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PENSION SCHEMES ACT 1993, PART X

DETERMINATION BY THE PENSIONS OMBUDSMAN

Applicant
:
Mr M Butler

Scheme
:
M&E Butler Limited Retirement Plan 

Respondents
:
The Prudential Assurance Company Limited (Prudential)


:
Abbey Life Assurance Company Limited (Abbey Life)

MATTERS FOR DETERMINATION 

1. Mr Butler commenced making retirement provision with Abbey Life (the Abbey Plan).  In 1991, he ceased making contributions to the Abbey Plan and commenced making contributions to Prudential for the same purpose (the Prudential Plan).  Mr Butler says that:

1.1. Abbey Life did not provide sufficient warning that the Abbey Plan was overfunded.  Mr Butler says that it had received information over the years that an overfunding problem was being created and that Abbey Life had a duty to identify this and to ensure Mr Butler’s contributions remained within the relevant limits.

1.2. Prudential accepted an application from Mr Butler for the Prudential Plan, but failed to contact Abbey Life to ensure there was no danger of overfunding.

2. Mr Butler says that all the contributions paid to the Prudential Plan have to be refunded as they are in excess of the limits allowed by the Inland Revenue (the IR).  He considers he is entitled to the “opportunity cost” of the money invested with Prudential.  Mr Butler also claims the “opportunity cost” of the overfunded monies with Abbey Life.

3. Mr Butler also claims the costs involved to him in preparing his complaint.

4. Some of the issues before me might be seen as complaints of maladministration while others can be seen as disputes of fact or law and indeed, some may be both.  I have jurisdiction over either type of issue and it is not usually necessary to distinguish between them.  This determination should therefore be taken to be the resolution of any disputes of facts or law and/or (where appropriate) a finding as to whether there had been maladministration and if so whether injustice has been caused.

MATERIAL FACTS
5. The Abbey Plan was established with Abbey Life in 1976.  In 1981, it was granted the status of an “exempt approved scheme” by the IR from its inception.  Premiums were paid into the Plan until the last annual payment made in January 1991.

6. Mr Butler also had a preserved pension (section 226 policy) with Allied Dunbar, which pre-dated the Abbey Plan.

7. On a number of occasions during the 1980s, Abbey Life advised Mr Butler that the Abbey Plan was “over-funding”.   Abbey Life explains that such advice was based on calculations which did not include up-to-date salary information for Mr Butler.  The calculations indicated that premium levels needed to be reduced to ensure that the Scheme remained within the IR limits.  However, once Abbey Life had the correct salary details, calculations showed the Abbey Plan was not over-funded.

8. In October 1991, Abbey Life performed a final overfunding check on the Abbey Plan.  Abbey Life explains that, once premiums cease being paid on a plan, the plan is coded as being “inactive” on its system.  This means that overfunding checks are processed automatically and only referred for a manual calculation if the case was “borderline overfunded”.

9. In October 1991, Abbey Life wrote to Mr Butler’s accountants, with the letter being copied to Mr Butler’s adviser.  At that time, Mr Butler’s salary was £21,497.  Abbey Life explained that the overfunding check showed that Mr Butler needed to reduce his current premiums to £993.21 per annum to remain within IR limits.  The higher premium he had been paying required a salary of £38,748 to be justified under IR rules.  Abbey Life says that because premiums then stopped, the Abbey Plan was no longer in an overfunding situation.

10. In undertaking an overfunding check, Abbey Life used the assumptions set out by the IR of a rate of investment return of 8.5% per annum and a salary progression of 8.5% per annum.  It also used an expensive annuity rate.

11. In January 1992, Mr Butler established the Prudential Plan.  In the application form, Mr Butler advised of the existence of the Abbey Plan, but no reference was made to the section 226 policy.  The Prudential Plan was set up as a small self administered scheme (SSAS).

12. In February 1992, Prudential’s New Business Administrator wrote to Abbey Life requesting information about the anticipated benefits from the Abbey Plan.

13. There is no evidence that Prudential undertook an overfunding check at that time.

14. Contributions were made to the Prudential Plan until 1994.  A triennial actuarial valuation was undertaken as at 28 January 1995.  The report noted that, at that time, Mr Butler’s pensionable salary was £23,761, which was assumed to increase at 8.5% per annum compound.  The report recommended that contributions be made at the level of approximately £53,000 per annum until Mr Butler’s normal retirement age of 60 in September 1999, to secure the maximum level of benefits permitted by the IR.  The report noted that the recommended contributions took into account the Abbey Plan.  

