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PENSION SCHEMES ACT 1993, PART X

DETERMINATION BY THE PENSIONS OMBUDSMAN

Complainant
:
Stuart Oram

Scheme
:
The Swire (1989) Retirement Benefits Scheme

Respondent
:
The Scottish Life Assurance Company

THE COMPLAINT (dated 14 February 2001 )

1. The complaint fell into two parts.

1.1. Firstly, in essence the Complainant alleged that the Respondent unlawfully applied an excessive and unsubstantiated surrender penalty in the sum of £160,199.34 to the transfer value on the discontinuance of an insured arrangement between the trustees of Scheme and the Respondent.  The Complainant claimed injustice asserting that the sum deducted represents a significance loss which will not now be available for the provision of Scheme benefits.  It was submitted that although the intention is that the Complainant’s benefits will be met, if events arose bringing the Scheme into deficit, this would not be so; and that in the event that there is a surplus the intention would be that the monies be used for benefit increases.

1.2. Secondly, the Complainant complained about various other acts and omissions by the Respondent, for example, transfer values for other members leaving the Scheme being calculated incorrectly, incorrect statements of accounts being produced, policy terms and definitive Scheme documentation not being produced. This part of the complaint was not accepted for investigation because no injustice was claimed to have been caused to the Complainant as a result of the alleged maladministration.  To the extent that injustice is caused because the alleged poor administration led to termination of the contract on unlawful terms this is considered below.

JURISDICTION

2. Extensive correspondence passed between the Respondent and my investigator concerning jurisdictional issues about the first part of the Complaint.

3. In brief, the Respondent asserted that: 

3.1. I did not have jurisdiction to look at the first part of the complaint as a dispute (the basis upon which it was first referred) or as a complaint;

3.2. the Complainant was out of time under regulation 5 of the Personal and Occupational Pension Schemes (Pensions Ombudsman) Regulations 1996 and the Limitation Act 1980; and

3.3. the Respondent was not a manager for the purposes of the Ombudsman’s jurisdiction.

I considered that I had jurisdiction to investigate this part of the Complaint.  As I do not propose to uphold the Complaint I have not sought in this Determination to set out the jurisdictional arguments.
MATERIAL FACTS

4. On 28 December 1988 the Scheme trustees completed a policy application.  The policy underwriting the Scheme was a “Crest Growth” unit linked pension policy.  The policy application provides 

“Application to be completed by Trustees 

---------- ------------------------------------------------------(the Scheme)

We, the Trustees of the Scheme, hereby:

(a) Request [the Respondent] to issue us a Policy or Policies securing benefits for Members of the Scheme and agree that the proposal … shall form the basis of the contract hereby proposed.

…

A copy of the terms and conditions on which the contract is made and a copy of this completed proposal form is available on request.”

5. A Technical Guide for Crest Pension Plans dated May 1988 was produced by the Respondent.  The Technical Guide set out details of the Crest Secure Pension Plan and the Crest Growth Pension Plan on, for example, key features, death and disability benefits and technical details.  The Crest Growth Pension Plan is described as a retirement contract for a company scheme designed for tax approval and offering the opportunity of investment in a unitised With Profits Fund and ten unit-linked Pension Investment Funds. In the technical details section the following provision is made -

“SCHEME DISCONTINUANCE

(a)The scheme may be left in paid-up form in which case the value of the Accounts will be determined by the value of the units allocated provided the scheme has been in force for three years.

(b) If a transfer value is taken, the value of the Accounts may be reduced to recover expenses and in the case of With Profits Fund units, to reflect investment conditions at the time.”

Broadly, the Technical Guide also provides that transfer values may be reduced to recover expenses on leaving service or the scheme.

6. In the technical details section for both the Crest Secure Pension Plan and the Crest Growth Pension Plan there is also the following provision -

“GUARANTEES

The terms and conditions of the contract described above may be altered at any time but the terms and conditions applying at the commencement of a scheme will be guaranteed for period of three years.”

7. No policy documentation was issued in respect of the Scheme.

8. A policy for another scheme (claimed by the Respondent to be the first Crest Growth Policy ever issued) for 1990/1991 and a specimen Crest Growth policy for 1994 provided the following type of wording-

SCHEDULE I

GUARANTEES AND SURRENDER VALUES

Except where provided to the contrary in the Policy surrender values are not guaranteed and are determined by the Actuary.
SCHEDULE J 

DISCONTINUANCE:

TERMINATION OF …ACCOUNTS
[The trustees] may, at any time, give written intimation to the [Respondent] that the surrender value of the … Accounts, after deduction of the [Respondent’s] expense and other charges, is to be repaid………..

The surrender value of the …Accounts...  will be as determined by the Actuary.

