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PENSION SCHEMES ACT 1993, PART X

DETERMINATION BY THE DEPUTY PENSIONS OMBUDSMAN
	Applicant
	:
	Mr C A Welford FILLIN "Enter Complainant's name" \* MERGEFORMAT 

	Scheme
	:
	British Steel Pension Scheme (the Scheme) FILLIN "Enter Scheme name" \* MERGEFORMAT 

	Respondents
	:

:

:

:
	British Steel Pension Fund Trustee Ltd (the Trustee)
the Manager of the Scheme

the Administrator of the Scheme

Corus UK Ltd (the Employer)


MATTERS FOR DETERMINATION

1. Mr Welford complains that it was not pointed out to him that Rule 5(3) of the Trust Deed and Rules (the Rules) might apply to his pension.  He says that, had he been made aware of it, he would not have taken redundancy and started to draw his pension. As redress, he asks that the higher benefits quoted to him are honoured.

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.

TRUST DEED AND RULES

3. Rule 5(3) of the Rules, dated 12 April 2001, (as amended), states that
“If the earnings paid to a Member include emoluments which are subject to abnormally wide fluctuation (as to which the decision of the Principal Company shall be final) then, in determining that Member’s Earnings in any Scheme Year, the fluctuating emoluments to be taken into account shall be the yearly average of such emoluments over the Scheme Year in question and the two immediately preceding Scheme Years.”

4. Rule 6(1) states that:
“Every member shall, throughout the period of his membership, make ordinary contributions to the Fund amounting to 5 per cent. of his Pensionable Earnings.”

“Principal Company” is defined as the Employer.

5. “Earnings” means:

“basic salary or wages paid to a Member by the Employer together with shift premiums, bonuses (to a maximum of 30%…) and overtime payments without regard to any deduction which may be lawfully made therefrom…”
6. “Pensionable Earnings” means:
“in respect of a Member the amount by which his Earnings for a Scheme Year exceed his Scheme LEL Deduction current on the 1 April during that Scheme Year.”

7. “Final Pensionable Earnings” means:
“in respect of a Member at any given date the greater of:
(i) the average annual rate of his Pensionable Earnings for the period of three consecutive Scheme Years of Pensionable Service out of the twelve such years last ended on or before that date being the period of three such years during which the average annual rate of his Pensionable Earnings was highest, or if at that date the Member has not completed three consecutive Scheme Years of Pensionable Service, the average annual rate of his Pensionable Earnings for the complete Scheme Years of Pensionable Service he has then completed; and
(ii) the Pensionable Earnings for that Scheme Year out of the five consecutive Scheme Years last ended on or before that date being a year beginning on or after 1st April 1982 during which his Pensionable Earnings were highest”
SCHEME BOOKLET

8. A Scheme Booklet, dated June 2001, says that “Earnings” are:

“generally, your gross earnings (i.e. before tax and any other deductions) for any Scheme Year.  Unusually wide variations in non-basic pay elements may be averaged over 3 years.”

9. “Pensionable Earnings” is defined as:

“generally, your Gross Earnings in any Scheme Year less a deduction equal to [the Lower Earnings Limit]”.

MATERIAL FACTS

10. Mr Welford joined the Scheme in February 1975.  The Scheme’s year end is 31 March and Mr Welford’s normal retirement date was 2 September 2015.
11. Mr Welford received an estimate of likely early retirement benefits as at 31 December 2005 in October 2003.  This quoted an annual pension of £19,458.84 (including levelling of £1,941.96) and tax-free cash lump sum of £46,696.77.  No mention was made of Rule 5(3).
12. Mr Welford registered his interest in taking voluntary redundancy in February 2004 and received initial redundancy counselling shortly afterwards.  He re-affirmed his interest in February 2005.  
13. Mr Welford received annual benefit statements in June 2004 and June 2005.  Although I have not seen a copy of the June 2004 statement, the 2005 statement quoted a deferred pension of £21,588 (excluding levelling) and tax-free cash lump sum of £60,385 as at 1 April 2005.  Projected benefits to Mr Welford’s normal retirement date were a pension of £29,054 (excluding levelling) and tax-free cash lump sum of £81,270.  The statement also said that the benefits quoted did not necessarily equate to early retirement benefits, and that his final pension would be calculated in accordance with the Rules and Inland Revenue (now HMRC) limits.  The statement also pointed out that the pension quoted was based on his then current pensionable earnings.  No mention was made of Rule 5(3).

14. Mr Welford also received an estimate of severance benefits based on a cessation date of 1 August 2005.  This quoted an annual early retirement pension of £24,752.31 (including levelling of £1,973.28) and a tax-free cash lump sum of £60,628.34.  The estimate was annotated with “these calculations are estimates only and may vary from final payments.” Again, no mention was made of Rule 5(3).

