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PENSION SCHEMES ACT 1993, PART X

DETERMINATION BY THE DEPUTY PENSIONS OMBUDSMAN
Applicant
:
Mr I Robinson

Scheme
:
The Federated Superannuation System for Universities (FSSU)

Trustee
:
University of Wales Swansea (Swansea) before 2 October 1997

FPS Trustee Company Limited (FPS) from 2 October 1997

Employer
:
University of Wales Swansea

MATTERS FOR DETERMINATION 

1. Mr Robinson contends that surplus funds arose at the time his annuity was purchased under the terms of the FSSU, which were not treated in accordance with the Rules of the FSSU or Inland Revenue (now HM Revenue and Customs but referred to here as IR) requirements. Mr Robinson seeks to have the annuity arrangements, set up in 1997 and 1999, cancelled and, instead, to receive a joint life, index linked annuity on the basis of the annuity rates in force in 1997. He argues that the surplus that would then exist should be returned to Swansea and that it should consider its discretion to return some, at least, of the surplus to him.

2. Mr Robinson has also complained that FPS initially told him that they had not taken over trusteeship of the FSSU and that this caused a long delay in dealing with his case.

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 fact or law and/or (where appropriate) a finding as to whether there had been maladministration and if so whether injustice has been caused.

THE SURPLUS

The FSSU 1980 Rules
4. The FSSU was governed by the provisions of the FSSU 1980 Rules, dated 4 August 1988, at the date of Mr Robinson’s retirement. Rule 5.1 provided,

“Application of the Fund

(1)
An Institution shall apply, subject to the preservation requirements …, the protection of accrued rights … and the over-riding limits in Rule 5.3, the whole Fund held under the Scheme in respect of each Member towards the provision for the Member and/or his Dependants in cash lump sum and/or Annuity form … 

(2) In any case where on termination of Service the fund exceeds the amount of all permissible benefits up to the Inland Revenue Limits in Rule 5.3, the excess policy proceeds shall be returned to and retained by the Institution and shall be available for the general purposes of the Institution’s scheme for the supplementation of retirement benefits.

(3) …”

5. FPS was appointed as Trustee on 2 October 1997. Prior to this, Swansea was the Trustee to the FSSU.

6. The FSSU is a defined contribution scheme. Members contribute 5% of pensionable salary, whilst the employer contributes 10%. Prior to 6 April 1980, the FSSU was an unapproved pension scheme. Employers’ and members’ contributions were paid into insurance policies akin to endowment policies. In 1980, it was decided to modify the FSSU to enable it to gain IR approval. Members were notified in a leaflet, ‘Modification of Superannuation Scheme in 1980’, which explained that (inter alia) members would now be required to take part of their benefit as a pension. However, their contributions (5%) would, for the first time, attract tax relief.

Background
7. Mr Robinson became a member of the FSSU on 1 October 1961 and of the modified FSSU from 1980. He was employed as a lecturer by Swansea.

8. In 1995, Mr Robinson accepted voluntary redundancy and it was agreed that he would remain in pensionable employment and take retirement benefits on 1 October 1997. During the interim period, he worked under a part-time contract with the University.

9. The financial advisers to the FSSU, Alexander Clay (now, Aon Consulting (Aon)) wrote to Swansea on 1 October 1997 saying that, having surveyed the annuity market, they would recommend the Prudential to provide an annuity for Mr Robinson. Aon said that the Prudential would provide an annuity of £4,581 p.a., with a five year guarantee and a 50% spouse’s pension, at a cost of £84,114.31. Aon said that the annuity would increase in line with the Retail Prices Index (RPI) each year. They also said that the Prudential could provide an annuity without a guarantee at a cost of £83,711.41. Aon suggested that, if there were any surplus funds available, the spouse’s pension could be increased up to the IR maximum.

10. Swansea sent Mr Robinson a cheque for £209,568.10 in respect of his lump sum on 13 October 1997. He enquired whether it was possible to arrange a market-linked annuity, an escalating annuity or an income drawdown arrangement.

11. On 14 October 1997, Swansea wrote to the IR explaining that the remaining fund value was £104,318.12 and there would be a surplus of net cash proceeds after they had purchased the maximum benefits for Mr Robinson. They enquired whether it would be possible to purchase an income drawdown for him. Aon informed Swansea that Equitable Life offered a tracker annuity and provided an illustration from the Prudential for an annuity with an escalation rate of 4.22% p.a. Aon wrote to Mr Robinson, on 28 October 1997, explaining that Swansea had confirmed that he could transfer to an income drawdown plan and they could provide specific personal advice on this. However, on 30 October 1997, Aon wrote to Mr Robinson again to explain that, because Swansea had already paid his lump sum, the IR would not allow an income drawdown policy to be set up.