9. In or about October 1994 the trustees decided to terminate the policy with the Respondent.  

10. On 10 November 1994 the Respondent wrote to M J Melville, a trustee, and said

“…

The points on which you are expecting a response concern the charges which have been made and the amount of transfer value and any penalty.  At the meeting I did explain how the charges operated within the contract, including the fact that they cover not only the ongoing expenses of administrating the scheme but also the recouping, over the period of the contract, of the high initial expenses incurred, including commission to your agent.  We have given further consideration to this aspect and reviewed the charges made but do not feel that there is strong case for rebating any of the charges.

I did also outline at the meeting the basis on which we calculate the transfer value for the scheme as a whole.  As explained, there is provision for a reduction to recover expenses and I did add at the end of the meeting that I did not expect that the penalty would be nil.

We have now carried out a full calculation of the transfer value available should the existing fund be moved. …

As an alternative to realising the units on taking a transfer value, it is possible to leave the units in existing form even though no further premiums are being paid to [the Respondent].  Benefits in accordance with the rules of the scheme could be paid by realising the units at the relevant time and with the passage of time it would be reasonable to expect that the level of penalty would reduce.

Should the Trustees decide to proceed with the transfer …”

11. On 15 December 1994, the Respondent wrote to Mr Stirling, a trustee, and stated

“…

- 
Although the policy document itself has not yet been issued, the contract is established through the signing of the proposal form and the subsequent transactions between the parties, in accordance with the terms and conditions of the contract.

- I confirmed to you that under general law, reinforced by the Financial Services Legislation, Heaths acted as your agent.  They provide independent financial advice to you and then place business with ourselves subject to agreed terms.

- 
 I confirm that the reduction quoted was applied to the selling price of the units.

We are now proceeding with the formalities necessary to enable the transfer to take place …”

12. On or about 29 December 1994 a transfer payment was made reflecting the deduction which gives rise to this Complaint.  

13. On 22 August 1996 the Respondent wrote to the trustees solicitors and stated

“Attached is a copy of the policy application [signed by the trustees].  Pursuant to that we did of course underwrite the Scheme.  For your information a copy of the Technical Guide provided for use by advisers and their clients at that time is also enclosed.

Your clients are of course deemed to have been aware of, and accepted, the contract terms and I enclose a copy of the relevant policy wording.”

A specimen Crest growth policy for 1994 was provided (see paragraph 8).

14. In July 2000 the Respondent provided the trustees with 

· three sheets of numbers about the surrender value calculation;

· some manuscript calculations from the actuary;

· a note headed ‘Derivation of the 17.4% and 8.3% Factor’; and a copy of an internal memorandum from the Respondents pensions accounts.

15. The note headed ‘Derivation of the 17.4% and 8.3% Factor’ states -

“In 1992/93 [the Respondent] introduced a system to calculate the surrender penalty to be applied when a Crest growth …policy was surrendered.  We required a process which would be simple for our staff but which would also recover the expenses that [the Respondent] had incurred under a policy that had not yet been recouped through the various policy charges.

The model used looked at the cash flow in, the commission paid, [the Respondent’s] expenses incurred and the expense recoveries.  The model allowed for the fact that a variety of commission bases were in force within the market place at the time and that the terms of our contracts varied in order to take-over these outlays.  The incidence of [the Respondent’s] expenses were considered to be 40% of any increment premium plus 4% renewal premium in any year.  It was however decided that where the annual premium to the contract exceeded £40,000, that [the Respondent’s] expenses did not increase in the same pattern but were 4% of all premium in excess of £40,000.  It should be noted that the commission paid to the independent financial advisers was not restricted by such a premium size.

Consequently, the model was run on the two [Respondent] expenses bases separately.  This would identify one set of factors which would apply in respect of the first £40,000 of premium and another set of factors for any premium in excess of £40,000.  Where a contract had a premium in the final year in excess of £40,000, the two factors based on the elapsed term would be weighted by the relative amounts of annual premium in the last year prior to the termination in order to produce an average factor for the policy.

These factors were utilised by our clerical staff to calculate the “standard” penalty to apply on a policy surrender.  Where the nominal value of the policy i.e.  period to application of any surrender factor, exceeded £250,000, the case would be referred to an actuary for assessment as to whether the penalty factor was appropriate or not.  When such a referral took place, a more detailed analysis of the cashflow within the contract would be carried out.  This more detailed analysis would look at the actual premium payments and commissions payments of the particular policy.”

16. The figures provided by the Respondent for the Scheme stated that the factors were 17.40% and 8.30% with an average penalty factor of 9.76% applied; and the actuary’s manual calculations in manuscript referred to a “standard penalty”.

