H00606


PENSION SCHEMES ACT 1993, PART X

DETERMINATION BY THE PENSIONS OMBUDSMAN

Complainant
:

Miss N Zarate

Respondents
:
1.
Royal Masonic Hospital (the Hospital)



2.
Adrian Stanway of PriceWaterhouseCoopers (the Receiver of the Hospital)

THE COMPLAINT/DISPUTE (dated 11 November 1998)
 AUTONUM 
Miss Zarate complained that as a result of being made redundant she lost her rights to a pension from an unfunded, unapproved pension scheme operated by her former employer, the Hospital.  Although stated to be a complaint, this matter is better classified as a dispute of law as to whether preservation requirements apply to unfunded, unapproved pension arrangements.  

MATERIAL FACTS
 AUTONUM 
In 1949 the Hospital established an unfunded pension scheme (the Scheme).  With effect from 1 April 1961, as is relevant to Miss Zarate, the Scheme provided:


(i)
the amount of a non-contributory pension be calculated at 1/100th of the average annual gross remuneration inclusive of emoluments received during the two years immediately preceding retirement multiplied by the number of years and complete months of service; 


(ii)
the earliest date of retirement ... is 60 for women; and


(iii)
supplementary and/or non-contributory pensions are only payable in respect of periods of service of ten years or more.

 AUTONUM 
Miss Zarate was employed by the Hospital from 23 September 1974 until she was made redundant on 28 February 1994 when she was 48 years of age.  The Receiver had been appointed on 27 January 1994 under the Charities Act 1993.  She was, throughout her employment, a non-contributory member of the Scheme.

 AUTONUM 
On 27 April 1995 Miss Zarate wrote to the Hospital enquiring about her pension entitlement.  On 13 June 1996 the Hospital responded stating that “You may know that the above pension arrangements were unusual.  They did not constitute a separately funded pension scheme and any benefits which were paid were made directly from [the Hospital’s] assets.  The [Receiver] sought legal advice on the matter ... it stated that former employees who left employment before the age at which they became entitled to an immediate pension did not have an entitlement against [the Hospital] for a pension.  I am afraid, therefore, that you are not entitled to a pension and it is not possible for [the Hospital] to make any payments to you”.  

 AUTONUM 
Miss Zarate then contacted the Pensions Advisory Service (OPAS) which entered into correspondence with the Receiver and its solicitor.  The solicitor confirmed that opinions had been taken from two Leading Counsel (in 1994 and 1997) and that the advice was that no pension was payable to Miss Zarate from the Scheme as she had not reached age 60 when she left service and the Scheme was not subject to the requirements for preservation set out in Chapter I Part IV of the Pension Schemes Act 1993 (the PSA 1993) and regulations made under it (together, the Preservation Requirements).

 AUTONUM 
The Hospital’s submissions are set out in sub-paragraphs (i) to (iv) below.  The essence of its submissions are that the Preservation Requirements do not apply to the Scheme on the basis that it is an unfunded scheme (the statutory language is plainly targeted at funded schemes) and there is no obligation on the Hospital to make payments directly to the Scheme.

(i)
The Scheme does not have resources (as defined in section 181 of the PSA 1993 (see paragraph 9 below)) in that the Hospital’s contractual promise to pay benefits in defined circumstances cannot be said to be an occupational pension scheme having resources. 

(ii)
Section 69(3) of the of the PSA 1993 (see paragraph 9 below) is manifestly designed so as only to catch a scheme which is to be funded, ie by the transfer into a scheme (not direct to the employee) of funds comprising cash or other assets.  It is not directed at unfunded schemes consisting only of a pension promise, for such schemes have no resources, ie have no funds out of which benefits are to be payable.  The benefit of the contractual promise between the Hospital and Miss Zarate cannot be regarded as “resources ... derived in whole or in part from payments made or to be made” by the Hospital “under an actual or contingent legal obligation”.  No payments would be made by the Hospital pursuant to any legal obligation, actual or contingent, by way of funding the Scheme so that it has resources.  In other words, the payments made by the Hospital upon a member’s retirement cannot be treated as a payment of funds to the Scheme, so that the Scheme has resources derived from the employer’s funds.  The payment is merely made by the employer to the employee to discharge a contractual promise.  It is plain that the two categories of payments in section 69(a)(i) and (ii) of the PSA 1993 are directed at payments by the employer(s) by way of funding or resourcing a scheme.  One cannot at any given point in advance of making the payment when the promise falls due, identify a separate fund of assets set aside by the employer which could constitute resources.  Nor can the totality of the employers assets constitute resources since such assets are not “funds … deriving ... from payments made by” the employer within section 69(3)(a) of the PSA 1993. 