15. Mr Welford took redundancy on 31 July 2005 at the age of 54.  Based on final pensionable earnings of £49,409.29, he received an early retirement pension of £21,703.32 (which included levelling of £2,027.28) and tax-free cash lump sum of £52,369.47.  He also received a redundancy payment of approximately £35,000, the first £30,000 of which was free of tax.

16. In the three years before his retirement, Mr Welford’s earnings were as follows:

	Year
	Basic
	Overtime
	Bonus
	Total

	
	£
	£
	£
	£

	2003
	30,565.68
	9,616.05
	3,480.10
	43,661.83

	2004
	31,330.58
	7,921.27
	4,817.66
	44,069.51

	2005
	32,806.74
	18,166.01
	5,806.58
	56,779.33


17. Mr Welford complained under the Scheme’s Internal Dispute Resolution (IDR) procedure about the calculation of his pension benefits, as his tax-free cash lump sum and pension were lower than that quoted on the estimate of severance benefits (see paragraph 14).  The Trustee replied under stage 1 saying that:

“The fundamental role of the Trustee is to administer the Scheme in accordance with [the Rules].  Specifically in your case it is to calculate and pay a pension in accordance with these governing documents, the law and the requirements of the Inland Revenue.  This involves the calculation of the correct final pensionable earnings, itself based on earnings.  The calculation of earnings is impacted by Rule 5(3).  Where the Company concludes that a Member’s emoluments have been subject to abnormally wide fluctuation, the fluctuating emoluments must be averaged as described in the Rules.  That is what has happened in your case.

All benefits payable from the Scheme must be paid in accordance with [the Rules].  Please be assured that Rule 5(3) is neither new nor has its application been extended and is applicable to all Members where circumstances dictate.

…

Taking your 2005 earnings in total, this represents an increase of [29] % over your earnings in 2005 and it is on the basis of such a substantial increase in your final earnings that the Company has decided that Rule 5(3) should apply.  The Scheme has therefore calculated your pension benefit in (sic) the basis of your final year’s basic earnings together with an average of your bonus and overtime payments; such averaging being done over a period of three years.” 
18. Mr Welford then complained under stage 2 of the Scheme’s IDR procedure.  The Trustee replied on 16 February 2006, advising that his benefits had been calculated correctly and in accordance with the Rules. 

19. Mr Welford consequently sought the assistance of TPAS (the Pensions Advisory Service).  In subsequent correspondence, the Trustee said, amongst other things, that:

19.1. Without the application of Rule 5(3), Mr Welford’s Final Pensionable Earnings would have been £56,779.33;

19.2. Even after the application of Rule 5(3), Mr Welford’s pensionable earnings increased by 12% over the preceding year’s figure;

19.3. Annual statements did not include a reference to Rule 5(3) because the figures quoted were notional deferred benefits.  It would not be feasible for the Scheme to prepare annual statements for all active members on the basis of Rule 5(3), which is of no relevance to a notional deferred pension entitlement and would not apply in the vast majority of retirement cases.  However, a reference to Rule 5(3) has been added to 2006 annual statements.  In doing this, the Trustee is simply looking to expand its message on a “belt and braces” approach.  The real problem is that something which, in the past, was not previously a material issue, has become so, especially where there is a known retirement event; and

19.4. Illustrations of retirement benefits (see paragraph 14) were provided to local HR officials by means of a mass enquiry, based on non-averaged earnings, because they were calculated en masse for a large number of potential retirees. 

20. Mr Welford subsequently complained to my office.

SUBMISSIONS

21. The Trustee, Manager and Administrator of the Scheme jointly submit that:
21.1. Mr Welford’s desire to be made redundant was well documented and had dated from February 2004, well in advance of his actual retirement in July 2005;

21.2. Having applied for voluntary redundancy in February 2004, Mr Welford went on to work a very substantial amount of overtime until his redundancy.  The result of that overtime was to increase dramatically his pensionable earnings, and the Employer, having reviewed his earnings history, decided that there was a disproportionate increase in pensionable earnings.  Accordingly, the Employer advised that Rule 5(3) should apply and the fluctuating elements of Mr Welford’s earnings were averaged over a period of three years;

21.3. The Employer acted entirely properly in determining that Rule 5(3) was to be applied and the standard process, which is used to identify abnormally wide fluctuations in earnings, was followed in Mr Welford’s case;

21.4. The June 2004 and 2005 annual benefit statements would not have shown explicitly the application of Rule 5(3) because they were based on pensionable earnings received by Mr Welford up to the preceding 31 March. The very substantial periods of overtime had not yet been worked or had not yet been recorded as part of his earnings at the Scheme year end, or were contained in Benefit Forecasts which were intended to give an indication of current entitlement rather than retirement entitlement;

