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PENSION SCHEMES ACT 1993, PART X

DETERMINATION BY THE PENSIONS OMBUDSMAN

Complainant
:
A C Electrical Wholesale PLC (A C Electrical)

Scheme
:
A C Electrical Wholesale PLC Staff Retirement Benefit and Life Assurance Scheme

Respondent
:
Alba Life Limited

THE COMPLAINT (dated 3 August 2001)

1. A C Electrical, through its pension advisor, Professional Assurance Services Limited (PAS), complains of maladministration on the part of Alba Life, in that no documentation was provided at the inception of the Scheme to show that a penalty would be imposed if the Scheme discontinued.  A C Electrical contends that even if any such documentation should exist, the level of penalty Alba Life intends to impose on the discontinuance of the Scheme is excessive.

PROVISIONS OF THE RULES OF THE SCHEME

2. The rules of the Scheme (Rules) were adopted on 12 March 1997.  Rule 18(d)(iii) under the heading of “DISCONTINUANCE OF THE SCHEME OR PART OF THE SCHEME” states:

“If the Member shall immediately become a member of another fund, scheme or arrangement, including a personal pension scheme, then in the same manner and subject to the same conditions as if the Member had left Pensionable Service and the provisions of Rule 12(f) had applied (except as herein qualified), the Trustees shall, with the consent of the Member unless his consent is not required because the transfer is made in the circumstances set out in regulation 19(2) of the Occupational Pension Schemes (Preservation of Benefit) Regulations 1984, pay to the administrators or the trustees of such other fund, scheme or arrangement a transfer value of the cash equivalent of his benefits then secured under the Policy, but only if such trustees or administrators are prepared to accept it.”

3. Rule 12(f) under the heading of “TERMINATION OF PENSIONABLE SERVICE” states:

“If the Member on leaving Pensionable Service become a member of another scheme…or a personal pension scheme…or of any other fund,…the Trustees may…pay to the trustees or administrators of such other fund, scheme or arrangement a transfer value of the cash equivalent of the Member’s Termination Account, but only if such trustees or administrators are prepared to accept it.”

4. The Member’s Termination Account is defined in the Rules as:

“…the net amount in the Member’s Account at the date of discontinuance of premiums or the date of termination of Pensionable Service or early retirement, (as shall be appropriate in the circumstances) after deduction of any contract charges specified in the Policy as relating to the termination of contributions to the Member’s Account.”

PROVISIONS OF THE POLICY

5. The Scheme was originally established with F S Assurance as a group deposit administration contract known as the Beta Plan.  In July 1988, for the purpose of contracting out of the State Earning Related Pension Scheme (SERPS), the Scheme was switched to another deposit administration contract known as the Genesis Plan.  Contributions to the Scheme were invested in Alba Life’s Assured Growth Fund.

6. The provisions under the Beta Plan policy document on discontinuance of the Scheme are as follows:

“If a Plan is discontinued the individual deposit accounts will be reduced and will thereafter accumulate at the full declared interest rate.  The reduction basis is not guaranteed under a Plan which has been in force for at least five years would normally be calculated as 95% of the amounts available had all the employees left service.”

7. Alba Life has been unable to provide a copy of the Genesis Plan policy for the Scheme.  However, Alba Life has provided copies of the technical specifications for the Genesis Plan dated July 1988, January 1990 and November 1992.  There is nothing in the 1988 specification to cover the eventuality of a pension scheme discontinuing.  However, both the 1990 and 1992 specifications provide that on discontinuance of premiums to a pension scheme:

“A charge may be made at discontinuance and/or on any subsequent transfer of its assets thereafter to reflect costs incurred but not yet recouped, particularly in the early years of the contract.  This may also reflect actual investment performance.”

MATERIAL FACTS

8. The Scheme is a contracted out money purchase scheme set up in 1986 with FS Assurance.  FS Assurance subsequently became Britannia Life and is now Alba Life.

9. At the inception of the Scheme and up to 27 May 1997 A C Electrical was the sole trustee of the Scheme.

10. The Scheme discontinued in April 2000.  A C Electrical says that the total value of the Scheme as at December 2000 was £1,694,549.59 and the external transfer values for all members totalled £1,597,127.26, resulting in a penalty of £97,422.33 imposed by Alba Life.