12. Swansea forwarded further illustrations to Mr Robinson on 4 November 1997, including a Prudential quote with an escalation rate of 4.19% and two quotes from Equitable Life, one of which included an escalation rate of 4.2%.

13. Following further correspondence with Aon, Mr Robinson enquired about providing a two-thirds spouse’s pension. He said,

“… I was against an index-linked annuity because I expect deflation, and even now that I know the worst about the inland revenue limits I would prefer to go for some escalation. If that means that some of the fund will find its way to my employer after my death it can’t be helped.

… can you get me a quotation that (1) gives the spouse the maximum income permitted by the inland revenue limits, (2) uses up the available fund and (3) escalates at the maximum permitted by the first two conditions?”

14. Aon confirmed that the maximum spouse’s pension was two-thirds or £3,073.75 p.a. They also sent Mr Robinson a quote from the Prudential using the whole of the residual fund to provide an escalation rate of 4.8% p.a. Aon informed Mr Robinson that an annuity increasing in line with RPI each year would use up £91,437.77. Mr Robinson opted for an annuity escalating at 4.8% p.a., with the maximum spouse’s pension.

15. As a consequence of the demutualisation of London Life, with whom some of the FSSU policies had been held, a further £74,542.23 became available in 1998.

16. Mr Robinson received £46,484.20 as an additional tax-free lump sum from this and he was told that the remaining £28,058.03 would have to be used to augment his existing annuity. However, as the original annuity had provided the maximum permitted pension, it was unlikely that the remainder of the fund could be used.

17. Mr Robinson sought assistance from Aon, saying that he had been told by Swansea that none of the £28,058 could be used to increase his annuity because of IR rules. He said, 

“… It is plainly inequitable if any one having been a member of a compulsory superannuation scheme is then told that some of the benefits are to be confiscated. I have already suffered last year by having to accept an inappropriate and small annuity because of the Inland Revenue rules. It seems to me that at the very least the appearance of a further sum of money means that the annuity you arranged last year should be renegotiated ...”

18. In response, Aon said,

“As your annuity … was set up to provide your maximum pension it would not be possible to increase this amount. It could be possible to increase the escalation rate under your policy to a maximum of 8.5%. The current escalation rate is 4.80%.

The increased escalation rate would however only become payable if the Retail Prices Index rose above this level as the Inland Revenue will not permit a pension to be increased so that at any time it would exceed the maximum pension they would permit at the date of retirement, increased in line with the Retail Prices Index or 3% per annum compound if greater.

I am currently waiting to hear … the cost of providing a higher escalation rate and once this cost is known I will inform yourself.”

19. Aon informed Mr Robinson, on 2 February 1999, that the £28,058 could be used to increase the escalation rate from 4.8% to 5.9%. Mr Robinson accepted this quotation saying that he could ‘see nothing better’ than to accept it.

20. Mr Robinson then contacted his MP concerning, what he described as, a ‘tax anomaly’, i.e. that he had been required to purchase an annuity with an escalation rate higher than that allowed by IR. Mr Robinson said that his question was about the ‘surplus’, which could not be paid to him. Mr Robinson’s MP referred the question to the Treasury. He received a response on 7 November 2000 saying that,

“… some insurance companies are willing to return annuity policy surpluses that they think will never be needed to provide retirement income for the policyholder … Originally, the tax rules placed a debar upon such payments because they were seen as inconsistent with the terms of the approved annuity contracts and their treatment as tax exempt “annuity business”. But on 24 March 1997, the Inland Revenue announced that it would allow surpluses under annuity policies to be returned to the former employer of the policyholder. The employer could then, if it wished, pass this money on to the policyholder …”

21. Mr Robinson contacted both Aon and Swansea asking if his annuity could be renegotiated. He said that the £20,058 additional funds had been spent against his will to secure an enhancement from which he was unlikely ever to benefit.

22. Swansea responded by setting out the way that the funds had been used and saying that there had been no surplus because the whole of the fund had been used to secure benefits for Mr Robinson. They said that the reason he was not seeing any benefit from the increased escalation rate was that the increase in the RPI had stayed below this level. Mr Robinson referred them to their letter to IR, dated 14 October 1997, in which they had referred to a surplus. He said that this surplus had increased on the demutualisation of London Life. Mr Robinson suggested that the funds had been used to secure additional escalation because no-one had considered a return of the surplus funds to him.

