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PENSION SCHEMES ACT 1993, PART X

DETERMINATION BY THE DEPUTY PENSIONS OMBUDSMAN
	Applicant
	:
	Mr X

	Scheme
	:
	Principal Civil Service Pension Scheme (the Scheme)

	Respondent
	:
	The Civil Service Pensions Division of the Cabinet Office (CSPD), as Managers of the Scheme


MATTERS FOR DETERMINATION (dated 12 June 2006) 
1. Mr X complains that CSPD have failed to monitor effectively the performance of their chosen Additional Voluntary Contribution (AVC) Scheme providers, Scottish Widows (SW) and Equitable Life (EL), causing him financial loss.

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 X joined the Home Office (HO), and the Scheme, on 25 January 1971.  The Scheme permits members to enhance their benefits by paying AVCs to EL, SW and, from 1 January 2001, Standard Life. Mr X began paying AVCs to SW at the rate of 5.5% of his salary from 1 April 1992.
4. At or about the time of starting to pay AVCs to SW, he received a number of communications about the Scheme and the AVC facility.  Extracts from these are set out in the Appendix to this document. 
5. In 1997, Mr X opted to buy added years of Scheme service.  
6. On 17 April 1998, Mr X wrote to the HO about the AVC Scheme charging structure.  The HO referred the query to CSPD who replied, on 8 June 1998, as follows:

“The Civil Service AVC Scheme which was introduced in January 1989 provides a further facility for members of the PCSPS to increase their benefits at retirement – members have always been able to buy additional years of reckonable service in the PCSPS.  The scheme uses two assurance companies which both offer three different methods of investment, unit linked, with profits and building society funds to provide money purchase benefits at retirement and in addition, life assurance can be obtained from The Equitable Life Assurance Society.
“All aspects of the Scheme are regularly monitored, both the administration and the investment performance of the two providers to ensure that the Scheme continues to provide civil servants with an efficient and competitive facility to increase their   benefits at retirement.”

7. On 18 February 2002, Mr X asked the HO for a valuation of his AVCs in terms of added years. The HO told Mr X that he could not convert his AVC fund into added years.

8. In September 2004, Mr X read an article in the Daily Mail, dated 22 September 2004, and headlined, ‘With-profits pensions fall again’.  One paragraph in particular stated:

“Someone putting £100 a month into a Scottish Widows (now owned by Lloyds TSB) with-profits pension over the past 25 years would this year have just £116,337 in their pension pot.  If instead of Scottish Widows they’d chosen Liverpool Victoria (a friendly society owned by its members) then they’d have £221,213 – a difference of £104,876 or more than 50 pc.”

The article concluded:

“At least with-profits pension holders can console themselves with the fact that they are still delivering superior returns to their unit-linked rivals, although even this gap is closing fast.”

9. Mr X e-mailed a copy of the article to CSPD and explained that he had: 

· Taken out an AVC policy in 1992 with SW which, along with EL, he believed that CSPD had recommended as good performers.

· He was concerned that both companies had performed so badly. He had read a newspaper article, which stated that SW was one of the worst with-profit pension providers.

· CSPD had assured him in 1998 that the Scheme regularly monitored the administration and investment performance of the two providers.

10. Mr X asked CSPD to comment on whether they had been negligent in their monitoring of SW and EL.  He said they should take some of the responsibility for the situation given that civil servants were strongly encouraged to take out AVCs rather than buy added years.

11. CSPD did not accept Mr X’s contentions, responding, in an e-mail of 10 November 2004, that: 

“In relation to with-profits, providers such as Scottish Widows need to balance the interests of existing members with the interests of members wishing to disinvest – this is particularly difficult in time periods when the value of the underlying assets has been affected by stock market downturns.  If with profits providers had not cut back payouts to members in light of the economic circumstances faced, they could have been justifiably criticised for not protecting the interests of all their members.

