheme that the percentage contribution has to be increased from 24.7% to 31.4% of Pensionable Salaries. It is evident from the report that the difference is attributable to the liability in respect of past service. A matter which from the outset of our discussions, we have continuously been advised by [an employee of the adviser] that the premiums we have been paying are inclusive of the provision we required in respect of past service.

In January this year we became particularly concerned with this matter when we were given a form of Pension Contract containing an additional 5.7% provision for past service. This we queried at the time and we were asked to ignore it. It was explained to us that the document had just been received and you had not had an opportunity to re-type and bring it into line with the original contract which was inclusive of this liability”.

16. After discussion between LPS and the adviser, LPS asked for further actuarial calculations to be obtained from CMIG. CMIG therefore produced a quotation on 22 October 1992, showing a contribution rate of 24.3% (compared with 31.4% on previous assumptions). CMIG qualified the quotation by saying:

16.1. an assumption of 10% growth, as suggested by the adviser, had been used but was not appropriate for the Scheme;

16.2. CMIG was not prepared to recommend the contribution rate resulting from this assumed growth rate;

16.3. the rate currently being paid of 24.7% was reasonable in the short term but likely to lead to a rise in costs in the future and should be reviewed at the next valuation date of 1 July 1994. If the experience during the intervaluation period had been favourable the required employer’s contribution rate may not increase significantly; and

16.4. a new rate proposed by LPS of 25.7%, to be payable from 1 November 1992, was reasonable until the next valuation.

17. Before preparation of the quotation, CMIG wrote to the adviser:

17.1. “the actuary does not consider it appropriate to assume an interest rate of 10% for this size of scheme; he therefore suggests the following alternative solutions to meet the company’s requirements”:

17.2. leave the initial valuation report unchanged and the actuary would write a letter confirming that it was “reasonable for the employer to pay contributions of 24.7% of pensionable salaries in the short term;” or

17.3. amend the initial valuation report to show either:

· “a long term contribution rate of 31.4% from 1 March 1991”; or

· “a short term contribution rate of 24.7% payable for x years followed by a long term contribution rate”; and

17.4. once it had been decided how to proceed, the valuation report would be amended to assume increases to pensions in payment of 5% pa. The calculations assumed RPIG of 5% pa.

18. Meanwhile LPS, in a letter to the adviser, made two points about the Scheme:

18.1. the benefit structure of the plan as set out in the Initial Valuation “accurately reflects the benefits we seek, with one minor exception only.  That is the part of the pension which cannot be exchanged for cash should increase at the rate of 5% per annum as per our pension contract”; and

18.2. in relation to the contribution level it had been confirmed to LPS that this could remain at 24.7% provided LPS understood that it assumed a 10% growth rate and not  8.5% as previously assumed. Accordingly, it was accepted that the fund would need “to perform at 10%” and that the contribution would remain unchanged.

19. With effect from 1 November 1992, a new contribution rate of 25.7% was adopted.

20. In July 1995, CMIG issued the Actuarial Valuation as at 1 July 1994. This showed a recommended contribution rate of 29.4% to apply from 1 July 1994 and to include past and future service benefits for 17 active members. It assumed, amongst other things, that investment growth would be 8.5% and incorporated increases to pensions in payment of 5% per annum compound plus “any shortfall, up to 5% per annum compound, on benefits from the Government of Gibraltar Pension Scheme”. 

21. In his accompanying report, the actuary recommended that “consideration be given to increasing the current solvency level of the Plan”. He said that the previous valuation at 1 March 1991 had “disclosed that, on the assumptions made, the then existing level of Employer’s contributions of 24.7% of Pensionable Salaries was insufficient in the longer term to provide the benefits…a rate of 31.4%… would place the plan in balance…” He also pointed out that “there is an expectation that the contribution rate for a scheme which has a small number of members will not be as stable as that for a scheme with a larger membership”.  He thought the Scheme was progressing “satisfactorily” and the most significant factors affecting the results of the valuation were:

· interest earned had exceeded the previous assumption;

· salary increases had been lower than assumed; and

· the Employer had contributed at a lower rate than recommended – an adverse feature “partly offset” by the other factors.