23. Mr Robinson received a further letter from the Treasury in which they said,

“The solution to the annuity surplus … is intended to give parity with the position that would have applied had the individual received a pension from his employer’s occupational pension scheme rather than an annuity bought out from it.

Where an occupational pension scheme is in surplus, the tax rules require this to be rectified through benefit improvements (within tax limits), a contribution holiday or by repaying the surplus to the scheme’s sponsoring employer. And where the occupational pension scheme’s benefits are fully funded and no further contributions are possible then only the repayment route is available. This is, of course, analogous to the position of an overfunded annuity policy …”

24. Following further correspondence, Aon wrote to Mr Robinson on 5 April 2001. They confirmed that, because inflation had been low over the period since his retirement, increases to his pension had been restricted. They said that it was not possible to predict what inflation might be in the medium to long term. Aon said that they understood that unused ‘surplus’ arising during the current period could be used in years when inflation exceeded 5.9%. Aon said they had discussed the situation with the Prudential and that they had offered the following suggestions:

24.1. It was possible to repay any surplus from the annuity policy to the Trustee of the original occupational scheme and it would then be up to the Trustee whether it was returned to Mr Robinson. They suggested that tax at 40% would have to be deducted.

24.2. The refund would be calculated on an annual basis. The figure at September 2001 was in the region of £700 before tax.

24.3. Once the refund had been made, it was not possible to reverse the process. Therefore the surplus would not be available in future years if inflation increased significantly.

25. In a subsequent letter, Aon said that they did not agree that there was a surplus at the time his annuity was arranged because the whole of the fund had been used to provide him with benefits. They also said that the Prudential were willing to make ‘such repayments as are allowable’. The Prudential also confirmed this in a letter to Mr Robinson, dated 10 July 2001, but said that they could only do so at the request of the Scheme Trustee.

26. FPS informed Mr Robinson that a refund could only be paid to an employer if a surplus remained after the provision of maximum benefits. They went on to say that, in the event of such a refund, the Trustee’s responsibility ceased once the benefits had been secured and the refund paid. FPS said that the final destination of the refund was a matter between the member and the employer.

Submissions
Mr Robinson

27. Mr Robinson submits,

27.1. The question turns on what counts as a surplus. The funds were used up in providing him with benefits but were spent on rates of escalation in excess of what IR permit to be distributed. It was known at the time that these escalation rates were unlikely ever to benefit him. The decision as to what should be done with the surplus funds was prejudiced by ignorance on the part of all the parties concerned about what current IR regulations made possible. Money spent in expectation of no benefit was a surplus.

27.2. Mr Robinson explains that he had no reliable forecasts of his retirement benefits or access to the Scheme Rules at the time of his retirement, so he began pressing Swansea to consider the compulsory purchase annuity approximately ten months before it was due.

27.3. The surplus arose because of a change to the FSSU in 1980. He contends that this situation arose because of his switch to the Modified FSSU in 1980.

27.4. Mr Robinson refers to the letter from Swansea to the IR dated 14 October 1997 in which they referred to a surplus from the net cash proceeds from the policy (see paragraph 11).

27.5. After extensive correspondence, he had to reluctantly accept a pension that increased at 4.8% per annum from 1997 because this was the only way in which his whole fund of £104,391 could be used up. Using up the whole of the funds was the decisive reason for him choosing an annuity where nobody could ever expect to pay the contractual benefits. He will only benefit from his fixed escalation rate, as opposed to an index-linked annuity, when inflation is less than 3% p.a. If inflation rises above 5.9% he will be worse off but an index-linked annuity would only have cost £91,437 in 1997 and could not have been enhanced in 1999.

27.6. In 1998, the demutualisation bonus from London Life had to be used to provide further pension increases, but it is unlikely that he will derive any benefit from that escalation.

27.7. The only party to benefit from the situation that arose in 1997 and again in 1998 is the provider of the annuity since it will have use of the funds if it does not have to provide the escalation.

27.8. Mr Robinson refers to the response from the Treasury in their letter dated 7 November 2000 (see paragraph 20).

27.9. The possibility of a refund was never mentioned to him during consultations about his annuity in 1997 or 1998, despite him asking if there was a way of using the fund other than by adding escalation to his annuity. He was never shown the relevant IR rules or the FSSU Rulebook. He cites Rule 5.1(2) (see paragraph 4).

