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PENSION SCHEMES ACT 1993, PART X

DETERMINATION BY THE DEPUTY PENSIONS OMBUDSMAN
	Applicant
	:
	Mr B Vardill

	Scheme
	:
	MEPC Limited Pension & Assurance Scheme

	Respondent
	:
	The trustees of the Scheme (the “Trustees”)


MATTERS FOR DETERMINATION

1. Mr Vardill disagrees with the Trustees’ interpretation of the Scheme rules. He says that each year of his pensionable service should qualify for a pension of 1/45th of final salary. The Trustees say that his pension should be calculated by proportioning his completed service against his potential maximum service (“uniform accrual”), which gives rise to a lower amount. 

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

MATERIAL FACTS

3. Mr Vardill joined the Scheme on 10 September 1973 and left on 11 September 1993. His normal retirement date is 1 October 2010. His benefits fall to be calculated in accordance with the Scheme rules dated 24 September 1977 (the 1977 Rules), as amended.

4. He was informed by the Scheme administrators in 1993 (the 1993 Administrators) that his deferred pension would be £17,333.33 pa, calculated as follows:

20 years (actual service)     X    £39,000 (final salary)     =      £17,333.33

45 (accrual rate) 
5. In 2001 the new Administrators, William M Mercer Ltd (Mercer), informed Mr Vardill that this figure was incorrect, and that his correct deferred pension was £14,260.08 pa. This was calculated as follows:

Service from 10 September 1973 to 16 May 1990   =   6093 days

Service from 17 May 1990 to 11 September 1993   =   1214 days 

Total service                                                             =    7307 days

(The significance of 17 May 1990 is that this was the date when Mr Vardill’s normal retirement date was deemed to change from 63 to 60 in accordance with the “equalisation of benefits” requirements).

Deferred pension in respect of earlier service = £11,719.08, calculated as follows:

6093    X     20 years (actual service)       X     2/3       X       £39,000

7307           37 (potential years to 63)             

Deferred pension in respect of later service = £2,541.00, calculated as follows:
1214    X     20 years (actual service)       X     2/3       X       £39,000

7307 34 (potential years to 60)

(2/3rds is the maximum approvable pension, as a proportion of final salary, in accordance with tax regulations).  

Total deferred pension = £14,260.08 pa.

6. The calculation method described in paragraph 5 has been referred to in the correspondence as the uniform accrual method. 

7. The Trustees relied on Mercer’s calculation, and said that the earlier calculation was not in accordance with the requirements of the Scheme rules.

The provisions of the 1977 Rules and the Trust Deeds 

8. Rule 5 states:

“AMOUNT OF MEMBERS’ PENSIONS
5. (a)
A pension payable under Rule 9(a) to a Member who ceases to be a Participating Member at Normal Retiring Date shall, subject to Rule 17 and to any other provisions of these Rules which may apply in respect of a particular Member, be of a yearly amount equal to –

(i) in the case of a Special Member two-thirds of his Final Pensionable Earnings, and

(ii) in the case of any other Member one forty-fifth of his Final Pensionable Earnings for each year of his Pensionable Service.

For the purposes of the above, only complete years of Pensionable Service shall be taken into account.

(b) A pension payable to a Member who ceased to be a Participating Member before Normal Retiring Date shall, subject to Rules 13 and 17 and to any other provisions of these Rules which may apply in respect of a particular Member, for the purposes of (i) of Rule 13(a) be calculated in accordance with paragraph (a) of this Rule; except that his Final Pensionable Earnings shall be deemed to be that which would be applicable to him if the reference to his Normal Retirement Date in the definition thereof had been a reference to the date when he ceased to be a Participating Member.

Provided that for this purpose in respect of a Special Member and any other Member whose pension amounts to two-thirds of his Final Pensionable Earnings such amount shall be reduced in the proportion which his Pensionable Service up to the date of ceasing to be a Participating Member bears to the period of Pensionable Service which he would have completed if he had remained a Participating Member until Normal Retiring Date.”
9. Rule 17 describes benefit limits in accordance with governing statutory provisions. Rule 13 describes benefits available to members who leave the Scheme. Rule 13(k) states: 
“Any pension to which a Member is entitled under this Rule shall be subject to the same terms conditions and options as would apply to the pension or pensions which would be payable to or in respect of him until his Normal Retiring Date.” 