22. At the same time, the GMIG actuary supplied additional costings as requested by LPS via the adviser. The new costings took into account the possible inclusion in the Scheme of 8 new members from 1 July 1995. The actuary had used “slightly weaker” assumptions than those in the 1 July 1994 valuation which he considered to be “more appropriate to a scheme of this size, should the 8 potential new entrants be included”. The actuary recommended two rates: the first assumed a Normal Retirement Age (NRA) of 55 and was 22.5%. The second assumed a NRA of 60 and was 21.6%. The actuary also asked for details of scheme members with retained benefits in the Government of Gibraltar scheme since “the rate of Gibraltar RPI has been considerably less than the rate of revaluation used in my valuation report”.

23. Further correspondence between LPS, the adviser and CMIG resulted in LPS making a number of decisions about members’ benefits and inclusion of new members. In a letter to the adviser dated 29 September 1995, LPS confirmed that 7 new entrants were to be included in the Scheme with effect from 1 July 1995 bringing the total number of active members to 24. The adviser wrote to LPS in November to advise that “inclusion of the seven new entrants as at 1 July 1995 would decrease the …recommended Employers funding rate from 29.4% to 21.7% of Pensionable Salaries. The calculations have been based on a set of actuarial assumptions that the actuary now considers appropriate for a scheme of this size.” LPS were asked by the adviser to confirm the funding rate they wished to adopt. On 1 July 1995 a contribution rate of 21.7% of pensionable salaries was adopted.

24. The scheme’s actuarial valuation at 1 July 1997 was finalised in 2000, with a review copy being supplied to the trustees in December 1999. At the time of its preparation, there were 36 active members in the Scheme of which 10 were Division 2 members. The actuary’s recommended rate was 36.1% of pensionable salaries to allow for “the Employer’s contribution rate being 22% of pensionable salaries from 1 July 1997 to 30 June 1999.”

25. On 6 July 2000, the Trustees wrote to the adviser expressing their concern “at the delay in finalising the draft 1997 Actuarial Report and the consequential non-implementation of the funding provisions”. They felt that a “number of unsatisfactory factors have contributed to the high percentage now recommended” and said that they had “identified that the main problem stems from C & M having had difficulty in understanding the provisions of Rule 4(iv) of the Scheme”.  The Trustees made the following observations:

25.1. In January 1995, and prior to preparation of the 1994 actuarial valuation,  LPS advised CMIG that the Gibraltar Retail Price Index (GRPI) had risen by only 0.2% with effect from 1 July 1994;

25.2. LPS had also advised that the increase in GRPI had amounted to 2.1% with effect from 1 July 1995;

25.3. “it was confirmed to us in November 1995 by way of a letter from your [employee] that the inclusion of seven new entrants as at 1st July 1995 would decrease the 1st July 1994 recommended employer’s funding rate from 29.4% to 21.7% of Pensionable Salaries, and that the calculation had been based on a set of actuarial assumptions that the actuary considered appropriate for a scheme of our size”.

25.4. No provision had been made in the November 1995 revision to the 1994 valuation to fund any shortfall in the Government Pension; the assumed rate for GRPI increases had been set at 5%;

25.5. When the actuary had noted on 6 July 1995 that the rate of GRPI had been considerably less than the rate of revaluation in his valuation report, the only assumption to be altered was the inclusion of allowances for withdrawal and mortality; assumptions which were subsequently reversed in the 1997 report, despite a continuing increase in membership;

25.6. The draft 1997 valuation report, which was produced late, stated in Section 6.3 that “in the previous actuarial valuation the cost of providing the additional increases on the retained benefits with the Gibraltar Government Pension Scheme was not considered to be significant due to the high inflation environment which existed at the time”.  This despite LPS’s notifications of GRPI figures of 4.8% for 1993, 0.2% for 1994 and 2.1% for 1995;

25.7. The assumptions used were thought to be appropriate, by the actuary, in that they “were similar to what other actuaries were using at the time for schemes of a similar nature.  It is obvious that the special provisions of our scheme regarding the increase in the retained benefits with Gibraltar Government are very specific and highly unlikely to be similar to any other scheme and that they have not been properly understood from the outset and the implications have been overlooked throughout”; and

25.8. It was also noted that the draft 1997 report had assumed that no members would be taking the 25% cash option at retirement, which seemed to the Trustees to be very unlikely.