“Our professional advisers continue to monitor the investment and administration capabilities of the AVC providers and, despite the relatively disappointing returns produced in recent time periods by the Scottish Widows with profits fund, Scottish Widows continue to be regarded as suitable AVC providers.”   

12. Mr X was not satisfied with the responses; he consulted the Pensions Advisory Service, and used the Internal Dispute Resolution Procedure (IDRP), but the matter was not resolved to his satisfaction (his complaint not being upheld) and he complained to me.
13. At the second stage of the IDRP, CSPD explained how they obtained advice on the Scheme:

“From the ...inception [of the AVC scheme] in 1989 until 1995, the Government Actuary’s Department provided professional advice on the scheme to the managers.  In 1995, CSPD undertook a competitive tendering exercise to provide actuarial advice to the Scheme and other Civil Service pension arrangements.  CSPD took expert advice from an independent actuary while undertaking the tendering process.  The independent actuary suggested CSPD should arrange for a separate contract to provide advice purely on matters relating to the [AVC scheme]. CSPD acted on this suggestion, and at the end of the tendering exercise, appointed Hewitt Bacon and Woodrow (Hewitt), who are widely regarded as leaders in this particular field.  As part of the contractual arrangement, Hewitt will provide regular advice to CSPD on the performance of the [AVC scheme] providers, including providing an annual report.  These reports consider the appropriateness of the arrangements with the providers, having regard to CSPD’s responsibilities to act in the best interests of scheme members.”   

14. Mr X has recently sent me a copy of a letter from CSPD, dated about December 2007, showing that Hewitt had now indicated that they had some concerns about the potential competitiveness of future returns from the SW with-profits fund.  Among the concerns highlighted were that:

· With-profits funds had not performed as well as equity-based investments despite good stock market conditions in recent years;

· There was no direct link between the returns the SW with-profits fund achieved and the bonuses given to members; and

· The final bonus paid out at the time the policy matured made up a considerable proportion of the fund’s overall return.  SW had total discretion over the size of this final bonus.   

Members were advised, therefore, to consider switching their current with-profits investments to another SW fund.   
SUBMISSIONS

15. Mr X has made the following submissions:

15.1. He believed that civil servants had been encouraged to take out in-house civil service AVC schemes with either EL or SW; even though he had been assured in correspondence with CSPD that these schemes were being monitored, he believed that CSPD had not looked after them correctly, and that he had suffered financial loss as a result.  

15.2. The two documents referred to in the Appendix (that is, the Home Office Notice 254/1991 and the notification from the Head of the Cabinet Office) suggested to him at the very least an encouragement to take out AVCs.

15.3. The letter of 8 June 1998 says that all aspects of the AVC scheme were regularly monitored, both the administration, and the investment performance of the two providers, to ensure that it continued to provide civil servants with an efficient and competitive facility to increase their benefits at retirement.  Mr X says he finds it hard to believe that any monitoring took place at all, particularly with EL (referred to in more detail in CSPD’s submissions below), of either the administration or the investment performance.
15.4. It would not be unreasonable to expect that, if CSPD were recommending both EL and SW to civil servants, then he could rest assured that these companies would have been first rate; he recognises that there will be highs and lows within the stock market, but if there had been serious monitoring going on with EL and SW then CSPD should have advised people that they should have got out of the schemes.

15.5. The comment that CSPD’s advisers had ‘continued to monitor developments’ at EL was not the same thing as monitoring the scheme itself.  CSPD should have been aware of the lamentable situation EL got itself into, and that SW’s performance was also unacceptable.  Mr X says he cannot see, given the events that have taken place, how any monitoring can have been carried out.  

15.6. That people who are not experienced in monitoring the performance of the funds should be entitled to rely on the content of the circulars, which were issued by CSPD.

15.7. The fact that CSPD have relied on Hewitt, who somehow seem to have missed the fact that EL and SW were performing “lamentably”, does not absolve CSPD from their responsibility to judge the suitability of their investments. 