10. “Pensionable Service” is defined in the 1977 Rules as:

“for any Member his last or only period of continuous Service but excluding (i) any part thereof after commencement of membership during which he is not a Participating Member (ii) any part thereof in excess of 30 years …” [the remainder of this definition is not relevant here].

11. The Scheme’s Definitive Trust Deed in force when the 1977 Rules were introduced provided that: 

“no alteration [to the Rules] shall operate so as to affect prejudicially … any rights or interests which shall have accrued to each prospective beneficiary in respect of pension benefits secured under the Scheme up to the date on which such alteration takes effect …”

12. The 1977 Rules were adopted by a Declaration and Certificate dated 1 July 1982. The Trustees with the authority of the Principal Employer declared that

“the Rules attached hereto are hereby adopted with effect from the date stated therein …”  
The preamble to the 1977 Rules states

“These Rules apply with effect from the 24th September 1977 in substitution for all rules which were in force before that date, except that any benefit payable in respect of a Member who ceased to be a Participating Member before the 1st January 1982 is that which would have been payable in accordance with [earlier rules].”

13. On 24 September 1977 Mr Vardill’s previous prospective entitlement on retirement at Normal Retiring Date was to a pension of 
“one forty-fifth of his Final Pensionable Salary for each complete year of Pensionable Service …”

14. On leaving service before Normal Retirement Date, the Scheme rules in force before 24 September 1977 provided “short service pensions” to members who had attained the age of 26 and whose pensionable service (including any additional service secured by a transfer into the Scheme from an earlier pension scheme) was at least five years. Short service pension was calculated in the same way as pension at Normal Retirement Date, but based on qualifying service completed at the date of leaving. 
A member leaving service voluntarily before Normal Retirement Date, who did not satisfy the above age and service conditions, was entitled to receive a refund of his or her contributions or a pension equivalent in value to those contributions. 
15. The Scheme’s Definitive Trust Deed in force in 2001 empowers the Trustees 

“to determine all questions and matters of doubt arising in connection with the Scheme whether relating to the construction thereof or to the benefits thereunder …”

16. The parties agree that resolution of this dispute turns essentially on the proper construction of the proviso to rule 5(b) of the 1977 Rules.  
Summary of submissions and enquiries

17. After some correspondence with Mercer, Mr Vardill complained to the Trustees on 31 July 2002. His complaint was that he had been provided with an incorrect statement of benefits (i.e. the higher figures) and that he had made financial decisions on the assumption that he would receive the higher benefits, which he would not otherwise have made. The Trustees responded by saying that the evidence he had offered did not demonstrate  
“that you have relied on the benefit statement and suffered a financial loss as a consequence. Had you been able to do so, this would not, however, have entitled you to the overstated benefits, but might have entitled you to some minor compensation.”
The Trustees went on to offer him £250 “by way of acknowledgement of the inconvenience and distress you may have been caused by this matter.”  
18. However, after seeing the Scheme rules, Mr Vardill said that he saw no justification for the calculation method adopted by Mercer in 2001. He added that, in his view, the uniform accrual calculation method appeared to apply to “Special Members” (i.e. those members entitled to a pension of 2/3rds of final salary) but not to members who were on the 45ths scale. 

19. This, essentially, remained Mr Vardill’s position when he complained to me. As an alternative he said that, if the Trustees’ decision about the meaning of the proviso to rule 5(b) were to prevail, applying uniform accrual to his total benefit (which included benefit secured before the 1977 Rules took effect) would breach the provisions protecting accrued rights (see paragraph 11). He said that, consequently, the calculation of his benefits in 2001 would still have been incorrect.   