26. CMIG responded to LPS’s letter of 6 July 2000 on 20 October 2000.  CMIG stated that they did not “believe that any of the advice provided … was inappropriate”.  A number of responses were provided to specific questions that had been raised:

26.1. “it would be unusual for the assumptions used in any valuation to be based on current levels as they need to reflect the long term nature of liabilities. Nor is account normally taken of the immediate past with the  expectation for the future being more relevant”;

26.2. Expectations for future levels of Gibraltar RPI had been high in 1995. Low levels in the recent past had been considered a temporary phenomenon and  hindsight had shown this not to be the case. The basis for the 1997 valuation had been significantly altered to reflect the prevailing long-term low-inflation environment;

26.3. At the time of the potential inclusion of the new entrants the actuary “considered whether the strength of the basis as a whole could be lessened to reflect the increased number of members … as it is generally accepted that larger schemes are not subject to the same degree of volatility as small schemes” This approach was not considered to be unusual;

26.4. The 1997 valuation uses more conservative assumptions than those in 1995, particularly in relation to future interest rates, the cost of fixed 5% pension increases and increased longevity;

26.5. The assumption in relation to retirees not choosing the cash option had been used as it was considered more prudent on the basis that this is the more expensive option;

26.6. CMIG were experiencing general service problems in 1998 and the delay in producing the 1997 valuation report was regretted. Preparation of the 2000 valuation report would be “accelerated”; and

26.7. The “level of benefits enjoyed by members is currently much more valuable than it was when the scheme was set up because of the value of fixed 5% increases when inflation is low.  The only way in which to reduce the actual cost of the scheme in future would be to reduce future benefit levels … a course of action that many schemes are reluctantly following at the moment”.

27. The Trustees replied to CMIG on 18 December 2000 expressing a number of views and concerns, in particular:

27.1. “the actuary in 1995 did not understand the provisions of Rule 4(iv) and the full implications of the rule has not been understood by the actuaries from the outset of the scheme in 1991”; 

27.2. In December 1999, the actuary said in a letter to LPS that “the Rules of the Scheme are less than clear when assessing the promise regarding increases to retained benefits with the Gibraltar Government Pension Scheme. I have assumed that the Scheme will provide for the increases of 5% per annum on these benefits from age 55 to 60 and then further increases to make increases from 60 onwards at least 5%”;

27.3. LPS maintained, “it is obvious that the proper criteria has not been used in the production of the valuation reports” and “could never have therefore been appropriate” in relation to Rule 4(iv); 

27.4. “the Actuary in 1995 when advising on the effect of the size of membership, should have done so in the knowledge of:

· the effect the emerging low inflation environment was likely to have on the funding rate;

· the amendment required to Section 4.9 of the 1994 Valuation Report regarding Rule 4(iv)”;

27.5. “in the light of the developing low inflation environment and having been appraised that his valuation report needed to be corrected in respect of Rule 4(iv), the actuary should have taken a more conservative view.  It was certainly not prudent to have recommended a 7.7% reduction on the percentage contributions with effect from 1 July 1994 from his own funding rate recommendation made in the valuation report as at 1 July 1994”;

27.6. That “this simplistic approach to the 1995 actuarial advice, the inappropriate understanding and non-implementation of the correct criteria for Rule 4(iv) and the … administrative delay in the production of the 1997 Valuation Report has aggravated the cost of the Scheme and given rise to two lost opportunities for the Company to have contributed at a higher funding rate.  Especially when in 1995 it was already contributing at the higher rate of 25.7%.  For Clerical Medical to now say that had the employer paid higher contributions since 1995 ‘this would only have resulted in the contribution now required being lower’… fails to acknowledge that … it is highly detrimental to the viability of a business to all of a sudden be presented with a substantial rise in annual expenditure … and entirely overlooks the investment return a higher contribution would have produced”.