15.8. The article from the Daily Mail of 22 September 1994, showing that had one invested with Liverpool Victoria instead of SW there would have been a difference of 50%, supports his argument that little or no monitoring occurred.
15.9. Just because CSPD had a contractual agreement with their advisers to provide them with annual reports and other information does not, Mr X says, let CSPD off the hook.  If Hewitt seriously advised CSPD that everything was in order with EL and the performance of SW, then they should be sued for negligence.

16. CSPD have made the following submissions:

16.1. They monitor the AVC Scheme through a close relationship with Hewitt, who CSPD believe are expertly placed to offer a view as to the suitability of the AVC providers. The monitoring of the Scheme is, by its nature, focused on considerations of the three AVC providers individually across a range of common areas.  This builds up to form a view of the Scheme as a whole.

16.2. Although SW’s with-profits performance had been disappointing in recent years, the Scheme advisers did not believe it was appropriate to judge the suitability of an AVC provider on the grounds of recent performance alone.  Hewitt monitor several issues when determining whether AVC providers remain appropriate as a Scheme provider. These issues include the financial standing of the provider, commitment to the market place, administrative capabilities and communications as well as fund performance;  at no time had CSPD been advised that SW were unsuitable for continued AVC investment.   

16.3. In terms of keeping members informed of developments with the providers, CSPD take their responsibilities seriously.  This is demonstrated through the provision of information to members about EL, during the period when some EL policyholders had brought legal proceedings against EL over its treatment of policies with guaranteed annuity rates.
16.4. Members are not restricted to using only the Scheme AVC providers.  They can buy annuities from any UK branch or office of an insurance company that is authorised to carry on long term insurance business.  This is referred to as the ‘open market option’.  However, members who wish to explore the open market options must obtain their own quotations.  
16.5. CSPD have taken expert advice throughout the life of the Scheme on a regular basis, first from the Government Actuary’s Department and then from Hewitt.  This advice has principally taken the form of a yearly review. Hewitt also provide ongoing advice to CSPD on developments which affect the Scheme arrangements and the providers. 

16.6. Hewitt’s reviews consider the appropriateness of the arrangements, given CSPD’s responsibilities as the Scheme’s managers to ensure that the chosen providers remain appropriate for Scheme investment.  They provide CSPD with statistical information on each provider and a review of their AVC contract.  Hewitt comment on:

· Durability – the provider’s reputation, commitment to the pensions market and business investment strategy.

· Capacity - in terms of staff resources.

· Administration - covering service standards, staff experience/qualifications, administrative practices and resources.

· Investment - strategies, processes, and response to market and economic conditions.

· Performance statistics - for each type of investment offered.

· Communications - commenting on the range and effectiveness of the communication options.

· Product features.  Hewitt gave an overview of each provider, advising CSPD on their suitability for AVC investments. 

16.7. By considering statistics for past performance and strategies for future performance, Hewitt provide an effective monitoring service on all the Scheme providers.  The monitoring covers a much broader range of issues than with-profits performance statistics alone.  Fundamental areas of administration and communication play an important part in whether the company remains a suitable Scheme provider.  Hewitt’s regular advice on all aspects of the provider’s business allows CSPD to make informed decisions about the choices available to Scheme Members.

16.8. Mr X’s disappointment that his SW with-profits investment had not performed better is entirely understandable.  However, SW’s with-profits performance is just one aspect of their business that Hewitt consider as part of their regular review.  Overall, their performance is such that Hewitt advise that they remain suitable providers for the Scheme. CSPD are content to accept Hewitt’s expert advice. 
16.9. In relation to Mr X’s query as to how the EL situation could have occurred if EL was being monitored in the manner that CSPD had said, CSPD submit that neither they nor Hewitt (nor indeed the entire industry) could have known that EL would lose the case or what the aftermath would be.  To suggest otherwise is to act with the benefit of hindsight.

