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PENSION SCHEMES ACT 1993, PART X

DETERMINATION BY THE DEPUTY PENSIONS OMBUDSMAN

	Applicant
	Mr J Holy

	Scheme
	Julian Holy SIPP

	Respondents
	The Hornbuckle Mitchell Group Ltd
Hornbuckle Mitchell Trustees Ltd 


Subject

Mr Holy complains that The Hornbuckle Mitchell Group Ltd (HMGL) and Hornbuckle Mitchell Trustees Ltd (HMTL), the administrator and co-trustee of his self invested personal pension (SIPP) respectively, allegedly failed:

· to carry out due diligence on the property related SIPP investments recommended to him by his independent financial adviser (IFA), Bentley Leek Financial Management Ltd (BLFML), before allowing the investments to proceed; and

· to also subsequently monitor the performance and security of these investments

Had HMGL and HMTL done so, Mr Holy alleges that he would have not lost around £300,000 in his SIPP when these investments subsequently failed.          

The Deputy Pensions Ombudsman’s determination and short reasons

The complaint should not be upheld against HMGL and HMTL because, in my view, they had satisfactorily carried out rudimentary due diligence checks which were adequate at that time on the investments before allowing them to proceed.  
DETAILED DETERMINATION

Material Facts

1. Mr Holy is a retired property lawyer. He was a longstanding client of BLFML which is now in liquidation. The directors of BLFML are Messrs M Bentley-Leek and M Dervish.
2. He established the SIPP in November 2006 through BLFML and also became a joint trustee of the SIPP by signing:

· an application form (the Form) which included the following declaration:

“I have read the Trust Deed and Rules and hereby apply to the Scheme Trustee (HMTL) to become a member of the Private Pension. I agree to be bound by the Trust Deed and Rules thereof. 
I hereby request HMTL, if applicable, to appoint the investment manager nominated in the application but fully understand and agree:

· that I am solely responsible for all decisions relating to the purchase, retention and sale of the investments forming part of the Private Pension.
· to hold HMTL indemnified against any claim in respect of such decisions.
· that HMTL have not carried out and shall not in future carry out any review of the nominated investment manager’s financial status or their investment and/or risk strategies. I or my Financial Adviser are responsible for checking these matters on my behalf and ensuring that the investment manager is suitable for my investment objectives.”; and

· a Supplemental Deed     

3. The Establishing Trust Deed and Rules of the SIPP was made on 16 February 2001. The operative provisions of this Establishing Deed were replaced in their entirety by the provisions of the Consolidating Trust Deed dated 26 July 2005. Mr Holy recently obtained copies of these deeds on request from HMGL.  

4. Both the Consolidating Trust Deed and Supplemental Deed contained clauses  stipulating that the trustees of the SIPP:

· should be entitled to all the indemnities conferred on them by law;

· should not be liable for any acts or omissions not due to their own deliberate bad faith; and

· should be indemnified by Mr Holy against the consequences of exercising their powers and discretions resulting in a loss to his SIPP except where there has been knowing and deliberate bad faith on their part
5. The Consolidating Trust Deed also stated in clause 14 that:

“…the Scheme Trustee shall, in all nominal circumstances, subject to any restrictions contained within this deed and…any requirements of the Board of Inland Revenue, take into account any specific written wishes of a Member or from any professional individual or body acting with the prior written authorisation of that Member in relation to the manner of investments, assets and monies in which such Member Fund are invested.”        
6. The Consolidated Trust Deed was subsequently modified (in 2008 and 2011) to include a clause specifying that the Independent Trustee (i.e. HMTL) should exercise its wide investment powers only in accordance with any directions given by Mr Holy (or his dependant), except where to do so would in the opinion of the SIPP Operator (i.e. HMGL) would, in particular:

“ breach or potentially breach the provisions of the Rules, prejudice the status of the Scheme as a registered pension scheme or provide a benefit not specifically permitted by the Rules (or be treated as making) a scheme chargeable payment”      

7. Bentley Leek Properties Limited (BLPL), a separate company from BLFML, was set up with the objective of creating an additional class of investment asset for BLFML clients (such as Mr Holy).     