(iii)
Under section 73(1)(a) of the PSA 1993 a member’s short service benefit is expressed to be to be payable directly out of the resources of the scheme.  The relevant provisions of the PSA 1993 contemplate a funded arrangement.

(iv)
Finally, the Hospital also placed reliance on the fact that the language of section 69 of the PSA 1993 is echoed by section 22 of the PSA 1993 ‘financing of benefits’ and deriving from section 40(1) of Social Security Pensions Act 1975.  Section 22 (since revoked) falls under Part III of the PSA 1993 dealing with the statutory requirements for certification of contracted-out schemes.  The Hospital referred to various contracting-out regulations in respect of contracted-out schemes having resources sufficient to meet guaranteed minimum pensions.

CONCLUSIONS

 AUTONUM 
The submissions made by the Hospital appear persuasive.  But, enquiries have revealed that the general opinion within the pensions industry assumes that the Preservation Requirements apply to unfunded unapproved schemes.  Accordingly, the dispute called for careful consideration.  Below, I examine the core statutory provisions of the Preservation Requirements followed by the historical and general background.

Legislative provisions

 AUTONUM 
Before the Social Security Act 1973 it was possible for an occupational scheme to provide that an employee received no (or very reduced) benefits if the employee left pensionable employment before the retirement date in the scheme.  The Preservation Requirements protect early leavers.  The legislation broadly provides that a member with two years qualifying service is entitled to a preserved pension from the scheme on termination of his pensionable service before his normal retirement age (calculated on a no less favourable basis than a member who remains in the scheme until normal retirement age in proportion to the length of service completed).

 AUTONUM 
Part IV, Protection For Early Leavers, Chapter 1, Preservation of Benefit Under Occupational Schemes, section 69(3) of the PSA 1993 provides:


“This Chapter applies to any occupational pension scheme whose resources are derived in whole or in part from-


(a)
payments made or to be made by one or more employers of earners to whom the scheme applies, being payments either-



(i)
under an actual or contingent legal obligation; or



(ii)
in the exercise of a power conferred, on a Minster of the Crown, government department or any other person, being a power or duty which extends to the disbursement or allocation of public money; or


(b)
such other payments by the earner or his employer, or both, as may be prescribed for different categories of scheme.”


Section 181 of the PSA 1993 defines resources as:


“The funds out of which the benefits provided by the scheme are payable from time to time, including the proceeds of any policy of insurance taken out, or annuity contract entered into, for the purposes of the scheme”

 AUTONUM 
The following points are accepted: (i) if the Preservation Requirements apply to the Scheme, Miss Zarate will have an entitlement to preserved benefits; (ii) the Scheme is an “occupational pension scheme” as defined in section 1 of the PSA 1993, ie it is an agreement which has or is capable of having effect so as to provide benefits in the form of pensions or otherwise payable on retirement; and (iii) an ex gratia, voluntary or discretionary scheme that makes payments not under an actual or contingent legal obligation would not be an occupational pension scheme for the purposes of section 69(3)(a) of the PSA 1993 (although, this is not to say that it would not be an occupational pension scheme under section 1 of that Act).  

 AUTONUM 
A funded scheme is one where assets are built up necessary to meet future pension liabilities as they accrue.  An unfunded scheme by contrast will not have assets built up as liabilities accrue - by its nature it will not have an accumulated fund out of which to provide benefits (as it is merely a contractual promise).  The pension benefits under the promise accrue during a member’s service and the promise is exercisable when the pension falls to be paid for the first time.  The essence of the unfunded scheme therefore is the benefit of the contractual promise (ie to provide retirement benefits) to the employee. 

