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PENSION SCHEMES ACT 1993, PART X

DETERMINATION BY THE PENSIONS OMBUDSMAN
Applicant
:
Mr D G Hughes

Scheme
:
Coloroll Tableware Limited Staff Pension Fund

Trustee
:
Coloroll Pension Trustees Limited

Administrator
:
Mercer Human Resource Consulting Limited (Mercer)

MATTERS FOR DETERMINATION

1. Mr Hughes says that the Trustee and Mercer failed to provide the full value of his benefits from the Scheme.  He says that an unexpected reduction in the overall level of his pension from the Scheme and his Additional Pension from the State Earnings Related Pension Scheme (SERPS) part of the State Pension Scheme has caused him injustice.

2. 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.

RULES OF THE SCHEME

3. Rule 3 of the Scheme, under the heading of “Termination of Liability”, states that:

“If a state premium is paid in respect of a Member under Section 42 or Section 44 of the 1975 Act and the Fund’s liability to provide guaranteed minimum pension benefits in respect of such Member is cancelled the benefits in respect of the Member under the Fund shall be reduced by such amount as the Trustees consider to be appropriate in the circumstances acting on the advice of the Actuary who shall have regard to the guaranteed minimum pension and any ancillary benefits (contingent on death or otherwise) which are related to the amount of guaranteed minimum pension benefits concerned shall cease to be payable.”

KEY FACTS

4. Prior to his employment by the Denby Pottery Company Limited, Mr Hughes had a Retained Benefit from a former employer’s occupational pension scheme (the “Former Scheme”), a contracted-out defined benefits scheme, which included a Guaranteed Minimum Pension (GMP) of £3.29 per week at the date of leaving.

5. The National Insurance Service to the Pensions Industry (NISPI) informs me that the revalued GMP of the Former Scheme at Mr Hughes’ State Pension Age of 65, 25 March 2001, was £15.64 per week.    

6. On 1 May 1980, Mr Hughes became a member of the Scheme, also a contracted-out defined benefits scheme, and a member of the Denby Executive Pension Scheme, a top-up arrangement for executives who had benefits in the Scheme.

7. The Trustee has told me that the Denby Executive Pension Scheme was, at a later date, subsumed into the Scheme.

8. On 7 June 1990, Administrative Receivers were appointed to the Coloroll Group of companies, including Coloroll Tableware Limited, the Principal Employer of the Scheme.

9. On 3 August 1990, Mr Hughes was made redundant from the Denby Pottery Company Limited.  A Statement of Preserved Benefits provided by Mercer showed Mr Hughes’ deferred pension in the Scheme at age 65, as £5,999.78 per annum.  This included a GMP of £36.76 per week, which was subject to the Scheme's fixed revaluation rate of 7.5%, calculated for each Tax Year after the date of leaving to the Tax Year prior to attaining age 65, i.e. £36.76 x 52 = £1,911.52 x 1.075% x 9 years = £3,664.96 per annum (£70.48 per week).  

10. The above Statement of Preserved Benefits was replaced on 4 October 1990, as Mr Hughes informed Mercer that his widow's pension benefits (from his membership of the former Denby Executive Pension Scheme) had been understated.

11. Mr Hughes was also given a quotation for early retirement from the Scheme as at 3 August 1990.  This quotation showed an option of a pension of £330.99 per month (£3,971.88 per annum) or a tax-free cash sum of £13,499.50 with a reduced pension of £233.68 per month (£2,804.90 per annum).  The quotation contained no other information.  On 18 November 1990, Mr Hughes elected to receive the tax-free cash sum and reduced pension option and, by a letter dated 6 December 1990, Mercer confirmed the payment of the benefits with effect from 3 August 1990.   

12. Mercer says that if the actuarial value of Mr Hughes’ benefits had been calculated on the basis of the flat rate pension at the time of his early retirement, as set out in the Rules of the Scheme (no escalation was provided for pensions in payment), the Scheme would have been unable to pay his full tax-free cash sum of £13,499.50, as insufficient pension would have been in payment at age 65 to cover the revalued GMP of £70.48 per week, in breach of the contracting-out legislation.  This would have meant Mr Hughes could only have taken £3,548 as a tax-free cash sum, rather than the £13,499.50 he was paid.  However, at the time of Mr Hughes’ early retirement, the Scheme had a record over the previous 20 years of providing discretionary increases of pensions once in payment, which increases the Trustee had expected to continue, and for which the Trustee had obtained High Court support.  The actuarial calculations made allowance, therefore, for the expected discretionary increases and, given this allowance, it was anticipated that Mr Hughes’ pension, after taking the full tax-free cash sum, would increase sufficiently between his early retirement date and age 65 to have enabled the Scheme to provide the required revalued GMP.   