20. Towards the end of my investigation Mr Vardill produced an extract from what he said was the 1982 version of the members’ booklet, which stated:

“If you leave the Company and you have completed more than 5 years’ Pensionable Service and you are aged more than 26 you will be entitled to a pension from the Scheme when you retire. This will be calculated in the same way as pensions for those who stay with the Company until Normal Retiring Date.”
He said that this demonstrated that there was no intention that uniform accrual should apply, because this would mean that benefits for leavers were not calculated in the same way as benefits for members who retire at normal retiring date. 
21. The Trustees said that they relied on advice they received from their legal and other professional advisers. Whilst accepting that the wording of the proviso to rule 5(b) was imprecise, they said that they had been advised that the reference to a pension amounting to two-thirds of final pensionable earnings should be deemed to mean the prospective pension (rather than the accrued pension). They had set out to give the rule a “reasonable practical effect”, and had looked at various outcomes which would result under different interpretations of the rules. They felt that, according to their interpretation, 

“members with the longest periods of service would receive the greatest pension, and it would also fulfil the clear intention under the scheme to prevent the accrual of pensions which would amount to greater than 2/3rds of final salary.”  

22. My Office responded by giving an example of circumstances in which the Trustees’ interpretation of the proviso could give rise to a member retiring at normal retiring date receiving a larger pension than a leaver with considerably longer pensionable service. Was this not contrary to the Trustees’ desire to see members with the longest service receiving the greatest pensions? The Trustees replied that, in accordance with established legal precedent, they were entitled to apply a purposive approach in matters of construction, which is what they believed that they had done.    

23. My Office also questioned the effect of the definition of Pensionable Service, which under part (b) was restricted to 30 years. Did this not at the very least invalidate the uniform accrual calculations used in the calculation of Mr Vardill’s benefits, which adopted divisors greater than 30? The Trustees replied that this would simply have the effect that all “other members” would receive 45ths accrual on leaving service, and that the reduction described in the proviso to rule 5(b) could never take effect. The Trustees disagreed with the proposition that this was not an argument for saying that this interpretation of the rules must be wrong.

24. My Office also sought clarification from the Trustees of a number of related matters, as follows:

(a) When were the 1993 Administrators appointed? We do not have details of the definitive date, but historic correspondence indicates that they were administrators of the Scheme from its inception in 1961.
(b) When was the n/45ths calculation basis for non-Special Members (leavers) with more than 30 years potential service first used? We do not know. Correspondence suggests that there were discussions in relation to uniform accrual at least as early as 1981.
(c) Why did the 1993 Administrators adopt this calculation method? We do not know. “Upon realising that there was an issue, the Trustees appear to have asked [the 1993 Administrators] for an explanation and justification of the option, but they did not receive a satisfactory response.”
(d) When was the last occasion on which such a leaver’s benefits were calculated on the n/45ths basis rather than on uniform accrual? We do not know. We note that the uniform accrual rule was introduced in 1977.
(e) Have any leavers whose circumstances are similar to Mr Vardill’s actually retired and been awarded pensions on the n/45ths basis rather than on uniform accrual? “At the time the error was discovered, pensions in payment were not reduced, but members who had not yet begun to receive their benefits were contacted and informed of the re-calculation of their benefits. As mentioned in previous correspondence, the alteration led to an increase in benefits for some members.”
(f) Have the Trustees dealt with any other complaints about this? If so, how were they resolved? “The Trustees contacted approximately 200 members in relation to the error in calculation of their estimated benefits. We are not aware of any other complaints being raised by members in relation to this matter.”
25. The Trustees said, however, that they had reached an agreement with the 1993 Administrators concerning the handling of claims from members who had received benefits illustrations on the n/45ths basis, and who were later informed that uniform accrual would result in their benefits being lower. Such members would have to demonstrate that they had taken financial decisions which they would not have taken if they had been given uniform accrual illustrations, and were worse off as a result. I have seen a copy of this agreement and copies of the related correspondence between the parties.

26. With regard to Mr Vardill’s claim that, by applying uniform accrual to his total pensionable service, his pre-1977 Rules rights had been prejudicially affected, the Trustees disagreed. They said that they had guaranteed an underpin to ensure that all members’ benefits would not be less than their accrued rights applying in 1982 (i.e. when the 1977 Rules were adopted). However, they did not need to apply the underpin in Mr Vardill’s case, because his benefits under the 1977 Rules (with uniform accrual applying to the entire benefit) exceeded his accrued rights (i.e. without uniform accrual applying, but with revaluation to date of leaving), based on his salary at date of leaving.  