16.10. Mr X has suggested that there was strong encouragement for civil servants to take out AVCs, rather than added years.  CSPD say they do not know the basis for Mr X’s view on this point.  The Civil Service Pension arrangements have never suggested that Members should choose one method of increasing retirement income over another.  The Scheme literature that covers added years and AVCs show that they produce different results and accumulate in different ways.  Added years produce a specified amount of extra PCSPS service.  AVCs build up what is in effect a personal pension bought through the proceeds of an investment fund.  The benefits that the fund provides depend on such factors as the type of investment and the market conditions that apply to it.  Neither is guaranteed to produce a ‘better’ result than the other.  Which type of investment suits the members best is a matter for them to decide.  

16.11. The Daily Mail article to which Mr X refers highlights the difficulties faced by both with-profits and unit linked funds in recent years.  In relation to with-profits, providers such as SW need to balance the interests of existing members with the interests of members wishing to disinvest.  This is particularly difficult in time periods when the value of the underlying assets has been affected by stock market downturns.  If with-profits providers had not cut back payouts to members in light of the economic circumstances faced, they could have been justifiably criticised for not protecting the interests of all their members.

CONCLUSIONS
17. Mr X has complained that, despite having encouraged civil servants to pay AVCs to EL or SW, CSPD have failed to monitor effectively their chosen AVC providers. 
18. Although it is fair to say that the Scheme literature (as set out in the Appendix) casts in a favourable light the option of paying AVCs or purchasing added years in the Scheme, it is also made clear that members must seek their own advice on the matter.  I do not consider the wording inappropriate in that it properly highlights the potential advantages of the in house arrangements. Whilst Mr X was entitled to have regard for the content of the circulars issued by CSPD, the fact remains that the market place for investment can be volatile.  Before making or continuing with, his investments Mr X might have considered discussing matters with an Independent Financial Advisor. 
19. Be that as it may, it was proper for CSPD to monitor the performance of their chosen AVC providers.  They did this by engaging (after a tendering exercise and acting on actuarial advice) Hewitt to advise them.  Having engaged Hewitt, CSPD then received regular advice on a number of aspects of the AVC providers’ work, including performance of the funds.  I do not find that CSPD could have done more in the way of monitoring. As is clear from CSPD’s submissions and the literature, there is a range of considerations extending beyond investment return, for example the charges levied, which will need to be taken into account in making any investment decision. And it will always be possible, with the benefit of hindsight, to identify investment vehicles which might have produced a greater return. I am satisfied that CSPD had adequate arrangements in place to ensure their chosen providers and investment vehicles were suitable, and thus cannot uphold Mr X’s complaint.
CHARLIE GORDON

Deputy Pensions Ombudsman

16 April 2008

APPENDIX
A) 
Extract from Home Office Pay & Holidays Notice 254/1991, dated December 1991
    “1.  …Your pension may not be enough, on its own to allow you to enjoy a comfortable standard of living when you stop working. This is where Additional Voluntary Contributions (AVCS) can be especially valuable-you can make additional contributions, in a very tax-efficient way, to boost your pension and so provide greater financial security and peace of mind for yourselves and your family.

2. The PCSPS offers an attractive range of AVCs, which you can use to help make up the difference between your PCSPS pension and the maximum allowed by the Inland Revenue….

The added year AVC facility is long established and well known. Money purchase AVCs provide members with a choice of facilities on advantageous terms.  Remember that AVCs, including added year purchases, are a highly tax efficient way of making additional provision for your retirement. 

ADDED YEARS

3 The purchase of added years secures extra years of reckonable service in the PCSPS for a member.  A purchase provides a guarantee of additional pension and lump sum benefits which are linked to the member’s final salary.  These benefits are increased in line with movements in the retail price index.  Added year purchases include an element of insurance so that, should you be unfortunate enough to be medically retired, your reckonable service will be increased by the full number of added years being purchased (even though you will not have completed the purchase on retirement).