15. With respect to the assumptions, the actuary stated that one of the two most important assumptions was the margin between the return of assets and the rate of salary increase.  The actuary said the next valuation was due in January 1998, but noted that: “if there are … important deviations … from the assumptions made, it may be appropriate for the Trustees to call for a valuation before that date.”

16. In 1996, the remaining unit trust investment with Prudential was converted into an insurance policy.  At this point, the Plan was fully insured, meaning it no longer fulfilled the definition of a SSAS.  Thus, a triennial actuarial valuation was no longer required.  No further actuarial valuation was undertaken after the 1995 valuation.

17. In December 2000, Mr Butler was contacted by Prudential to determine whether and how he wished his benefits to be paid.  Mr Butler completed the provided Benefit Checklist referring to both the section 226 policy and the Abbey Plan.  Mr Butler wanted to take his benefits by transfer either to his current employer’s occupational pension scheme, or to a self invested personal pension.  Mr Butler’s independent financial adviser (IFA) provided Prudential with the latest valuations of the section 226 policy (£104,636) and the Abbey Plan (£350,948).  However, when added to the value of the Prudential Plan (£29,631), Mr Butler’s total fund value was in excess of what he was able to transfer.  

18. When Mr Butler came to taking his benefits, he did not choose the most expensive annuities with respect to the Prudential Plan and the section 226 policy.  This led to a high excess in respect of the Abbey Plan.

19. Mr Butler’s dynamised final salary was approximately £26,000.  This provided the base for the calculation of his maximum benefits.

20. In July 2002, the excess amount of £154,614.88 was refunded to Mr Butler’s company from the Abbey Plan.  The company had to be re-formed to receive the payment, which was then taxed at the rate of 35%.

CONCLUSIONS
21. During the time Mr Butler was contributing to the Abbey Plan, it was clear that he was considered to be “overfunding”.  However, this concern no longer remained when the correct salary information was provided.  It is notable that advice was given in October 1991 that there was a danger of over-funding unless steps were taken as was indicated in that letter.  Premiums did not continue to be paid to Abbey Life and as it was not advised that the Prudential Plan had been set up, as opposed to the possibility merely being investigated, there was no reason for Abbey Life to undertake any further checks.  Insofar as Abbey Life was aware, premiums had ceased, meaning appropriate steps had been taken to avoid any overfunding.

22. In 1995, an actuarial valuation was undertaken of the Prudential Plan, taking into account the Abbey Plan.  No account was taken of the section 226 policy.  The actuary recommended annual contributions of approximately £53,000 per annum until Mr Butler’s normal retirement, which was approximately four years in the future.  At a minimum, this would mean a further £200,000 was to be contributed to the Prudential Plan.  The value of the section 226 policy was approximately £100,000 Even if the actuary had been made aware of the section 226 policy, this would not have caused him to caution about overfunding.  

23. A key assumption made by the actuary was that Mr Butler’s salary would increase at 8.5% per annum.   This was set out in the valuation and it was noted that it formed part of one of the most important assumptions on which the valuation was based.  It was also noted that if there was significant deviation from the assumptions, a valuation should be called for at an earlier date.  

24. In 1991, Mr Butler’s salary was £21,497.  In 2001, his benefits were based on a final salary of £26,000.  There has clearly not been an 8.5% per annum compound increase.  This was a key deviation from that assumed by the actuary and yet no further valuation was undertaken.  Mr Butler and, possibly, the IFA, were the only parties with full knowledge of Mr Butler’s salary.  This deviation meant the 1995 valuation was, to all intents and purposes, no longer relevant.   

25. The overfunding developed solely from a situation that was under Mr Butler’s control.  Prudential had no obligation to undertake regular funding checks once the Prudential Plan became fully insured (in 1996) and premiums ceased to be paid (in 1994), although it says it would have done so if requested.  

26. I can appreciate Mr Butler’s frustration at what has occurred, but the fact that his salary progression from 1995 to his retirement deviated significantly from what had been assumed, meant that all the overfunding and actuarial checks taken were rendered redundant.  I conclude that the overfunding of Mr Butler’s retirement benefits was not due to maladministration by either Abbey Life or Prudential.  
DAVID LAVERICK

Pensions Ombudsman

12 February 2004
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