27. Mr Vardill said that it was unreasonable to compare secured benefits at a particular date with “whole of service” benefits.

CONCLUSIONS

28. I am disappointed that the Trustees seemed unable to answer a number of quite fundamental questions about the running of their own pension scheme (see paragraph 24).

29. As noted in paragraph 16 above, resolution of this dispute turns on the proper construction of the proviso to Scheme rule 5(b). The question to be answered can indeed be restricted even further – what does “whose pension amounts to two-thirds of his Final Pensionable Earnings” mean in the context of a non-Special Member leaving pensionable service before Normal Retiring Date?
30. It is impossible to know what was in the mind of the draftsman – or the Scheme’s Principal Employer and the trustees at the time – when this proviso was incorporated in the Scheme rules. It is simply, with hindsight, an example of sloppy drafting.

31. The 1993 Administrators presumably, at some time, had reason to believe that the calculation method they adopted, as opposed to uniform accrual, was what had been intended for leavers with more than 30 years’ prospective pensionable service, but they have been unable to produce a copy of a written instruction to that effect. The correspondence preceding the agreement between them and the Trustees contains no legal argument supporting their interpretation of the disputed proviso to rule 5(b).  

32. When doubts were raised about the meaning of this proviso, the Trustees formed a view about how it should be construed and, in exercise of the powers conferred on them by the Scheme’s Trust Deed, they then determined the matter. They have produced and justified an interpretation which the language supports. Although Mr Vardill clearly disagrees with their decision, nevertheless I see little evidence suggesting that they did not follow established principles in the course of their decision-making process, and I do not find that the interpretation adopted is unreasonable. 
33. Accordingly, with regard to the proper construction of the proviso to rule 5(b) of the 1977 Rules, I find in favour of the Trustees.

34. I shall now turn to Mr Vardill’s alternative claim that, in the event of the uniform accrual calculation method being applied to the whole of his pensionable service, his pre-1977 Rules rights would be prejudicially affected.

35. The provision in question states that “rights or interests which shall have accrued to each prospective beneficiary in respect of pension benefits secured under the Scheme up to the date on which such alteration takes effect” shall not be prejudicially affected. 
36. There is an issue concerning what is meant by “the date on which such alteration takes effect”. The 1977 rules were in fact adopted by the Declaration and Certificate dated 1 July 1982. However, the latter document states that the effective date is as stated in the 1977 Rules, and those rules state that the effective date is 24 September 1977, except for members who left before 1 January 1982. On a literal construction it appears to me therefore that the protection afforded by the Trust Deed (see paragraph 11) applies to accrued rights up to 23 September 1977 in Mr Vardill’s case. 
37. I regard it as significant that the provision protects benefits “secured” under the Scheme up to the date on which such alteration takes effect. What benefits had Mr Vardill “secured” on 23 September 1977 under the rules in force before the 1977 Rules took effect?

38. The basic pension accrual rate – 45ths – applying to Mr Vardill did not change as a result of the introduction of the 1977 Rules. What I am being asked to consider is whether the change to the method of calculating deferred pensions for early leavers prejudicially affected those benefits he had by then “secured”. 

39. Mr Vardill’s rights on leaving service on 23 September 1977 would have been to a deferred pension based on his own contributions, or to a refund of those contributions, because he had completed less than five years’ qualifying service at that date. I do not agree, therefore, that the benefits he had by then “secured” were prejudicially affected by the 2001 decision, in effect, to award him a deferred pension of approximately 80% of 1/45th of his final pensionable salary for each of the years in question. 
40. However, it is arguable that regarding the effective date as 24 September 1977 for these present purposes might breach overriding legislation, because it appears that the power to amend was not in fact exercised on 24 September 1977 but on 1 July 1982, albeit with retrospective effect. The Trustees say that Mr Vardill’s accrued rights were not adversely affected based on a calculation date of 1 July 1982. Although Mr Vardill appears to dispute their methodology, I see no reason to find that the Trustees were not entitled to adopt this method of comparison, which revalued the accrued rights up to the date of his leaving service. 
CHARLIE GORDON

Deputy Pensions Ombudsman

31 May 2007


- 1 -