21.5. Both the June 2004 and 2005 statements contained a caveat that the projected benefits were estimates and that actual benefits would always be subject to the application of the Rules;

21.6. The 2001 edition of the Scheme Booklet was issued to all Scheme members in June 2001 and contained an explicit warning that unusually wide fluctuations in non-basic pay would be averaged.  A Trustee paper dated September 2001 confirms all active members were issued with a copy;

21.7. They note that the Ombudsman has recognised the similarities between Mr Welford’s complaint and that of Mr W C Cole, determined by a previous Ombudsman.
  Whilst they welcome the fact that the Ombudsman recognises the significance of a previous Rule 5(3) complaint, which was not upheld, they are concerned about the possibility of member contributions being refunded in the event that the averaged pensionable earnings figure is deemed to have been correctly applied.  Mr Welford has had the benefit of the contributions he paid through an increase in his pension.  They consider that this office should follow the determination issued for Mr H J Magan;

21.8. The Rules do not require such a repayment of contributions and the Scheme Booklet does not state that such refunds would be paid.  They have also asked their pension consultants, Watson Wyatt, to comment on adjusting member contributions so that they are based on the definition used for benefit calculation purposes, where benefits are based on averaged earnings including fluctuating emoluments.  They have confirmed that:

21.8..1. While broad alignment of the definition of earnings used for both is very common in Scheme rules, the majority of schemes do not require that total contributions paid are based on exactly the same earnings definition as benefits;

21.8..2. It would be difficult to see how alignment could be determined until after the end of the Scheme Year in question by which time all member contributions would have already been paid;

21.8..3. Where benefits are based on averaged earnings included averaged emoluments, it is common for monthly member contributions to be based on earnings for the month in question.  Alternatively, and less frequently, contributions reflect basic salary for the month in question, or are fixed at the start of the scheme year based on earnings in the previous 12 months; and

21.9. Watson Wyatt have no knowledge of any schemes that make a retrospective adjustment to member contributions to ensure that adjustments to earnings for benefit calculation purposes are reflected in the total contributions paid.  In practice, having such a process would be almost impossible for the Trustee to administer.
22. Although the Employer’s submissions mainly repeat the points made by the other respondents, the Employer additionally states that:
22.1. They did consider that the amount of overtime worked constituted an unusually wide fluctuation in earnings; and
22.2. Between applying for redundancy and retiring, Mr Welford worked very substantial amounts of overtime with a view to deliberately boosting his retirement income.
23. Mr Welford submits that:

23.1. He made financial plans and commitments based on the higher benefits quoted, which he accepted in writing in July 2005;

23.2. It was a huge decision for him to make at the age of 54;

23.3. If he had known he was only going to receive the pension he did, he is “absolutely certain that under no circumstances [would he] have taken… redundancy”;
23.4. He was informed during the process leading up to his redundancy that the figures quoted, which were passed to him by the Employer, were conservative.  Rule 5(3) was not mentioned and, indeed, he considers that his Industrial Relations counsellor was not aware of it, although he should have been.  He was confident the figures provided to him were accurate; 

23.5. The Scheme had a responsibility to provide his counsellor with the correct information.  When counselling began in February 2004, they had details of his earnings for the last 13 years but did not mention Rule 5(3).  During the whole counselling process, the Employer was under no obligation to offer him redundancy and he was under no obligation to take it;

23.6. He does not recall receiving a Scheme Booklet.  He questions whether the booklet was sent to his home address or work?  Similar to other documents that are sent out in bulk to the workplace, there is no certainty that everyone would receive one;

23.7. He was not aware until he received his first payment that his pension was less than the figure previously quoted;

23.8. He has not worked since taking redundancy.  This is because he has been waiting for his complaint to be resolved, although he cannot continue to use up his capital and will therefore need to seek employment;
23.9. The addition of a mention of Rule 5(3) to the 2006 annual statements leads him to believe that the Scheme realised their mistake and that they should have highlighted it previously; and 

23.10. Redundancies have occurred during his whole 30 year career in the steel industry.  He still had “10 years in which to have been given [his] redundancy and [his pension lump sum], mainly tax-free, and would therefore have continued working.  Employees have continued to be made redundant since his leaving.”