13. On 31 October 1991, the Scheme entered into wind-up.

14. Mercer has told me that the National Insurance Contributions Agency (NICO) notified Mr Hughes' GMP in a cessation listing, dated 27 May 1993, as an amount of £37.48 per week and supplied revised contracting-out earnings, which were used to update his records.  Mercer altered the revalued GMP at age 65 to £71.85 per week (£3,736.20 per annum). 

15. By an announcement to “All Pensioners of the Coloroll Tableware Limited Staff Pension Fund”, dated 10 October 1996, the Trustee stated that:

“… it will ... be necessary to make arrangements to secure your pension so that it and any rights to a pension for your spouse continue.  This would normally be done by purchasing the whole of these pensions from an insurance company.  The Trustees of course wish to ensure that the costs of such a purchase are kept to a minimum.

Part of your pension, known as the Guaranteed Minimum Pension (GMP), is payable by the scheme; it replaces pension you would be receiving from the State if you have not been “contracted-out” of the State Earnings Related Pension Scheme.  The option exists for the Trustees to transfer the GMP back to the State if the scheme winds up.  This can be done on terms which are cheaper than those available if the same amount of pension is purchased from an insurance company.

The most effective method of securing your benefits is therefore to split your pension.  This would involve transferring the GMP part of your pension back to the State which would be responsible for its subsequent payment.  The remainder of the pension would be purchased from an insurance company which would similarly be responsible for its payment in the future.

The GMP has been paid by the scheme since you attained your State Pension Age (60 for women and 65 for men).  The Trustees have negotiated a discount in respect of the GMP paid to date from the amount to be paid to the State.”

16. On the instructions of the Trustees, Mercer, as the Administrator of the Scheme and with the Trustees’ consent, Legal & General Life Assurance Society Limited (Legal & General) set up an annuity policy for Mr Hughes with payments commencing from 3 May 1997 at the rate of £281.39 per month.

17. By an announcement to “Pensioners who were entitled to receive a Guaranteed Minimum Pension on reaching State Pension Age”, dated June 1997, the Trustee stated that:

“… we have decided to secure a policy for you in your own name with Legal & General Assurance Society.  … Payments direct to you from the policy should have started from May 1997 …

… your pension has up to now been increased each year in accordance with the increase in the Retail Prices Index (RPI).  The Scheme rules, however, do not guarantee that your pension will be increased each year.  The increases in the past have been applied as a result of the Trustee exercising its discretionary power to grant such increases.

We are pleased to inform you that as a result of surplus assets in the Scheme we are able to provide guaranteed annual increases to your pension.  The increases will continue to be made in April each year and will be in line with the change in the RPI over the preceding year to the end of December. …

During your period of membership of the Scheme, you were contracted out of the State Earnings Related Pension Scheme (SERPS).  A condition for being allowed to contract out is that the Scheme provides a minimum level of pension equivalent to the SERPS pension you would otherwise have received from the State Scheme.

We have established with the Department of Social Security the cost of buying back this Guaranteed Minimum Pension (GMP) into the State Scheme.  We have found that this is cheaper than buying it from an insurance company.  As a result your GMP will be bought back into SERPS and, when you receive it, your State Pension will be increased.  The pension you receive from the Scheme will be reduced when you reach your State Pension Age to reflect the increased State Pension being paid.”

18. By an “Announcement to pensioners as at 1 January 1998”, the Trustee stated that:

“The Trustee Company is pleased to inform you that as a result of additional surplus assets remaining in the Scheme a further increase will be provided.  The amount of the increase will depend on how long your pension has been in payment for the period up to 1 January 1998.  The percentage increase to your pension (inclusive of any Guaranteed Minimum Pension that has been re-instated into the State Scheme) will be as follows:-

Pension in payment for 15 years or more
6% 

Pension in payment for 10 years, but less than 15 years
4%

Pension in payment for 5 years, but less than 10 years
2½%*

Pension in payment for less than 5 years


1½%”

* Mr Hughes fell into this category. 

19. Mr Hughes' pension from Legal & General of £281.39 per month was increased in accordance with the Announcements above on 3 April each year in line with the previous December's Retail Price Index, i.e. by 3.6%, 2.8% and 1.8% for December 1997, 1998 and 1999, respectively, plus, in addition, by the special 2.5% pension awarded from 1 January 1998, to an amount of £312.68 per month.  