 AUTONUM 
It is my judgment that the pension promise provides that funds, for the purposes of the Scheme, will be made available at the date on which the promise falls due.  In other words, when the pension promise is realised (or enforced) this will have the effect of realising an obligation to provide funds at the moment in time necessary to meet the pension liabilities to the member.  

 AUTONUM 
The funds of a scheme established under an unfunded scheme are the assets generally available to the employer’s creditors.  Any unfunded scheme that insures, for example, its death benefits, will also clearly have resources (as defined in section 181 of the PSA 1993) notwithstanding that it is unfunded. For an unfunded scheme established under trust, its funds are (or include) the employer’s promise to make payments to the scheme.  For the purposes of section 69(3)(a) of the PSA 1993 the funds (or proceeds of any annuity) referred to will be those that derive (in part) from the specific payments by the Hospital under a legal obligation to Miss Zarate.  See also paragraph 22 below.

 AUTONUM 
In my judgment, section 181 of the PSA 1993 does not expressly provide or mean that the funds must be provided by the Scheme.  However, benefits must be provided by the Scheme.  In this sense, schemes have resources whether they are funded or not.  I do not find that sections 181 or 69(3)(a) of the PSA 1993 expressly provide that a scheme must be funded (and excludes unfunded schemes in respect of which funds will only be made available when the promise falls due).

 AUTONUM 
Section 181 of the PSA 1993 is supplementary to section 69(3) of the PSA 1993 and it is my judgment that it is section 69(3)(a) of the PSA 1993 that prescribes the conditions and where the resources should come from, ie (section 69(3)(a)(i)) the employer under an actual or contingent legal obligation (without reference to the source of the funds, eg contributions under trust, employer assets, proceeds of annuities).

 AUTONUM 
In 1989 the Association of Pension Lawyers (APL) asked the Department of Health and Social Security (DHSS) (as it was then known) to consider whether the Preservation Requirements applied to unfunded schemes.  The legislation under consideration at the time was in fact the Social Security Act 1973 and the Social Security Pensions Act 1975 (the SSPA 1975).  But these Acts are, in most respects relevant to this dispute, similar to the PSA 1993.  The DHSS suggested that unfunded schemes could have resources derived as mentioned in section 40(1) of the SSPA 1975 (now section 69(3) of the PSA 1993) on the basis that the employer is under a legal obligation to the member to make payments in the form of promised benefits and that there was nothing in section 40(1) of the SSPA 1975 (now section 69(3) of the PSA 1993) to suggest that the “actual or contingent legal obligation” could not be owed to the member rather than to the trustees.  Additionally, the reference to payments (under section 40(1)(a)(ii) of the SSPA 1975 (now section 69(3)(a)(ii) of the PSA 1993)) “in the exercise of a power conferred ... on a Minister of the Crown” could be read as implying both that the obligation can be towards the member and that section 40(1) of the SSPA 1975 (now section 69(3) of the PSA 1993) can apply to unfunded schemes.  

 AUTONUM 
In my judgment the payment to be made by the Hospital to Miss Zarate is a payment under section 69(3)(a)(i) of the PSA 1993 ie by an employer (of earners to whom the scheme applies), being a payment under an actual legal obligation.  The Scheme’s resources are derived from specific payments by the Hospital, being payments to be made by the Hospital under a contractual promise to Miss Zarate on retirement.  I find that there is no express requirement that the payments must be made to the Scheme rather than directly to the member.

 AUTONUM 
As regards section 73(1)(a) of the PSA 1993, I find that the Scheme will have resources for the purposes of the Scheme at the date that the promise is due (see paragraph 11).  In any event, section 73(1)(b) of the PSA 1993 provides that a member’s short service benefit may be assured to him by such (other) means as may be prescribed.  Regulation 9 of the Occupational Pension Schemes (Preservation of Benefit) Regulations 1991 provide that short service benefits not payable directly out of the resources of the scheme may be secured to the member by means of insurance policies or annuity contracts.  Furthermore section 73(2)(a) of the PSA 1993 provides that a scheme may instead of providing short service benefits provide for the members’ accrued rights to be transferred to another occupational or personal pension scheme or self employed pension arrangement.