28. The Scheme’s actuarial valuation at 1 July 2000 revealed that a rate of 55% of pensionable salaries was required to address solvency issues. There were 28 active members in the scheme of which 17 were Division 2 members.

29. LPS wrote to CMIG on 16 January 2002 stating that “it is apparent from the 2000 Report that the situation is critical and that our additional £91,800 one-off injection of funds has only had a negligible effect on the fund”.  LPS went on to advise that they had appointed Lane Clark and Peacock (LCP), an independent firm of Actuaries and Consultants to look into the situation as CMIG had made no offer to mitigate matters.

30. LCP produced their initial report on 21 February 2002.  That said that:

30.1. The scheme design was both expensive and volatile and that consideration should be given to CMIG’s suggestion to remove the 5% pension increase guarantee for future service, which would gradually improve the situation;

30.2. With some Division 2 members approaching the point where they could retire at 55 “the period over which the deficiency needs to be funded will be growing shorter”;

30.3. The reduced contribution rate given in 1995 appeared to have depended on the introduction of an allowance for future withdrawals from the Scheme. LCP expressed the view that “we cannot see a reasonable justification for this assumption, especially in respect of” Division 2 members. LCP also thought that the 1995 advice appeared to be “unjustifiably optimistic”;  

30.4. With regard to possible compensation, the payment of lower contributions in itself is not an absolute loss.  However, an opportunity loss had been suffered in “terms of potential investment gains in the interim.  Also given a more realistic appraisal … you may have taken more radical decisions to cope with the situation”; and 

30.5. There was no evidence that CMIG had warned LPS of the dangers inherent in the Scheme design and the volatility that this could produce.

31. In March 2002, LPS asked LCP to quantify the loss that LPS was attributing to CMIG as a result of the “unjustifiably optimistic” advice given in 1995 and the delay in issuing the 1997 actuarial valuation.

32. LCP’s response to LPS on 7 October 2002 made the point that “it is extremely difficult to quantify the loss”. Several options were suggested and two main criticisms were made in relation to CMIG:

32.1. “they have consistently not pointed out to you the volatility in the design of your pension scheme” in relation to the early years or the effect on the funding requirement of inflation falling below 5%;

32.2. “the letter of 6 July 1995 contained an actuarial basis that was not justified” in relation to the split between Division 1 and Division 2 members and the assumed rates of withdrawal.  It was also suggested that the Scheme would be particularly vulnerable if there were a “higher rate of withdrawal amongst Division 1 members” which had “never been mentioned nor, apparently, considered”.

Submissions

33. LPS referred the complaint to me. In response to that complaint, CMIG submit that:

33.1. The Scheme was not set up following advice given by them. In fact, advice was provided by an adviser which is not a local agent of GMIG but an independent adviser which would have been responsible for providing advice about scheme design and the selection of the pension provider. The adviser selected CMIG to administer the scheme and act as investment manager and received commission from CMIG in return for placing the business with them;

33.2. CMIG’s agreement with the adviser is similar to arrangements it has with the majority of other independent financial advisers and the adviser does not act as an agent of CMIG;

33.3. The adviser may have made additional comments to assist LPS in their understanding and the adviser must be responsible for any additional advice it gave;

33.4. The adviser asked CMIG to provide a quotation in 1990 which was finalised in 1991 showing a contribution rate of 24.7% in respect of post-1 March 1991 service or 30.4% to include all service;

33.5. CMIG did not give advice that the Scheme could continue to be funded at a rate of 24.7%, without qualification. LPS have produced no evidence to this effect and CMIG’s letter of 22 October 1992 confirms that the implications of applying this rate were made clear;

33.6. The reduction in the recommended funding rate from 29.4% to 21.7% in the 1 July 1994 valuation was a result of a number of factors:

· 6 of the 7 new entrants to the Scheme were Division 1 members, thus reducing the proportion of Division 2 members from around 80% to 60% of total membership. Division 2 members attract more generous benefits and therefore a lower proportion of these members reduces the required contribution. This factor accounts for about 1% reduction in the long-term contribution rate;

· the new entrants to the scheme increased the pensionable salary roll by more than 25%. This enabled the deficit in respect of the Scheme’s past service liabilities to be spread over a larger salary roll. (The past service liability deficit arose because benefit promises were made by the Scheme to ex-members of the Gibraltar Government scheme but no corresponding transfer values were received). This accounts for around 1% reduction;

33.7. Assumptions made by the actuary, which he considered appropriate account for the remainder of the reduction. These assumptions were principally:

· an allowance for a certain number of leavers from the Scheme before reaching NRD; and

· an allowance for a certain number of members dying whilst in service.

· CMIG consider these allowances to be broadly in line with allowances being made by other actuaries at that time. The same assumptions were not included in the original valuation because the actuary wished to use relatively cautious assumptions at outset. He said at the time in his report “there is an expectation that the contribution rate for a plan which has a small number of members will not be as stable as that for a plan with a larger membership. I have therefore considered it prudent to include margins in the valuation to build up reserves against significant adverse experience”. However, when membership increased from 22 to 29 members it was appropriate to apply less cautious valuation assumptions;

33.8. CMIG did not give flawed advice resulting in a required increase in the contribution rate from 21.7% to 36.1%. The assumptions used in recommending the 21.7% rate were not inappropriate for the Scheme, given its size and nature. Assumptions must be made about “significant and uncertain factors for periods of up to 50 years in the future”. The increase in the rate was due to:

· changes in the economic environment since production of the 1995 valuation and improvements in life expectancy; and

· changes in assumptions regarding post retirement interest and mortality which led to an increase of about 30% in the potential cost of providing 5% fixed escalation on pensions in payment;

33.9. The alleged lack of understanding by CMIG of Rule 4(iv) of the Scheme would not have had a significant effect on the contribution rate. In the 1997 valuation, the element of the Scheme benefit contained in Rule 4(iv) represented around £175,000, or 5% of the total ongoing liability of the Scheme. Small changes to other long-term assumptions could have had more impact on the rate;

33.10. It is accepted that there was a delay in producing the 1997 valuation and CMIG contributed to this. Had the report been produced one year after the valuation date, the recommended rate might have been 35.2% instead of 36.1% actually recommended. The delay has therefore not contributed significantly to the cost of financing the Scheme; and

33.11. CMIG is not “mismanaging the problem” or “contributing in any way to the increases in the contribution rate payable”. The actuarial valuation as at 1 July 2000 was provided at the end of June 2001. The adviser raised some points, which were addressed in August 2001 and LPS next requested further advice about scheme funding in July 2002.

34. In response to the LCP report, CMIG refute the criticisms made by LCP and say that the assumptions made by the actuary in 1995 were not unjustifiably optimistic at that time.  LCP said that LPS were “misled into believing that 21.7%…could be an adequate contribution rate whereas a more accurate prognosis of the likely cost of the scheme…was given by the formal 1994 actuarial valuation at 29.4%”. CMIG say that there is “no correct contribution rate to be paid to a defined contribution scheme” and under such a scheme “there is always the possibility that when an actuary makes a recommendation regarding future contributions that events will turn out to be different from the assumptions”. Therefore it is “wrong to hold the actuary responsible for this where the assumptions which they have made would not have been considered unreasonable at the time”. Also, the assumptions an actuary makes at any time are a “matter of professional judgement, based on past experience, the circumstances of the scheme and his personal view on likely future experience. His view will not necessarily coincide with that of other actuaries…”

35. LPS say that:

35.1. The adviser involved is not the adviser to LPS, nor ever has been. LPS believed that the adviser was acting for CMIG in Gibraltar. No fees had been paid and LPS were “under the impression” that the adviser “must have been receiving commissions from Clerical Medical for the services they were providing Clerical Medical in Gibraltar”. CMIG is attempting to “deflect attention from the real issue” by making references to the adviser;