20. In a letter to Mr Hughes dated 6 March 2001, Legal & General stated that:

“On attainment of age 65, on 25 March 2001, the pension paid by the Society will be reduced by the value of your Guaranteed Minimum Pension (GMP), as the Coloroll Tableware Ltd Staff Pension Fund have bought your GMP back into the State Earnings Related Pension Scheme (SERPS).

Please note that the liability for the equivalent SERPS benefit will be paid by the DSS along with your State Pension.

I would advise you that the revised level of pension payable by the Society will, with effect from 3 April 2001, amount to £15.96 per annum.”

21. Mr Hughes' pension in payment from Legal & General was reduced, as in the paragraph above, from £312.68 per month by £311.35 per month, this being the monthly amount of the revalued GMP of £71.85 per week, as in paragraph 14 above.  The residual pension of £1.33 per month then became payable annually by Legal & General for £15.96, because of the small amount involved.

22. In a letter to Mr Hughes dated 15 March 2001, Mercer stated that:

“I refer to our recent telephone conversation regarding the reinstatement of your Guaranteed Minimum Pension (GMP) into the State Earnings Related Pension Scheme (SERPS).  I am writing to explain the process of winding up which has taken place.

Once it was clear that no further funds would be forthcoming from the Coloroll Group, the trustees commenced the winding up of the scheme.  The Coloroll Tableware Limited Staff Pension Fund was in the fortunate position of having more assets than it was anticipated would be needed to provide the benefits promised to members under the rules.  The rules provided that any surplus assets should be used to provide extra benefits for the members.

It was therefore in the interest of members for the trustees to secure the benefits in the most cost effective manner.  Buying pension benefits for a substantial pension scheme is not a simple task.  The cost of providing the same benefits can vary greatly from day to day and also between different potential providers, so the trustees had to consider all possibilities.

Legislation and the scheme rules allowed the option of securing part of members’ pensions by paying a lump sum back to the Department of Social Security to reinstate members into SERPS.  The scheme actuary advised the trustees that the cost of this was substantially less than would be charged by any commercial insurer for assuming corresponding benefits.  This would free up further assets and therefore allow a higher level of augmentation for members.

Turning to the particular questions raised in your telephone conversation, the trustees have of course taken advice on the technical differences in the method of calculation between the GMP (the contracted out element of members’ pensions in the scheme) and the Additional Pension (the corresponding benefit from the State).  The effect of these differences can be seen in the figures received from the DSS and apply to many other members too.

Having taken expert actuarial advice, the trustees came to the decision that the advantage to members of reinstatement into SERPS outweighed the potential differences between the GMP and the Additional Pension.  Considering the details of your benefits under the winding up demonstrates how the general augmentations have exceeded any differences.

I recognise that the interaction between the rules on GMPs and SERPS can be difficult to follow.  However, the trustees have taken expert advice on these issues and, taking advantage of areas where the inconsistencies are in favour of members, have been able to provide members with larger overall pensions.  The cost of addressing the SERPS differences for all members would come from assets otherwise available for augmentation, and making changes would reduce overall benefit levels by the extra administration costs incurred.  Accordingly the trustees do not believe that it is either appropriate or necessary to amend the arrangements already made.”

23. Mercer has told me that on 5 April 2001, another cessation listing was received from NICO, dated 30 January 2001, which showed Mr Hughes' revalued GMP at 65 as £72.27 per week.  Mercer says that, as this amount was greater than the pension that was being paid by Legal & General, no further pension should have been paid and, strictly, the Trustee should be seeking to reduce the benefit.  However, Mercer took no action to further reduce Mr Hughes' pension.

24. On 19 April 2001, Mr Hughes was provided with a notification of his State Pension Scheme benefits as at 26 March 2001.  Mr Hughes queried this first notification as no account had been taken of the GMP bought back by the Scheme

25. A second notification to Mr Hughes dated 15 May 2001, stated that:

“… your Retirement Pension is payable at the weekly rate of £129.55 from 26 March 2001, increasing to £137.11 from 9 April 2001 and made up as follows:

Basic Pension (100%) 
£72.50

Additional Pension (based on earnings from 1978) 
£75.81

but a Contracted Out Deduction of  
£15.64

has to be taken away, 

leaving a balance of Additional Pension payable as

£60.17

Graduated Pension

£ 4.44


Total
£137.11

… you have earned Additional Pension by virtue of your contributions from 1978 amounting to £73.39 from the date of your retirement but increasing to £75.81 from 09 April 2001, following the annual uprating.