4 Periodical contributions for added years are payable to age 60 and are based on the member’s age when contributions start and the number of years to be purchased.  They are expressed as a percentage of pay and the cash contribution, therefore, increases in line with the member’s salary.  Once the contributions have started they cannot normally be stopped while the member remains in service.

MONEY PURCHASE AVCS

AVCs work by building up a sum of money, which will be used on retirement, to buy an additional pension, which is paid on top of what you get from the PCSPS.  Securing pension in this way is generally known as a money purchase arrangement. The benefits from money purchase AVCs are not guaranteed: their value depends on the performance of the fund in which the AVCs are invested and the cost of the additional pension at the time it is purchased.  Fund values can go down as well as up.

Money purchase AVCs may be paid to The Equitable Life assurance Society.  Contributions may also be paid, through those Societies, to the Woolwich Building Society or to The Bristol and West Building Society.  You have a choice of three investment routes:
Deposit based, your contributions are invested with a building society and attract interest;

With profits, your contributions are invested by the insurance company, and you participate in returns on those investments by means of bonuses declared by the insurance company;

Unit linked, your contributions buy units in a fund.  The value of the units (i.e. your investment) is linked directly to the value of the investments of the fund. Each insurance company offers a choice of type of fund.

Within the limits set out in the rules of the scheme, you can start or stop making contributions, increase or reduce the amount contributed or change from one form of investment to another.  AVCs are therefore a more flexible way of buying additional pension provision than are added years.  

10 The treasury has secured special terms from the Equitable Life and Scottish Widows’ for money purchase AVCs.  For unit linked and with profits AVCs, the amount of contributions that pay for the companies’ management expenses are considerably lower than if contributions are being made to a free-standing AVC scheme.  Furthermore the companies do not charge if a deposit based AVC with building society is chosen.  The two building societies also pay a special rate of interest on contributions made through the AVC scheme.  The investment performance of both the Equitable Life and Scottish Widows is generally considered by outside commentators to be good.  

Further Information

Every effort has been made to ensure that the information in this notice is accurate.  However, individual circumstances vary and nothing in this notice should be taken as an offering, or purporting to offer advice on individual circumstances.  It is therefore essential that, before you contribute to any AVC arrangement, you should consider your position carefully and the need for independent financial advice.  This can be obtained from independent financial advisers authorised under the Financial Services Act 1986.  It is not possible for staff in superannuation branches of employing departments or the Treasury to advise members on the best choice of investment for their circumstances, as they are not authorised under the Financial Service Act to provide independent financial advice.  The two insurance companies are in a similar position.”  

B) 
Extract from undated letter from Head of Civil Service Pensions, Cabinet Office

“The Civil Service Additional Voluntary Contribution (AVC) Scheme

As a member of the Principal Civil Service Pension Scheme (PCSPS) you will know that you have access to a very good package of personal pension and family benefits.  Even so, many of you may want to think about increasing these benefits especially if you:

Are considering retiring early; or

You will have less than 40 years’ service by the time you reach the retiring age (which for most members is 60).

Members of the PCSPS are able to make substantial tax-free contributions (subject to Inland Revenue limits) to increase their retirement benefits, widows/widowers benefits, and life assurance cover.

If you are considering making additional voluntary contributions, you are strongly recommended to consider first the benefits of the ‘in-house’ arrangements (Civil Service AVC Scheme or Added years).  Although you can top-up your pension through a free-standing AVC (FSAVC) provided by any insurance company or financial institution, the charges are likely to very much higher than with the in-house AVC option.  Charges can have a significant impact on net investment returns and you should consider this aspect carefully before committing to a FSAVC.
The Civil Service AVC Scheme operates on a money purchase basis whereby a fund is invested and used to provide additional retirement benefits.  We offer a wide choice of investment opportunities, so there should be something to suit most people.

Please note that if you do ask The Equitable Life and/or Scottish Widows for further details about the Civil Service AVC scheme, you are under no obligation to make use of the facility.”
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