35.2. LPS opted to contribute at a rate of 25.7% in 1992 as a result of actuarial advice provided in October 1992 where the actuary confirmed that 24.7% was reasonable in the short term and 25.7% would be reasonable until the next valuation. LPS were “misled” in this respect since they feel that CMIG’s qualifications about applying the lower rate did not make the situation clear;

35.3. CMIG did not take account of the emerging low inflation environment in 1995. Nor did it fully understand the implications of Rule 4(iv). These factors resulted in the “bad” and “flawed” advice given in 1995;

35.4. The Scheme has suffered from a loss of investment opportunity since the employer could have paid higher contributions in the early years of the Scheme’s existence;

35.5. The delay in producing the 1997 actuarial valuation contributed the rising costs associated with the Scheme; and

35.6. GMIG has “mismanaged” the Scheme and should compensate the fund accordingly.

Summarised data

Scheme membership

Date
Active members


Division 1
Division 2
Total

1 March 1991
2
13
15

1 July 1994
5
17
22

1 July 1997
16
20
36

1 July 2000
11
17
28

Recommended and adopted funding rates

Recommended

Adopted


9/12/1991
Quotation
24.7% (future service only)

30.4% (all service)
wef 1/3/1991
24.7%

1/3/1991
Initial Valuation
23.2% (future service only)

31.4% (all service)



22/10/92
Additional calculations
24.3% (all service)






1/11/1992
25.7%

1/7/1994
Triennial Valuation
29.4% 



7/1995
Additional costings to include new entrants
22.5% (NRA 55)

21.6% (NRA 60)
1/7/1995
21.7%

1/7/1997
Triennial Valuation
36.1%
1/7/1997
22.0%

1/7/2000
Triennial Valuation
55.0%
1/7/2001
35.7%

In addition to the funding rates adopted, one-off payments were made by the employer in 1999 and 2000.

CONCLUSIONS

The roles of the adviser and CMIG

36. CMIG categorically deny that the adviser is their “agent” in Gibraltar and I accept this to be the case. That the adviser was remunerated through commission payments deducted from pension contributions made by LPS does not mean that that the adviser was acting on behalf of CMIG. 

37. From the correspondence I have seen, it is clear that the adviser acted in an intermediary role between LPS and CMIG. LPS was a client of the adviser and the adviser was remunerated in the form of commission from CMIG for providing advice. Any advice given by that adviser to LPS about the design or running of the Scheme is the adviser’s responsibility and not that of CMIG. 

38. CMIG’s role was as administrator and investment manager and to provide the services of a scheme actuary. It was the responsibility of CMIG to consider actuarial matters such as the required level of funding for the scheme, based on instructions and data provided to them by LPS and the adviser.

Were LPS misled in 1992 into contributing at a low rate?
39. CMIG’s quotation, produced in 1991, clearly showed the required rate to fund only for future service benefits as 24.7%. To fund for all past service benefits in addition, the rate would have been 30.4%. LPS later said that they thought the 24.7% rate covered all benefits. That misunderstanding cannot in my judgement be laid at the door of CMIG.

40. LPS chose to contribute at a rate of 25.7% with effect from 1 November 1992. They say that they selected this rate after assurances from the CMIG actuary that this would be reasonable until the next valuation and they are right; the actuary did confirm that the suggested rate would be reasonable in the short term, ie until July 1994. However, CMIG were clear in their warning that a 10% growth rate assumption, as suggested by the adviser, was not appropriate in the longer term and that paying less in the short term was likely to lead to an increase in future costs. I cannot see that the actuary’s warnings could reasonably have been misinterpreted or misconstrued. 

Did CMIG understand the implications of Rule 4(iv)?