8. Mr Holy accepted the recommendation of BLFML to invest £100,000 in each of three unregulated high risk property related investments promising high returns in his SIPP. 
9. He invested in Bentley-Leek Properties (JV2) Ltd (JV2) and Bentley-Leek Properties (JV3) Ltd (JV3) in June 2007 and September 2009 respectively. They were wholly owned unlisted subsidiaries of BLPL offering BLFML clients the opportunity to invest in (residential) UK property developments. Around August 2007, he also invested in Dubailand Development Ltd (Dubailand), an overseas properties development managed by a Mauritian company.
10. All three investments got into financial difficulties because of alleged serious issues of financial mismanagement by Messrs M Bentley-Leek and M Dervish, the directors of JV2, JV3 and Dubailand.
11. BLPL went into administration in September 2011. There is little prospect of any recovery of investor funds in relation to all three investments.
Summary of position of HMGL and HMTL  
12. The allegations made by Mr Holy against them cannot be supported. They are based on his apparent fundamental misunderstanding of:

· the roles and obligations of the parties involved (including himself); and
· the facts and circumstances surrounding his decisions to invest in JV2, JV3 and Dubailand

13. The investment acceptance criteria upon which Mr Holy is relying to substantiate his allegations that they breached their obligations to investigate and monitor investments as shown in the document entitled “The Adviser Support Programme Guidance Notes” (relevant paragraphs are reproduced in the Appendix below) were only introduced recently. They are consequently not relevant to his complaint. The document was first published in August 2011 and reflects an enhanced process in operation for new investments only. Their inclusion is misleading, unfairly prejudicial and should be excluded from any consideration of the duties which would have been incumbent on them at the time material to Mr Holy’s investment in JV2, JV3 and Dubailand (i.e. 2007-2009).

14. At that time, SIPP investment decisions were member directed, based on the investment advice provided by his/her appointed IFA. The Financial Services Authority (FSA) did not then require or expect HMGL/HMTL to:

· advise members in relation to the suitability or structure of investments;

· carry out due diligence on or monitor recommended investments; or
· second guess the advice of the appointed IFA
These restrictions were expressly accepted by Mr Holy and BLFML through the contractual documents which they had signed.    
15. The only obligation placed on them at the time was to assess whether a proposed investment met the HMRC requirements (for unlisted shares) relating to a member’s control over or connection with the company whose shares were to be purchased. 
16. The information filed at Companies House was sufficient for this purpose. By carrying out the appropriate checks for JV2 and JV3 at Companies House, they were therefore able to fully comply with HMRC requirements at all material times. It is not their standard practice to print off specific searches and supporting documents for such checks.

17. According to the HMRC Registered Pension Scheme Manual (RPSM), indirect investment in taxable property via genuinely diverse commercial vehicles (GDCV) will not be subject to the tax charges on taxable property.

18. There are essentially three types of GDCV, i.e.

· UK Real Estate Investment Trust (REIT), c.f. RPSM07109430;

· Other kinds of vehicle, c.f. RPSM07109440; and

· Trading Concerns, c.f. RPSM07109450

The investments made by Mr Holy in JV2 and JV3 fell within the third (and probably also the second) of these two categories. As they had consequently been made in accordance with HMRC requirements, no adverse tax charges should arise. 

19. The onus was on Mr Holy and BLFML for assessing the Dubai investment.  

20. They are, however, responsible for monitoring that the SIPP investments continued to adhere to HMRC requirements and also for taking steps to obtain and retain appropriate title to the various assets.

21. If Mr Holy had any questions or concerns regarding the structure or security of these investments, it was incumbent on him to raise them with BLFML. He decided, however, to act on the recommendations made by BLFML without question and is now suggesting with the benefit of hindsight that they have in some way breached their obligations towards him. 
22. The FSA report on the findings of a thematic review (for SIPP operators) dated September 2009 (relevant paragraphs are reproduced in the Appendix below) confirms that the FSA does not consider that they should be responsible for advising Mr Holy on the suitability of investments or the advice given to him by BLFML.