CONCLUSIONS

24. Mr Welford complains that Rule 5(3) was not pointed out to him prior to taking voluntary redundancy and drawing his pension early.  He says that, had he been aware of it, he would not have left the Employer when he did.  As redress, he seeks payment of the higher benefits quoted to him prior to retirement.
25. Mr Welford does not argue that the pension and tax-free lump sum he is currently receiving are incorrect, and indeed the benefits due to him have been calculated in accordance with the Rules.  Given the substantial amount of overtime he worked in the period leading up to his redundancy, it does not strike me as unreasonable that the Employer decided to use its discretion to apply Rule 5(3) to his overtime and bonus in the calculation of his pensionable earnings for his final year.  Indeed, Mr Welford has not sought to argue that the employer’s decision in this respect was unreasonable. The fluctuating elements of Mr Welford’s pay were therefore averaged over a period of three years.  Mr Welford has therefore received his correct entitlement and is not entitled to the higher benefits quoted to him prior to his redundancy.
26. Mr Welford argues that, had he known about Rule 5(3) then he would not have taken redundancy.  Rule 5(3) was not mentioned on any of the annual benefit statements he received or the estimate of severance benefits.  It was clearly mentioned in the 2001 Scheme Booklet, which the respondents say was provided to all active members in June 2001, although Mr Welford says he does not recall receiving a copy.  Notwithstanding this, I also note that the 2005 annual statement and estimate of severance benefits clearly indicated that the benefits quoted were not “set in stone”.
27. Mr Welford also asserts that it was a “huge” decision to take redundancy, which I do not doubt, although he has not provided any evidence to substantiate his claim that he made “financial plans and commitments” based on the higher figures, beyond his actual decision to take voluntary redundancy.

28. Many factors play a part in a decision to leave employment, including the obvious desire to have additional leisure time.  To my mind, the difference between the figures quoted to Mr Welford and those actually received is not such as to enable me to conclude that, more likely than not, Mr Welford would not have taken redundancy had he known the true position.  In reaching this conclusion, I am conscious that Mr Welford was obviously prepared to accept a significant drop in income, and that, up to now, he has not worked since leaving the Employer.  I further note that he received a significant - and mainly tax-free - redundancy payment in addition to his pension benefits, which he would not have done, had he remained in employment. Mr Welford is in receipt of his correct entitlement and there is no basis upon which I am able to conclude that he should be awarded a higher amount.
29. As to whether the specific failure to make clearer Rule 5(3) on the documents given to Mr Welford amounts to maladministration, I conclude that it does not.  As referred to above, various illustrations provided to Mr Welford should have put him on warning that the quoted benefits were not guaranteed and, in any case, the June 2001 booklet did carry a direct reference to it.  Although I note the subsequent amendment to annual benefit statements, which, moreover, the respondents have previously described as forming part of a “belt and braces” approach, I cannot conclude that the respondents needed to go further than they actually did in this instance.
30. However, that is not the end of the matter.  A further issue arises as regards Mr Welford’s contributions and previous determinations this office has issued with regard to the Scheme.  As mentioned above (see paragraph 21.7), a former Ombudsman determined a complaint from a Mr W C Cole, which related again to the application of Rule 5(3).  Briefly, Mr Cole complained that not all of his overtime earnings had been included in the calculation of his retirement benefits, as his overtime had been averaged over the three years up to his retirement.  Given the substantial increase in Mr Cole’s overtime earnings prior to his retirement, the Ombudsman determined that it had been reasonable for Mr Cole’s then employer (British Steel plc (a forerunner of the Employer)) to apply Rule 5(3).

31. Nevertheless, the former Ombudsman then decided that he could not conclude Mr Cole’s complaint without giving consideration to the implications of the application of Rule 5(3) so far as contributions were concerned.  He decided in Mr Cole’s case that, if pensionable earnings were to be adjusted for pension purposes, then they should also be adjusted for contribution purposes.  Although he recognised that this might not be the intended result of Rule 5(3), he directed that the “excess” contributions Mr Cole had paid for the last year of his service be refunded to him.
32. My office has also considered a much more recent complaint relating to the application of Rule 5(3).  Although the circumstances of the application of Rule 5(3) were slightly different for Mr H J Magan, (in that, as an example, his fluctuating emoluments were averaged over two years rather than three), it was again concluded that it was reasonable for Rule 5(3) to be applied, although, in this instance, unlike Mr Cole, there was no direction that any contributions should be refunded.
33. In Mr Welford’s specific case, I do not consider that a refund of his “excess” contributions would be appropriate.  In reaching this conclusion, I am mindful of the major practical implications that adjusting the level of contributions in these circumstances might have. Moreover, Mr Welford has still benefited from a 12% increase in pensionable earnings (and therefore benefits) because, as part of the three year averaging calculation, the earnings in the final year have been fully taken into account in arriving at the level of pensionable earnings. And that the former Ombudsman himself did recognise that his direction in Mr Cole’s case might well be inconsistent with the intended meaning of Rule 5(3).
34. I do not therefore uphold Mr Welford’s complaint.
CHARLIE GORDON

Deputy Pensions Ombudsman

26 February 2008
� W C Cole [J00108, January 2000]


� H J Magan [Q00882, February 2007]
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