41. CMIG have made no direct reference to me, or to LPS, as to whether or not the actuary understood the Rule.

42. It certainly seems clear that CMIG had not fully made allowances for the provision of escalation on Government of Gibraltar pensions. In July 1994, they were still working with an assumption that RPIG would be 5% pa. CMIG had felt that the actual low level of RPIG experienced in the years running up to 1995 was a temporary phenomenon. However, the actuary was entitled to make this judgement and, as CMIG have said, he could not be held responsible for the fact that actual events were different. CMIG made some significant changes to the assumptions in the 1997 actuarial valuation to reflect the prolonged experience of lower RPIG.

43. The important question for the scheme is whether or not CMIG’s treatment of the RPIG issue had an impact on its financial position. CMIG say that, as at the 1 July 1997 valuation, the element of the benefits contained in Rule 4(iv) might have represented around £175,000 or 5% of the scheme’s ongoing liability. In their report and subsequent correspondence, the independent actuary made no comment about the value of these benefits. 

44. CMIG should have taken steps to ensure that they were fully aware of the provisions of Rule 4(iv), particularly in view of the concerns being voiced by LPS. But, I am persuaded that CMIG’s lack of attention to detail in this area did not contribute significantly to the required increase in the contribution rate.

Did the delay in producing the 1997 valuation affect the funding rate?

45. Whilst there has been no loss to LPS in relation to the actual total contributions made, it is apparent that had a higher funding rate been specified in 1997 or 1998 this, and the growth that could have been attributed to those higher contribution rates, would have gone some way to alleviate the present funding situation. LPS have, in recent years, made additional contributions to the scheme by way of one-off contributions. 

46. CMIG has admitted that the 1997 valuation was delayed by administrative difficulties. CMIG estimate that, had the report been issued on time, the new recommended funding rate might have been 35.2% instead of 36.1%.  Based on a pensionable salary roll at 1 July 1997 of £618,254, this represents a difference in cost of £5,500. Taken in context therefore the delay did not contribute significantly to the required increase in the funding rate.

Why did the funding rate increase?

47. There are a number of factors which contributed to the increase, including:

47.1. The inclusion in 1992 of past service benefits for ex-Government of Gibraltar scheme members. This caused the cost of providing benefits to increase and the actuary consistently pointed out the potential need to make additional contributions in order to fund for the additional liability;

47.2. The selection of the low funding rate in November 1992, broadly linked to an assumed growth rate other than that recommended by the actuary, which remained unchanged until July 1997. LPS may have thought that their selection of the low rate in 1992 was justified in the light of the actuary’s comments that this would be a reasonable rate in the short term. It is apparent that both they, and the adviser, ignored the actuary’s warnings that this rate could only be applied in the short term. The actuary pointed out in correspondence and subsequent valuation reports that this low rate of contribution was not adequate to fund the Scheme’s liabilities;

47.3. The size of the scheme and fluctuating number of members. Operating a small scheme on a defined benefit basis is likely to involve volatility and often increasing costs. LPS may not themselves have known this but the adviser and CMIG should have had that knowledge. LPS and the independent actuary claim that CMIG did not make LPS aware of the potential volatility but this was referred to in the actuarial report accompanying the 1994 valuation (see paragraph 21 of this determination). Criticism of CMIG about this issue seems to me to be unfair;

47.4. Changes in the economic environment after production of the 1994 valuation caused falling investment returns. The effect of this would be to reduce the assets available to fund the Scheme’s benefits;

47.5. Changes in assumptions about mortality and post-retirement increases meant that the cost of providing increases to pensions in payment would increase. The Scheme’s provision of fixed 5% increases to pensions in payment is an expensive benefit to fund, particularly in times of low inflation. It is unfortunate that this particular issue was addressed by CMIG in the delayed 1997 valuation. However, it is not clear to me if LPS were willing, or able, to fund any shortfall in this respect even if they had been made aware of it earlier.

Summary
48. I am sympathetic to the situation LPS find themselves in. The Scheme is a costly one to maintain and it is difficult for a business to make financial plans when costs are fluctuating.  The actions of CMIG, however, have not, in themselves, caused the Scheme’s costs to escalate. I do not therefore uphold the complaint by LPS against CMIG.
DAVID LAVERICK

Pensions Ombudsman

4 November 2004
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