11. A C Electrical says:

11.1. The level of penalty Alba Life intends to impose is excessive.

11.2. The technical specification for the Genesis Plan was not produced by Alba Life until November 1992, some 4 years after the Scheme commenced.  In addition, a scheme that has been running in excess of 10 years could not be classed as one “in the early years of the contract”.

11.3. Alba Life can provide no evidence or documentation that discontinuance penalties would have been applied under this type of plan.

11.4. Alba Life has been unwilling to disclose details of the actual returns achieved by the Genesis Plan as a whole.

11.5. Alba Life has recently emphasised the fall in the value of investment over recent times.  Consequently, it is felt that the penalty based on the external transfer value as at December 2000 was an ‘ad hoc’ penalty applied with concerns that Alba Life may wish to apply additional penalties at a later time.

12. Alba Life responded:

12.1. After the Scheme had discontinued, at the request of A C Electrical an external transfer value as at December 2000 was provided.  This figure was substantially less than the total of the members’ accounts.  A C Electrical is under the misapprehension that some form of penalty had been applied, but in fact no penalty had been imposed.

12.2. The Assured Growth Fund in which the Scheme is invested is a mixed fund including equities and fixed interest investments.  The performance of the fund is reviewed at the end of each year and Alba Life’s actuary determines a rate of interest to be added to the pensions account.  The rate of interest determined by the actuary has regard to the value of the underlying investments and makes allowance for the expenses of maintaining the policy.  Interest additions to the fund are guaranteed provided the contract is maintained.

12.3. The technical specifications for the Genesis Plan for various years from 1988 onwards can be provided.  The post-1988 specification almost certainly contains a reference to discontinuance charges.  However, there is a strong likelihood that the specification in place in 1988 may have contained no reference to the possibility of discontinuance.  The reason for this is because at that time this was not envisaged either as an option or in line with general practice within the pensions industry.  At that time, when a policy terminated before its natural term the usual practice was for the policy to be made “paid-up” with existing contributions being used to provide benefits as set out in the terms and conditions of the policy.  In such cases, there developed a practice within the industry as a matter of equity rather than contract to offer a surrender value based on fair and equitable principles so as not to disadvantage the other schemes that participated in the type of contract.

12.4. The surrender value of the Scheme is calculated on “Asset Share” principles.  This method accumulates the income and outgoings of the scheme at the gross return earned by Alba Life on the underlying assets backing the plan in which A C Electrical participates.  Income arises from contributions, whether regular or special, and transfers in.  Outgoings arise from claims paid out, death in service costs and the expenses of running the Scheme.  The expenses are composed of Alba Life’s administration costs and commission payments made to advisors.

12.5. There is no penalty on surrender.  The surrender value is the Scheme’s full share of the Assured Growth Fund.  The policy operates on the principle of asset pooling and the surrender value reflects the true value of the asset share of the schemes that participate in it.

12.6. When the December 2000 external transfer value was quoted, the asset mix of the underlying assets of the Assured Growth Fund was 30% fixed interest securities and 70% equities.  The asset mix is at the discretion of Alba Life and will vary from time to time.

12.7. The first 10 years of any pension scheme can still be regarded as “the early years” particularly in relation to equalising the setting up costs and initial commission paid out.  The commission element comprised the largest charge against the fund.

12.8. It comes as no surprise that with the passage of time neither the trustees to the Scheme nor PAS can recall precisely what they received by way of ancillary documentation for the Scheme.  It is inconceivable that PAS could have proceeded to give proper advice to A C Electrical without being in possession of all the salient facts, particularly as the policy was implemented post April 1988 and would therefore fall within the ambit of the Financial Services Act 1986.  Irrespective of the fact that the original documentation is not currently available, there must have been a clear understanding between the parties at the relevant time as to the particular terms and conditions upon which the policy was intended to be based.

12.9. Details about the actual investment rate of return achieved on the Assured Growth Fund cannot be disclosed as this is sensitive financial data relating to the plan on the grounds of commercial confidentiality.  This view is not peculiar to Alba Life but will find support from other insurers in the financial services industry.  Providing this information to any individual client would unfairly disadvantage other clients and policyholders.