23. BLFML were obliged to advise Mr Holy on the risk level and suitability of investments and also conduct due diligence on hem. 
24. HMGL/HMTL were under no obligation to monitor BLFML and, indeed, without proper cause, to question their integrity or professionalism. BLFML was properly authorised and had the appropriate permissions at the point of sale. Moreover, terms of business were implemented to formalise the relationship with BLFML. 
25. However, as soon they received evidence to suggest that there was serious cause for concern with the management of BLFML investments, they took appropriate action to prevent further investment and alerted investors and FSA accordingly.
26. They also say that:

“In reality the roles of HMGL & HMTL are limited. By the very nature of operating a member directed pension scheme in accordance with the Trust Deed and Rules, HMTL is obliged to follow member instructions unless by doing so HMRC rules will be breached and a tax charge imposed. Similarly HMGL is not authorised to give investment advice and whilst an obligation to identify the anomalous transactions and financial crime exists, there was no evidence of fraud or pensions liberation at the time that the investments were made.
The mismanagement of the investments and alleged fraudulent activities of the directors of BLFML occurred after the assets had been acquired. High risk investments are by their very nature at greater risk of failure and it was clear from the documentation signed by Mr Holy that he understood this. In any event, due diligence undertaken when an investment is purchased does not provide any reassurance of future returns”.             

Summary of Mr Holy’s position  
27. He rejects the statement made by the respondents that the FSA did not require or expect them to have carried out due diligence on or monitor the investments recommended by BLFML. Furthermore, in his view, the contractual relationship between HMGL/HMTL and him, as a matter of law, obligated them to carry out due diligence on his SIPP investments.
28. The suggestion made by HMGL/HMTL that their obligations are restricted to HMRC requirements (for unlisted shares) is conveniently narrow and wrong. Nowhere in the contractual documentation is there anything to suggest that their obligations are so limited as to exclude the duties ordinarily arising as a consequence of the contractual relationship. The declaration on the Form is not an exclusion clause and only states that he is responsible for choosing the investments. It does not excuse HMGL/HMTL from their duty to undertake due diligence.
29. The FSA’s thematic review of September 2009 deals generally with what is expected of SIPP operators. Nothing in the HMGL/HMTL documentation suggests that the FSA’s findings do not also apply to them. 
30. Mr Holy asserts that:

“I had no questions or concerns regarding the structure or security of the investments (JV2, JV3 & Dubai) as they were presented to me. I relied upon HM to carry out due diligence…include looking at the structure of the investment(s), checking contracts and any brochure or other marketing literature…to ensure that the promotional material matches the facts and how…(the investor)…gets a return on the investment…The due diligence was extended to performing checks on the company, or companies, behind the investment(s)…to include checking that the information provided…about the company is correct, that the company is trading and…who the directors are…This is what HM was paid to do.

HM appears to accept that it undertook none of the above due diligence which it does not consider it was then incumbent upon it to do...”        

31. In his opinion, HMGL/HMTL has even failed to properly discharge the basic due diligence duties that they say can be expected of them. For JV2 and JV3, the information at Companies House should have alerted them to the fact that:

· the companies were unsuitable as vehicles for the developments proposed (as they would, in his view, have attracted tax charges); and

· there were no means, restructuring apart, whereby investors could have been issued with the shareholdings that they had been promised

32. No information about “Dubailand” would have been available from Companies House. HMGL/HMTL has therefore not provided any evidence that they carried out due diligence on this investment.

33. If HMGL/HMTL had carried out the appropriate due diligence (as described in their own publications), then they would not have accepted the three failed investments into his SIPP. By failing to do so, they enabled Messrs Bentley-Leek and Dervish to misappropriate his SIPP funds.
34. The failure by HMGL/HMTL to keep any record of the rudimentary due diligence checks which they say they had carried out constitutes gross maladministration on their part. Furthermore, he considers that these checks would not have satisfied the issues of connection and control that are fundamental to HMRC requirements which the respondents accept they were obliged to meet.     
35. He also alleges that:  
“It was not until years had passed after the investments were made that HM woke up to the true nature of the various schemes set up by BLFML. This is amply evidenced by the e-mail from HM to BLFML dated 2nd November 2010. This e-mail sets out in terms some of the due diligence that should have been undertaken by HM at the outset, not 2 or 3 years later when the investments failed…”        
HMGL/HMTL refute this allegation. They say that the aforementioned e-mail relates to investigations initiated following the default of loans to BLPL in late 2009 / early 2010.        
36. Mr Holy says that:

“In reality, it is clear from the terms of the Review that…the duties referred to applied well before its publication (in September 2009). The Review specifically addresses the failure by some SIPP providers to comply with existing FSA Principles and Rules which the FSA says, in terms, that it had expected them hitherto to have adhered to, but which certain of them hadn’t. 

There was no suggestion that past compliance was otherwise than mandatory, or that providers would somehow be able to avoid the consequences of their shortcomings. The review was obviously commissioned in the light of a general concern that standards of conduct were not being observed. It served as a reminder and offered some assistance to the uninitiated as to how compliance should be achieved. That SIPP operators might have failed to understand their past and continuing obligations is no defence to claims in respect of past non compliance.

 The obligations ultimately conceded by HM in its Adviser Support Programme Notes of August 2011 are no more than a very belated acceptance of its longstanding obligations.”    

37. As a client of HMGL/HMTL, he is entitled to rely on their professional expertise. The fact that he was a co-trustee does not relieve them from the responsibilities that their professional involvement with his SIPP required them to assume.    

Conclusions

38. Prior to April 2007, SIPPs had essentially been unregulated. It was only after this date that all SIPPs had to be authorised and regulated by the FSA, adding another layer of compliance and administration on SIPP providers. FSA regulation has nonetheless, on the whole, generally been accepted to be a good measure by the pensions industry.

39. The regulatory framework for the operation of SIPPs was introduced somewhat hastily though and it has also taken some time for the FSA to get a good grasp of SIPPs and how best to regulate them. 

40. The FSA originally applied a relatively light touch regulating SIPPs. But in 2008, they decided to place increased focus on “Treating Customer Fairly” (TCF) which was at the forefront of their move towards a principles based approach to regulation. They have, however, given authorised firms flexibility in deciding what fairness meant to them and how best to meet TCF requirements in a way that suited their business. With this flexibility came a responsibility on the authorised firms to be able to justify their approach to the FSA and demonstrate that a TCF culture has been implemented.
41. In December 2008, the FSA also conducted a thematic review of SIPP operators to determine the extent to which they were adhering to their principles and rules. It found that some SIPP operators:

· fell short of the TCF requirements;

· misunderstood their responsibility for the quality of the SIPP business they administer;
· had accepted business without the necessary due diligence or without regard for future business planning; and  
· had problems with their systems and controls             
42. This review recommended that SIPP providers should:

· monitor and bear some responsibility for the quality and type of business introduced to them;

· be responsible for the compliance aspects of individual SIPP advice; 

· routinely record and review the type and size of investments recommended by advisers; and

· request copies of suitability reports.
These recommendations implied that a SIPP operator should be expected to determine whether the advice given by an IFA was suitable (even though it was rarely in possession of all the facts).    

43. From the available evidence, it is clear to me that the three failed investments had been made by Mr Holy on each occasion only after he had received and accepted the advice of BLFML and that they were all made prior to the release of the FSA report on SIPPs in September 2009.  All these investment decisions had therefore been made by Mr Holy when there had been a lower level of regulation of SIPPs by the FSA and the duty to undertake due diligence on investments had been less stringent. 

44. As the investments were made before the findings were published, in my view, the basic checks which HMGL/HMTL undertook at the time were therefore sufficient to meet the requirements imposed on them by HMRC for such investments.
45. Although HMGL/HMTL have not been able to produce contemporaneous evidence showing that such due diligence checks were carried out, this does not mean that they were not done.  Their explanation is reasonable and I do not consequently find that a lack of evidence of the checks constitutes maladministration on the part of HMGL/HMTL.      