27.10. In Mr Robinson’s view, a surplus arose in his policies, which was treated by Swansea and FPS in a way that ignored the FSSU Rule book and IR rules. He considers the surplus to be £41,011.44, i.e. the residual fund arising after the purchase of an index-linked annuity. He suggests that the arrangements made in 1997 and 1998 should be cancelled and an index-linked annuity, with the maximum spouse’s benefit, should be purchased in their place. Alternatively, he understands that the annuity provider can, at the request of FPS, release ‘withheld funds’ and they should do so,

27.11. He spent a lot of time and effort in extracting information from FPS and Swansea.

FPS

28. FPS submit,

28.1. FPS was appointed as Trustee on 2 October 1997 and cannot comment on events prior to that date.

28.2. They were not involved in the detail of Mr Robinson’s retirement because he was dealing with Swansea and Aon. FPS note that Mr Robinson was quoted an annuity linked to RPI on two occasions (1 October and 18 November 1997) and chose an annuity escalating at a fixed rate because he wished to ensure that no surplus would be returned to Swansea. FPS note that Mr Robinson believed that, in a climate of low inflation, the fixed increases were more beneficial.

28.3. They advised Swansea that the demutualisation payment had to be used to augment pensioners’ benefits. If that was not possible, then it should be returned to Swansea subject to obtaining the appropriate IR approval. Mr Robinson received additional tax free cash and the balance of the fund was used to improve escalation on his annuity.

28.4. A surplus is any amount left over after the maximum annuity has been purchased. In this case, the only complication was whether Mr Robinson would have been better off taking a fixed escalation rate or an RPI linked annuity. Mr Robinson was given the choice and he chose a fixed escalation rate, which meant that there were no surplus funds.

28.5. Neither they nor Mr Robinson have ever been given any reason to believe that he would benefit from any surplus, should one have existed. Mr Robinson’s pension expectation, based on the application of IR maximum benefit limits, has been fulfilled.

28.6. Historically, 5.9% is not a high rate of increase over the long term.

28.7. Since the Prudential are willing to refund any excess, they will take this up with them. However, the refund will be paid to Swansea, as employer, and they are not obliged to benefit Mr Robinson. The drawback of such a refund is that the cumulative excess would not be available to benefit Mr Robinson should inflation exceed 5.9% in the future.

Swansea

29. Swansea submit,

29.1. They properly directed themselves in law and in accordance with the Scheme’s provisions and have acted fairly and reasonably in their dealings with Mr Robinson.

29.2. They do not accept that Mr Robinson has suffered any detriment as a consequence of their ‘handling of the surplus’ either in 1997 or in 1999, because there was no surplus on either occasion.

29.3. Swansea point out that, on his retirement, Mr Robinson was awarded the maximum allowable pension under IR limits, pursuant to Rule 6.1, which requires compulsory annuity purchase. It is the IR requirements which have governed the manner in which all subsequent dealings with Mr Robinson’s pension have been conducted.

29.4. Mr Robinson could not have received additional pension benefits in either 1997 or 1999 because of IR limits. There was little option, therefore, but to consider the escalation rate to ensure that Mr Robinson benefited from the monies.

29.5. Mr Robinson remains subject to the overriding IR requirement that his pension increase by no more than 3% p.a. or the increase in the RPI for the year in question.

29.6. There was no de facto surplus in 1997 or 1998 which could have been refunded to them under Rule 5.1(2) (see paragraph 4). The FSSU policy proceeds and the demutualisation payment were utilised in full in accordance with Mr Robinson’s instructions.

29.7. Had there been a surplus, they would have been bound to comply with the provisions of Rule 5.1(2). This provides for any surplus to be returned to and retained by Swansea and shall be available for the general purposes of the Scheme for the supplementation of retirement benefits. Swansea therefore assert that, had there been a surplus as a result of Mr Robinson electing for an index-linked annuity, they would not have been able to augment benefits specifically for his benefit because of IR limits.

29.8. Mr Robinson was advised as to the nature and types of annuities available and the implications of escalating annuities. It is in the nature of annuity purchase that the parties accept prevailing market conditions at the time; be there high or low inflation.

29.9. Mr Robinson has not been prejudiced by any action on the part of Swansea but rather has been caught by the twin external factors of a low inflationary environment and the IR maximum benefit restrictions. Mr Robinson is seeking redress with the benefit of hindsight. Had the economic climate been different since his retirement, he would not be complaining.

29.10. They are unable to comment on Mr Robinson’s proposal that the Ombudsman direct that the annuity arrangements be cancelled retrospectively.

29.11. They are aware that FPS are pursuing the possibility of a refund from the Prudential. It was not necessary for Mr Robinson to pursue a complaint in order to pursue this refund.