12.10. With regard to the claim that current market conditions have been used as an excuse to apply an ‘ad hoc’ penalty, the Scheme works on the basis that interest is added at regular intervals based on the assumption that it will run its full term.  However, when trustees of a pension scheme indicate that they wish to terminate the scheme, it becomes necessary to apply a Market Value Adjuster (MVA) to safeguard the interests of those policyholders remaining in the fund.  This only applies where trustees choose to remove monies from the Scheme and only where the investment performance of the underlying assets of the fund has been less than the return already credited.  In the current economic conditions it is wholly appropriate to apply such an adjustment.  The rationale behind the MVA is that there is a set formula based on fair and reasonable principles and to ensure that any rationalisation is not on an ‘ad hoc’ basis.  The client is not compelled to surrender the contract in the current economic climate.

12.11. There are no penalty or surrender charges.  The surrender value is simply arrived at by applying the MVA.

13. In response to enquiries by my office, Alba Life quoted the surrender values for the Scheme to be £1,251,059.87 and £1,236,644.25 as at 15 August 2002 and 21 January 2003, respectively.  Alba Life explained that these figures had been calculated as follows:

Surrender value as at 15 August 2002


£ 

Annual premium
988,467.25

Single premium/transfers in 
124,377.54

Investment income
553,024.45

Less

Death costs
 20,166.28

Claims paid
228,267.83

Alba’s cost
 95,640.76

Commission
 70,734.50

Surrender value
1,251,059.89

Surrender value as at 21 January 2003



£

Annual premium
988,467.25

Single premium/transfers in
154,570.67

Investment income
508,415.70

Less
Death costs
 20,166.28

Claims paid
228,267.83

Alba’s cost
 95,640.76

Commission
 70,734.50

Surrender value
1,236,644.25


With regard to the calculation of the above surrender value figures Alba Life pointed out:

· The investment income is gross and takes account of dividends, coupons and capital appreciation of the underlying assets.  The investment income can go down as well as up and is the balancing item that makes up the surrender value.

· The investment income for January 2003 when compared to the same figure in August 2002 had reduced and this is due to the drop in the value of the stock market in general.

· The single premium/transfers in for January 2003 when compared to the same figure in August 2002 had increased and this was because of 

· the additional contracted-out rebate payments (£20,175.75) received;

· the additional single premium of £1,865.25 received for a member following the discontinuance date; and

· the Scheme holds unallocated funds presently valued at £8,152.12.

14. PAS states:

14.1. It had been advised by F S Assurance in 1988 that the Scheme would have to be switched to the Genesis Plan to allow contracting out of SERPS.  However, it does not recollect being advised that the new policy would involve changes to the terms and conditions.

14.2. The trustees of the Scheme accept that they are not compelled to transfer out at this particular time, and accept that in the current economic climate it is probably not to their advantage to do so.  However, they do wish to be clear as to what terms are available as and when they wish to transfer.  In addition, the trustees would like some reassurance that the members of the Scheme will receive a fair deal.

14.3. At the time the Scheme was set up, transfers were common to the extent that major insurance companies had specialist discontinuance departments.  Therefore, Alba Life’s claim that no mention of external transfer values was made because at the time the Scheme was set up it was envisaged that external transfer would be an option or was in line with general practice is simply not true.

14.4. Individuals who left the Scheme had been provided with the full value of their share of the fund with no mention of any discontinuance charges or adjustments.

14.5. The Trustees would like some guidance as to what investment periods are considered to be short-term, medium term and long term.  The Trustees find it difficult to accept that although the Scheme has been in operation for 14 years, Alba Life can insist that this is still the ‘early years’ and deduct charges.

14.6. Although AC Electrical could have questioned the charges made on discontinuance of the Scheme with Alba Life in 1997, at that stage it was not an issue.  There were no plans at that stage to discontinue the Scheme.

14.7. The expenses are recouped over the active lifetime of the Scheme, but on the discontinuance of the Scheme the surrender value has to reflect the actual experience of the Scheme.  Using the asset mix described by Alba Life for the Scheme, the typical investment returns would have produced a considerable surplus when compared to the interest rate declared.  Alba Life are unwilling to declare what actual investment returns were achieved.  Although there has been seen three years of very poor markets, up to then there has been some magnificent returns from equities and this point must be addressed before the Trustees can be satisfied that they are receiving fair value for money.