46. I also agree with the view expressed by HMGL/HMTL that it is rather unfair to assume that the increased regulatory approach taken by the FSA on SIPP investments which became effective only after the report was issued should be applied to investment decisions made prior to its publication (such as those for Mr Holy’s investments in JV2, JV3 and Dubailand). 
47. Furthermore, it is important to understand where responsibility lies within the relationship between the IFA and the SIPP provider. SIPP providers can offer guidance, help and support when looking at particular investments, especially those of a more esoteric nature, but the responsibility for ensuring that the investment is appropriate and suitable lies with to the IFA.         

48. SIPPs offer plenty of choice to adventurous pension savers who want to invest outside the mainstream. HMRC rules render certain types of investments off limits because they will not attract tax relief. Direct investment in residential property, for example, is not eligible for tax relief. It is, however, possible to invest in it via a SIPP using a collective fund but fairly strict criteria apply to the creation of these so-called “genuinely diverse commercial vehicles”. 

49. Whether such esoteric investment ideas involving property may be considered suitable for a SIPP is up to the investor. If he/she has an IFA (such as Mr Holy) and things go wrong, in my view, the IFA should be taking full liability.                            

50. Although SIPPs are a tax efficient and flexible way of saving for retirement, they are only appropriate for people who want to control and actively manage their pension investment. Mr Holy has however clearly signed an agreement setting out the level of personal responsibility which he has taken on. 

51. By signing the Form, he had declared to HMGL/HMTL that he fully understood and agreed that:

· they would not provide him with personal financial advice and did not have a duty to ensure suitability of the chosen investments for his SIPP;

· he would hold HMTL indemnified against any claim in respect of SIPP investment decisions for which he would be solely responsible; and
· he had read the Trust Deed and Rules and agreed to be bound by the provisions in them 
In my view, the Trust Deed and Rules (as subsequently amended) made it clear to Mr Holy that HMTL had to follow his investment instructions unless, in the opinion of HMGL, by doing so HMRC rules would be breached.    
52. His aims and attitude to risk are likely to change over time. It is therefore important for him to review his investment strategy on a regular basis (after seeking independent financial advice, if necessary) and switch any investments which he feels are not performing as well as they should be.
53. There is a wide spectrum among SIPP operators ranging from those who will accept all sorts of investment in their SIPP wrapper to those who limit the investments to tried and tested assets. Esoteric investments in SIPPS involving unlisted UK companies investing in projects abroad are not universally accepted by all SIPP providers because of the lack of transparency of what they are involved in.      

54. But if HMRC allows an asset class to be invested in a SIPP, providers can follow suit although they need to consider whether it is worth the risk and the costs of allowing these additional investment capabilities within a SIPP given likely volumes.
55. HMGL/HMTL seems to take a less conservative line than other providers in what they allow in their SIPPs. They are perfectly entitled to do this however and it appears that any investment which does not give rise to a tax/property charge may be put into one of their SIPPs.
56. Different and specific due diligence processes are necessary for some asset classes such as overseas property (which are subject to their own regulations), HMGL/HMTL, however, are only interested in the views of HMRC because their SIPP is a UK pension fund. Consequently they look at the foreign structure and apply that back to the SIPP rules applicable in the UK. In my view, this approach does not seem an unreasonable one to take with overseas investments (such as Dubailand) in Mr Holy’s SIPP.
57. The evidence therefore falls short of establishing that injustice was caused to Mr Holy as a result of any failure on the part of HMGL/HMTL to exercise due care and diligence in the conduct of business with him. They are consequently, in my opinion, not liable for any loss in the value of his SIPP investments.

58. I do not uphold Mr Holy’s complaint.

JANE IRVINE

Deputy Pensions Ombudsman 

5 October 2012 
APPENDIX

Relevant Paragraphs Taken From “The Adviser Support Programme Guidance Notes - Criteria for Accepting Investments” (published in August 2011)
Overview