 AUTONUM 
I find that the Hospital’s reliance on the contracting-out legislation is inappropriate on the basis that the Scheme is not an approved scheme contracted-out of the state earnings related scheme.  The requirements and conditions (and since April 1997 these have considerably changed becoming more onerous) that contracted-out schemes must satisfy to secure guaranteed minimum pensions and protected rights are not relevant to Scheme nor to the question under consideration ie preservation of benefits for early leavers.  

Historical and background position

 AUTONUM 
Tolley’s Pensions Handbook (second edition), chapter 22, states that the view of the Occupational Pension Board (a former statutory body established to deal with contracted-out schemes) in 1989 was that unfunded schemes/an individual promise of top-up pension benefits (whether made orally or in writing) are subject to the Preservation Requirements.  But two provisos apply: (a) that there is a legal obligation on the part of the employer to make payments; and (b) that the member has a legal entitlement to benefit assuming he remains in pensionable service until normal retirement date. 

 AUTONUM 
Correspondence between the DHSS and the APL followed (see also paragraph 17 above).  

 AUTONUM 
The accounting principles under SSAP24 recognises that an unfunded unapproved scheme is an ongoing annual liability and requires that provision is made in the company’s balance sheet.  The legislation envisages that employers account for the cost of such schemes on an ongoing basis.

 AUTONUM 
By way of background research, I also reviewed the cash equivalent legislation of the PSA 1993 (which I believe goes hand in hand with the Preservation Requirements).  It provides that a member may (where he has accrued rights) require the trustees to make a transfer payment of the amount in lieu of benefits that have accrued under the scheme.  In December 1998 a Department of Social Security (DSS) consultation paper entitled “Strengthening the Pensions Framework: A Consultation Document”, proposed to amend section 93 of the PSA 1993 to remove the statutory right to a transfer value for members of unfunded unapproved schemes where pensionable service terminates before the scheme’s normal pension age.  Upon enquiry to the DSS, I was informed that this proposal had since been dropped (on the basis of legal advice that this would remove a member’s human right and as it never occurred in practice there seemed little point in removing this right).  If the Respondents’ submissions are correct, it seems to me to produce an odd result, ie that the cash equivalent legislation would then only ever apply to unfunded schemes where the employer has expressly provided that preservation applies.  I do not believe that this was intended.

 AUTONUM 
Finally, the recently passed Welfare Reform and Pensions Act 1999, deals with a sharing mechanism for rights under pension arrangements, following a pension sharing order by the court or an agreement between the divorcing couple.  Schedule 5 expressly provides for pension sharing under unfunded pension schemes.  The Act envisages crystallising pension liabilities before normal retirement age.

 AUTONUM 
In light of all the above, it is my judgment that the Preservation Requirements apply to the Scheme. 

DIRECTIONS

26.
Accordingly, I direct the Receiver, on behalf of the Hospital, within 28 days from the date of this Determination, to calculate what would have been Miss Zarate’s preserved pension entitlement from the Scheme and arrange for an annuity to be purchased for Miss Zarate from a reputable insurance company from the Hospital’s assets.  The Receiver shall also inform Miss Zarate of the level of annuity being secured and the insurance company with whom the annuity has been purchased. 

27.
Miss Zarate has alleged that she has suffered extreme distress and much inconvenience and that she was unsure of her course of action that involved considerable time and anxiety.  I find that there was maladministration by the Hospital with regard to the period of delay in dealing with Miss Zarate’s pension entitlement.  The Hospital wrote to Miss Zarate on 28 February 1994 informing her that, following the appointment of the Receiver to the Hospital, the position as regards her pension rights was being investigated.  Miss Zarate asked for further details on 27 April 1995 and again (via an advice officer at Ealing library) on 7 June 1996.  On 13 June 1996 Miss Zarate was informed that she was not entitled to a pension.  I find this delay unreasonable causing Miss Zarate distress.  Accordingly, I direct the Receiver, on behalf of the Hospital, again within 28 days of the date of this Determination, to pay £200 from the Hospital’s assets to Miss Zarate to compensate for this injustice. 

DR JULIAN FARRAND

Pensions Ombudsman

28 February 2000
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