14.8. The documentation produced by Alba Life is misleading.  The actuary’s comments in connection with the bonus announcement as at 31 December 2000 states “…the Assured Growth Fund contains valuable guarantees which largely protect the value of accounts built up in the past from any sudden falls in the stock market returns.  In order for Alba Life to provide these guarantees, a large part of the assets which are bought to back these liabilities are primarily invested in safe, short term deposits or fixed interest stocks whose market values are not very volatile”.  The actuary goes on to comment that the interest rates declared are net of all expenses incurred by Alba Life, including payment of commission.  The Trustees are concerned as to how a contract which is marketed as a ‘safe’ investment which ‘contains valuable guarantees’ and protects the value of the account built up, can fall approximately in line with the stock market.

15. An extract of actuary’s comments in the bonus announcement as at 31 December 2000 reads as follows:

“The overall rate for 2000 has been affected by the very poor returns on equities, which account for 69% of the assets, combined with the average returns from cash and fixed interest which make up the balance of the assets.  (For example, the UK FTSE 100 Index has fallen by over 10%).  However our policy of smoothing investment returns, allied to the investment mix, has resulted in Deposit Administration policyholders being significantly better off this year than if they had been invested in most equity unit linked funds.

The Assured Growth Fund contains valuable guarantees which largely protect the value of accounts built up in the past from any sudden falls in stockmarket returns.  In order for Alba Life to provide these guarantees, a large part of the assets which are bought to back these liabilities are primarily invested in safe, short term deposits or fixed interest stocks whose market values are not very volatile.  Only 69% of the backing assets are in equities – these do not provide the capital guarantee which is offered under the Assured Growth Fund but it is the view of our investment Managers that they should provide a better overall return in the long term.  (The very poor returns from equities during 2000 illustrate the volatility of this asset class).”

CONCLUSIONS

16. The first part of the complaint is that no documentation was provided by Alba Life at the inception of the Scheme to show that a penalty would be imposed if the Scheme discontinued.  The inception of the Scheme as referred to in the complaint is not the date when the Scheme was first set up (in 1986), but the date when it contracted out of SERPS (in 1988).  The complainant’s reference to a penalty is a reference to the difference in the value of the members’ funds and the external transfer values offered by Alba Life.  It is not a reference to discontinuation charges as a result of contributions to the Scheme ceasing.

17. There is nothing in the policy for either the Beta Plan or the Genesis Plan that provides for the basis of calculation of external transfer values in the event of the Scheme discontinuing.  Alba Life says that the reason for this is because at the time these plans were established, it was not envisaged that external transfer values would be an option or were in line with general practice within the pensions industry.  Alba Life adds that the practice at that time was for the policy to be made “paid-up” on discontinuance of a pension scheme, but if external transfer values were required these was offered on a surrender value basis.  PAS claim that this is untrue.

18. Whether or not it may have been the general practice, at the time the Beta and the Genesis Plans were established, to offer external transfer values on discontinuance of a pension scheme within the pensions industry, there was certainly a statutory requirement as from 1 January 1986 to offer cash equivalent transfer values to members who leave occupational pension scheme with preserved pension entitlements.  This requirement applied to both members who normally leave service and those who are entitled to preserved benefits as a result of a pension scheme discontinuing.  The responsibility for ensuring that a pension scheme complies with any statutory requirement rests with the trustees.  At the inception of the Scheme and in 1988 A C Electrical was the sole trustee and was therefore responsible for ensuring that external transfer values could be paid from the Scheme if necessary.  Consequently, A C Electrical should have known the basis on which transfer values were calculated.

19. The Rules adopted in 1997 clearly state that on discontinuance of the Scheme members are entitled to a transfer value of the cash equivalent of their “Termination Account” (see paragraphs 2, 3 and 4).  “Termination Account” is defined as the member’s account at the date of discontinuance after deduction of charges as specified in the policy.  The technical specification for the Genesis Plan states that on discontinuance and/or subsequent transfer of the assets a charge may be made “to reflect costs incurred but not yet recouped, particularly in the early years of the contract” and this may also reflect actual investment performance.  A C Electrical, through PAS, has questioned whether it is reasonable for Alba Life to consider the contract to be in the ‘early years’ given that the Scheme has been in operation for 14 years and.  Alba Life stated that the first 10 years of any pension scheme can still be regarded as the ‘early years’ particularly in relation to equalising the setting up costs and initial commission paid.  A C Electrical could have questioned in 1997 the issues with regard to the charges applicable on transfer of the assets and when these would made, but there is nothing to show that it did.  PAS said that A C Electrical did not query these charges at that time because there were no plans at that stage to discontinue the Scheme.  While I agree that there were no plans in 1997 to discontinue the Scheme, the terms on which transfer values would be paid from the Scheme were clear at that time.