As trustees of the pension scheme we have a duty of care and are required to act prudently, conscientiously and honestly when making decisions in respect of the scheme. We must act in the best interests of the member as beneficiary of the scheme. In some instances this may be different to their best interests personally outside the pension.
Standard investments are those that are FSA regulated or traded on a recognised exchange or market. For all other investments we have to do further checks before we can accept them. We do not allow any of our SIPP…schemes to make investments in taxable property, to invest when in our opinion there is a significant risk of unauthorised payment charges, or where we do not believe the investment to be in the beneficiary’s best interests, as this would be a breach of our duty of care. This should not be confused with giving advice, which is your responsibility as the Financial Adviser. 
Your responsibility    

As the Financial Adviser recommending the investment you are responsible for determining whether it is appropriate for the member, this is not something we would comment on. We would expect you to have considered the member’s attitude, the need for liquidity and explained to the member the level of consumer protection available with the investment (if any).
We would also expect you to have carried out your own due diligence on the investment provider, taking into account their reputation and security.

Due Diligence  

We will carry out due diligence on the investment. This will include looking at the structure of the investment, checking contracts and any brochure or other marketing literature. The purpose of this is to ensure that the promotional literature matches the facts and establish how the pension gets a return on the investment (to check that it would not be classed as trading).

We will also perform checks on the company, or companies, behind the investment including carrying out Creditsafe reports as appropriate. This is to check that the information provided to us about the company is correct, that the company is trading and to check who the directors are.
Summary

Our objective in reviewing investments is to protect the member’s interests and ensure no unnecessary tax penalties are incurred. We will only turn down investments for good reason, and we will explain these to you in full. Our aim is to give you confidence in the knowledge we have carried out thorough checks and, if we do turn down an investment, for you and your client to understand why investing via a pension scheme would not be in their best interests.            
---------------------------------------------------------------------------------------------------------------
Relevant Paragraphs Taken from “FSA Self-Invested Personal Pensions (SIPP) operators – a report on the findings of a thematic review” (published in September 2009)

The specific activity of administering Self-Invested Personal Pensions (SIPPs) has been regulated by the FSA…since 6 April 2007. In December 2008 we began a thematic review of small SIPP operators…to determine the extent to which they are adhering to our Principles and Rules.

In this report, we describe the findings of this thematic review, and make clear what we expect of SIPP operator firms in the areas we reviewed…

We are asking everyone receiving this report…to review their business in light of its contents…firms unable to demonstrate that they have analyse their systems and controls as a result of this thematic review, and made any appropriate improvements, may be the subject of a further regulatory investigation.           
We encountered a relatively widespread view among small SIPP operators that they bear little or no responsibility for the quality of the SIPP business that they administer…

We agree that firms acting purely as SIPP operators are not responsible for the advice given by third parties such as IFAs. However, we are also clear that SIPP operators cannot absolve themselves of any responsibility, and we would expect them to have procedures and controls…enabling them to identify possible instances of financial crime and consumer detriment such as unsuitable SIPPs.

Of particular concern were firms whose systems and controls were weak and inadequate to the extent that they had not identified potential instances of poor advice and/or potential financial crime. Depending on the facts and circumstances of individual cases, we may take enforcement action against SIPP operators who do not safeguard their customers’ interests in this respect, with reference to Principle 3 of the Principles for Businesses (“a firm must take reasonable care to organise and control its affairs responsibly and effectively, with adequate risk management systems.”)

The following are good examples of measures that SIPP operators could consider, taken from examples of good practice that we observed and suggestions we have made to firms:

· Routinely recording and reviewing the type (i.e. the nature of the SIPP investment) and size of investments recommended by intermediaries that give advice and introduce clients to the firm, so that potentially unsuitable SIPPs can be identified;  

· Being able to identify anomalous investments, e.g. unusually small or large transactions or more “esoteric” investments such as unquoted shares, together with the intermediary that introduced the business. This would enable the firm to seek appropriate clarification, e.g. from the client or their adviser, if it is concerned about the suitability of what was recommended;

· Requesting copies of the suitability reports provided to clients by the intermediary giving advice. While SIPP operators are not responsible for advice, having this information would enhance the firm’s understanding of its clients, making the facilitation of unsuitable SIPPs less likely;

· Routinely identifying instances of execution-only clients who have signed disclaimers taking responsibility for their investment decisions

---------------------------------------------------------------------------------------------------------------
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