TRUSTEESHIP

Background

30. In June 1997, Mr Robinson received information concerning the trusteeship of the FSSU from Swansea as part of a consultative exercise prompted by the requirements of the Pensions Act 1995. Swansea informed Mr Robinson that the administration of the FSSU was being taken over by FPS and that they had also offered the use of their trustee company. Swansea suggested that this seemed to meet the requirements of the Pensions Act but went on to explain that members had a right to object.

31. Mr Robinson wrote to FPS in July 1997, concerning his benefits. FPS responded on 8 August 1997 explaining (inter alia) that they had not yet received a deed appointing them as Trustee. Following further correspondence with Mr Robinson, FPS stated again, in September 1997, that they did not have a deed appointing them as Trustee.

32. A Deed of Appointment was executed on 2 October 1997.

33. Mr Robinson wrote to FPS on 17 May 2001, asking at what date the trusteeship of the FSSU had passed to them. FPS responded on 4 June 2001,

“… The problem concerning the FSSU is that each college is a separate entity under the umbrella of the FSSU and as such the vast majority of colleges deal with their own administration and have their own Trustee board unless they appointed FPS Administrators and Trustees. This only happened in a few instances and was not the case with the University of Wales Swansea. I will pass your letter to them requesting they contact you directly …”

34. In November 2001, the Pensions Advisory Service (TPAS), on Mr Robinson’s behalf, obtained a copy of the Deed of Appointment from Swansea.

Submissions
FPS

35. FPS submit,

35.1. FPS acknowledge that incorrect information was supplied to Mr Robinson when he was trying to obtain information about the trusteeship of the Scheme and apologise for any inconvenience caused.

CONCLUSIONS

The Surplus
36. Whether there was a surplus in 1997 or 1998 is a moot point. Mr Robinson asserts that there was a surplus on both occasions because the only way that all the available funds could be used was to secure an annuity with an escalation rate from which he feels he is unlikely to benefit. He would prefer that his annuity was now unpicked and an index-linked annuity set up in its stead. Had such an annuity been purchased in 1997, it seems likely that there would have been something in the region of £12,880 remaining. It is Mr Robinson’s view that this should have been returned to Swansea and they should have considered refunding at least part of it to him. He takes the view that the same should have happened in 1998.

37. Swansea and FPS point out that all the available funds were used to provide Mr Robinson with benefits, albeit that he does not at present benefit from the escalation rate attaching to his annuity because of low inflation. Viewed from this standpoint, there was no surplus in either 1997 or 1998.

38. Rule 5.1(2) (see paragraph 4) provides for excess policy proceeds to be returned to Swansea where the available funds exceed the amount required to provide ‘all permissible benefits up to the Inland Revenue Limits’. Thus, a surplus would only exist if it were not possible to provide any further benefit for Mr Robinson without exceeding IR limits. Mr Robinson was provided with the maximum possible benefit albeit that he does not at present see the benefit of the higher escalation rate. Nevertheless, it was within IR limits to purchase an annuity attracting the higher escalation rate and I consider that to do so fulfils the requirement to provide all permissible benefits before a surplus can be said to arise. I therefore find that there was no surplus either in 1997 or 1998.

39. I note Mr Robinson’s reference to the letter from HM Treasury (see paragraph 23). HM Treasury draw the analogy with an occupational pension scheme in surplus. They note that a refund to the employer is only possible where all other methods of using the surplus funds have been exhausted, including benefit improvements. I believe that this is the approach envisaged by Rule 5.1(2). In other words, whilst there was a possibility of using the funds to enhance Mr Robinson’s benefits in any way, there could be no refund to Swansea.

40. Had it not been possible to use the funds in this way, Rule 5.1(2) does provide for any surplus to be returned and retained by Swansea. It is to be available ‘for the general purposes of the Institution’s scheme for the supplement of retirement benefits’. I am not persuaded that Swansea could have refunded any excess funds to Mr Robinson, had they existed. Paying a refund to Mr Robinson would not have meant that the funds were available for the ‘general purposes’ of the FSSU. A more appropriate approach would have been for Swansea to simply put the funds back into the FSSU. As it was, this option did not arise.

41. I do not uphold this part of Mr Robinson’s complaint.

Trusteeship
42. I have noted that there were significant delays on the part of both respondents in replying to correspondence from Mr Robinson and some confusion caused by FPS initially not accepting that it was Trustee at the relevant time.

43. I am satisfied that the delays, although extremely frustrating for Mr Robinson, did not materially affect the outcome. I therefore do not uphold this part of Mr Robinson’s complaint.

CHARLIE GORDON

Deputy Pensions Ombudsman

18 May 2006
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