Had you not been a member of an Occupational Pension Scheme, the total amount of £73.39/£75.81 would have been paid in addition to your Basic Pension and your Graduated Pension. …

You were previously, also, a member of the Coloroll Tableware Pension Scheme which originally agreed to pay you a Guaranteed Minimum Pension of £72.27 weekly and this amount would, also, have been deducted from your Additional Pension at retirement age in addition to the £15.64 Guaranteed Minimum Pension from [the Former Scheme] (Total £87.91) and no Additional Pension at all would have been payable as the Guaranteed Minimum Pension would have totally extinguished the Additional Pension earned.

However, Coloroll Limited, did in fact pay a sum of money to buy you back into the SERPS and as a result of this the State takes on the responsibility of paying the guaranteed minimum part of the pension which normally have been paid by the employer.  In your case, this would have meant that the Guaranteed Minimum Pension of £72.27 weekly would have been paid as Additional Pension.  However, as explained in our telephone conversation, after the deduction of £15.64 from your Additional Pension for your pension from [the Former Scheme], there remains only £60.17 Additional Pension and the State cannot, therefore, pay the total amount of the Guaranteed Minimum Pension from Coloroll.  In effect this means, therefore, that there is a deficit of £12.10 weekly.  You should, therefore, contact your Coloroll Trustees or the Insurance Company, who were responsible for administering the pension fund, and explain the situation.”

26. In a letter to Mr Hughes dated 23 May 2001, Legal & General stated that:

“… with reference to your enquiry whether a spouse’s pension has been insured with the Legal & General under the above pension arrangement.

I have now been advised by William M Mercer that the information previously provided to the Legal & General was incorrect. It has been confirmed that a spouse’s pension will become payable in the unfortunate event of your death.  The current spouse’s pension amounts to £1013.52 per annum which will continue to increase each April in line with the previous December’s Retail Prices Index.”

27. Mr Hughes says that:

27.1
his pension from Legal & General was reduced from £3,752.16 per annum to £3,128.84, the latter figure being the annualised amount of the his Additional Pension of £60.17 per week notified to him by the Pensions Service [the residual pension of £15.96 from Legal & General was disregarded in the comparison];

27.2
he believed this might have been due to his GMP from the Former Scheme having been wrongly used to offset the cost of buying back the Scheme’s GMP or by not taking into account his membership of the Denby Executive Pension Scheme, which provided additional benefits, in particular, enhanced widow’s pension benefits; and

27.3
neither the Trustee nor Mercer has given a satisfactory explanation for the overall reduction in his pension benefits at age 65.

28. The Trustee and Mercer say that:

28.1
members of the Scheme with pensions in payment have been secured; 

28.2
prior to hearing from Mr Hughes, the Trustee made improvements to secure pension increases for pensions that were in payment and there is no scope for any additional improvements;

28.3
this is because all of the remaining funds of the Scheme have been effectively allocated and only a balancing payment is due to Legal & General, which is likely to take up all of the Scheme's remaining assets;

28.4
it is not accepted that the decision to reduce Mr Hughes’ pension in payment by the full amount of the revalued GMP at age 65 was wrong;

28.5 any determination in Mr Hughes’ favour would result in the Trustee having to reduce the benefits of other members of the Scheme who have not been parties to the investigation and, following the High Court case of Marsh Mercer Pension Scheme –v- Pensions Ombudsman [2001] 16 PVLR (applying the judgement of the Court of Appeal in Edge –v- Pensions Ombudsman [1999] 49 PVLR), the Pensions Ombudsman should not issue any determination that would adversely affect the other members of the Scheme.

CONCLUSIONS

29. The failure to provide Mr Hughes with a full statement of benefits on his early retirement denied him a proper understanding of his early retirement benefits from the Scheme, which prolonged the investigation of his complaint to me.  Mercer says that the statement given to Mr Hughes was not incorrect but the statement was clearly deficient in accordance with the requirements of the Occupational Pension Schemes (Disclosure of Information) Regulations 1986 extant at the time.   

30. Twice Mr Hughes had to raise queries of Mercer about the amount of his enhanced widow's pension benefits and it was quite understandable that he thought that this matter might have been a cause for the difference in the value of his pension about which he complains.  Mr Hughes also thought that his Former Scheme’s GMP might have been used in some way to offset the cost of buying the Scheme’s GMP back into SERPS.  However, I am satisfied that neither was the case.  The reasons for the lesser amount of Mr Hughes’ overall pension provision at age 65 are explained below.

31. When Mr Hughes was an active member of the Former Scheme and the Scheme, the method of calculation of his GMP was similar to that used by SERPS to calculate an Additional Pension. The accrued benefits in both cases were subject to inflation-proofing each Tax Year to age 65 by the increase in the National Average Earnings Index.  Had either of the revalued GMPs at age 65 been less than the calculation of the equivalent Additional Pension at age 65, SERPS would have made up the difference.