20. The Beta and the Genesis Plans are purely investment vehicles used by the trustee of the Scheme to provide the benefits for its members.  It is the responsibility of the trustee to ensure that these plans were suitable for the purpose and for complying any statutory requirements in connection with the benefits under the Scheme.

21. PAS said that individuals who left the Scheme had been provided with the full value of their share of the fund with no mention of any discontinuance charges or adjustments.  I do not doubt that that this may have been the case for individuals who had left service in the past.  However, these individuals had left service when the Scheme was still on-going and probably at a time when the stock market, and therefore the value of the underlying assets of the fund, was higher than it is currently.

22. For the reasons given in paragraphs 16 to 19 above, I do not uphold the complaint about the lack of documentation provided by Alba Life.

23. The second part of the complaint against Alba Life is that the level of penalty it intends to imposed on discontinuance of the Scheme is excessive.  Alba Life says that there is no penalty on surrender.  Alba Life explains that the method used to calculate the surrender value takes account of the income (ie the annual premium, the single premium and transfers in), the outgoings (the death in service costs, claims paid and the expenses of running the Scheme) and the gross investment income earned by the underlying assets backing the Genesis Plan.  Because the income and the outgoings are essentially constant, the main factor that determines the surrender value is the investment income which can go up or down.  Consequently, I cannot disagree with Alba Life that there is no penalty in the calculation of the surrender value.

24. As previously stated, the technical specification for the Genesis Plan states that on discontinuance of a scheme, a charge may be made in respect of the costs incurred and to reflect the actual investment performance.  The charge to reflect the actual investment performance being the MVA.  This is in fact what has happened in the calculation of the August 2002 and January 2003 surrender values.  The surrender value has therefore been calculated in accordance with the provisions of the Scheme.

25. As the Scheme continues to be invested in the Assured Growth Fund there has been no loss.

26. For the reasons given in paragraphs 23 to 25 above, I do not uphold this part of the complaint against Alba Life.

27. PAS claimed that on discontinuance of the Scheme the surrender value has to reflect the actual experience of the Scheme.  PAS added that based on the asset mix described by Alba Life, the investment returns should have produced a considerable surplus when compared with the interest rates declared as there has been some magnificent investment returns on equities in the past.  Undoubtedly, prior to the last three years, investment returns on equities have been considerably better than they are at the present.  However, the technical specification for the Genesis Plan (see paragraph 7) states that the surrender value may reflect the actual investment performance of the underlying assets.  The actual investment performance will include the performance over the last three years when there has been little or no return on investments.  Indeed this has led to the current trend of insurance companies cutting back on the interest/bonus rates declared on with-profits policies, which are similar contracts to the Genesis Plan.  In certain instances no interest/bonus has been declared for the year.

28. PAS also alleged that the documentation produced by Alba Life was misleading in that the actuary’s comments in the bonus announcement as at 31 December 2000 claimed that the contract backing the Scheme contained valuable guarantees.  PAS said that the Trustees were concerned as to how a contract marketed as a safe investment with valuable guarantees could fall in line with the stock market.  However, the terms that determine the surrender value under the Scheme are contained in the Rules and the technical specification and not in the bonus announcement.  Secondly, it is clear from the actuary’s comments in the bonus announcement that 69 % of the fund is invested in equities, the remaining 39% being invested in short term deposits and fixed interest stocks.  The guarantees under the contract arise from investments in short term deposits and fixed interest stocks.  As a major part of the fund is invested in equities any movement in the stock market will have an effect on the value of the underlying assets.

29. The complaint as a whole is not upheld.

DAVID LAVERICK

Pensions Ombudsman

26 March 2003
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