32. However, when Mr Hughes left the Former Scheme the inflation-proofing requirement changed and his accrued GMP up to that date of £3.29 per week became subject to inflation proofing by the Former Scheme by a Fixed Revaluation Rate of 8.5% interest per annum to age 65, i.e. £3.29 x 52 = £171.08 x 1.08.5% x 19 years = £806.05 (£15.50 per week).  Mr Hughes’ State Pension Scheme notification in paragraph 26 above shows an amount of £15.64 per week.  I use the figure of £15.64 for the purposes of this explanation.   

33. Similarly, when Mr Hughes left the Scheme his accrued GMP of £36.76 per week was subject to Fixed Rate Revaluation by the Scheme at the rate of 7.5% to age 65, i.e. £36.76 x 52 = £1,911.52 x 1.075% x 9 years = £3,664.96 per annum (£70.48 per week).  The accrued GMP was amended by the NICO in May 1993 to £71.85 per week because of revised earnings received for Mr Hughes (see paragraph 14 above) and again amended by the NICO to £72.27 (see paragraph 23 above).  I use the figure of £72.27 per week for the purposes of this explanation.

34. Since Mr Hughes' leaving dates from both the Former Scheme and the Scheme,  the Fixed Revaluation Rates significantly exceeded the performance of the National Average Earnings Index over the period until he reached the age of 65.

35. Consequently, Mr Hughes' revalued GMP in the Former Scheme of £15.64 per week exceeded his equivalent Additional Pension in SERPS.  At age 65, the revalued GMP was deducted from Mr Hughes’ Additional Pension, i.e. the Additional Pension of £75.81 was reduced by £15.64 to £60.17 per week.  Mr Hughes did not suffer any injustice in this respect, as the revalued GMP of £15.64 was payable to him by the Former Scheme.  

36. The above paragraph provides the reason why Mr Hughes’ Additional Pension from SERPS was established as £60.17 per week.

37. A similar situation would have occurred had the Scheme not been discontinued and Mr Hughes’ contracted-out GMP liability been re-instated back into SERPS.  Had the former accrued GMP of £37.36 been revalued in line with the increases in the National Average Earnings Index, I am informed by the NISPI that the amount would have been £58.75 per week.  This is a difference of £13.52 per week and, effectively, is the difference between the former revalued GMP of the Scheme at age 65 of £72.27 per week and the reinstated Additional Pension in SERPS of £58.75. 

38. The State Pension Scheme notification for Mr Hughes in paragraph 25 established the difference as being £12.10 per week (£692.20 per annum), i.e. £72.27 per week less the net Additional Pension of £60.17 per week.  The difference of £1.42 per week and the amount of £13.52 in the above paragraph can be explained by the final adjustment to the former revalued GMP of the Scheme detailed in paragraph 23 above, although I   cannot reconcile the adjustment made by NICO to which I have referred in paragraph 23 with the previous notifications.

39. It can be seen from the above that the Trustee’s decision to buy-back the   contracting-out liabilities of the Scheme and the reinstate Mr Hughes back into SERPS resulted in him receiving less Additional Pension than the former revalued GMP that was originally to be provided by the Scheme.

40. Reinstatement of the Scheme’s contracting-out liabilities back into SERPS was a permissible course of action for the Trustee to have taken, as provided by the Rule 3 of the Scheme (see paragraph 3 above).  

41. The Trustee’s augmentation of benefits to Mr Hughes from the surplus monies of the Scheme was for his pension in payment from Legal & General to be guaranteed to increase by the Retail Prices Index from 1997 onwards, plus an award of a 2.5% increase of pension in January 1998.  On reaching age 65, Mr Hughes’ pension was reduced from £312.68 per month by £311.35 per month, leaving an annualised amount of £15.96 per annum payable.  As the reduction applied by Mercer was the same as the revalued GMP notified by the NICO to Mercer in paragraph 14 above, i.e. £71.85 per week, and Mercer did not take any action to further reduce or eliminate Mr Hughes’ remaining pension in payment from Legal & General by the final adjustment notified by the NICO of £72.27 in paragraph 23 above, I am satisfied that Mr Hughes has received the correct benefits that resulted from the winding up of the Scheme.  

42. The Trustee and Mercer were unable to provide Mr Hughes with a satisfactory explanation of the reduction of his overall pension benefits at age 65, as additional information was required from the NISPI.  I do not regard the failure on their part to provide such explanation as amounting to maladministration.

DAVID LAVERICK

Pensions Ombudsman

13 July 2005
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