SUBMISSIONS

17. The essence of the Complainant’s submissions are set out below.

17.1. The Respondent had no legal authority to make the deduction of £160,1999.34.  No policy documentation was issued. When pressed in 1996, the Respondent advised that the retainer with the trustees was governed by the terms of a specimen policy dated 1994.  This policy cannot constitute the terms of the retainer – it came about after 1988 and therefore is not indicative of that specimen policy around 1988/1989.  The trustees cannot be bound by a policy not even in place.  At the same time the Respondent provided a copy of the Technical Guide which it now cites as the only document setting out the terms of the relationship between the parties but before now there was much confusion as to what were the governing terms (see paragraphs 11 and 13).  A review of the trustees’ files indicates that neither of these documents had been made available during the administration by the Respondent.

17.2. In any event, the Technical Guide refers only to the possibility (the use of the word ‘may’ being used) of recovering expenses.  The word expenses is generally understood to mean money which has actually being paid out to meet costs incurred.  The Technical Guide may have stated that expenses arising from administering a transfer value may be taken but does not refer to the possibility of imposing a surrender penalty.  In the absence of a further specific power to apply a surrender penalty to the account it is difficult to see how such a surrender penalty could therefore fit into this definition of expenses as surely the deduction of a surrender penalty goes further than recovering costs incurred during the process of releasing the funds i.e.  administering the transfer value.  Nor is specific provision made to recoup commission.  The commission cannot be an expense of the Scheme as a result of the transfer out and further it is the employer who meets Scheme expenses.  Further the payment out of the policy is not permissible under section 590 of the Taxes Act 1988 as it is not a relevant benefit.  Commission paid for securing new business ought to be considered as an expense incurred by the business in the promotion of enterprise and not an expense of the Scheme. Heaths were not agents for the trustees but sold the policy to the trustees as agents for the Respondent.

17.3. After much dissatisfaction with the administration carried out by the Respondents the trustees had no faith and felt they had no choice but to terminate the policy when it did.  It was not a reasonable option to continue the relationship.  It proceeded with the transfer not knowing the breakdown of surrender penalty.

17.4. The level of the surrender value remains unsubstantiated i.e.  there is no reasonable convincing and comprehensive evidence of the actual basis on which the Respondents’ calculations were made has been produced.

17.5. The level of the penalty without reasonable justification is excessive – particularly given that 97.8% of the sum deducted was in respect of recouped commission.

18. The Complainant further asserted that: 
18.1. In the absence of a policy the onus is on the Respondent to establish the legal basis for applying a surrender penalty.  If the Technical Guide did constitute the terms of the contract between the parties the Complainant would have expected the point to be taken before now.

18.2. The Technical Guide was a guide.  It was merely provided for information purposes and was not intended to constitute the terms of retainer between the trustees and the Respondent.  A large part of the Guide comprises marketing and general descriptive material which cannot be considered to constitute the terms. The section relied upon should have been headed terms and conditions and not ‘technical’ if the provisions were to have contractual effect. This suggest that the ‘technical details’ are not the terms and conditions referred to in the proposal.  The wording used is more descriptive and less comprehensive than one would expect in a document which constitutes stand terms and conditions.  The reference to “terms and conditions described above…” under the heading “GUARANTEES” is consistent with the assertion that the Technical Guide is only meant to be descriptive.

18.3. Assuming that the Technical Guide does not form the terms then in the absence of an express provision it is not accepted that the Respondent can place any reliance on an implied term or assumption that a surrender penalty would have been negotiated on termination.  In order to be an implied term the surrender penalty would have to be deemed to be necessary for business efficacy.  It is impossible to define such an implied term with certainty because provisions would vary with insurer. Finally, in the absence of provisions to the contrary, the trustees are at liberty to terminate the retainer on reasonable notice without the imposition of the surrender penalty.

19. The thrust of the Respondent’s submissions are summarised as follows-

19.1. The relevant terms and conditions comprise the Technical Guide.  The Technical Guide represents the only terms and conditions issued by the Respondent before the issue of policy documentation.  There were no other conditions in existence at the time and no other document capable of governing the relationship between the parties.  The only express right to any payment on termination is found in the Technical Guide.

19.2. It was the practice not to issue formal policy documentation until the definitive deed was executed and in the circumstances the existing contractual terms are that set out in the Technical Guide. But if policy documentation had been issued a surrender provision would have been included.

19.3. The deduction of commission payments from the surrender value plainly represents the deduction of expenses as permitted by the Technical Guide.  The respondent did incur costs as they had to pay Heaths, the independent financial adviser (IFA), for the trustees.  “Expenses” is plainly capable of being interpreted as any expenses incurred in connection with the policy including the cost of setting it up.  In any event commission payments to establish the policy are properly regarded as expense of the Scheme.  The level paid was no higher than was usual in the industry at the time. The level of the commission paid would have been within the limits imposed by LAUTRO at the time.  It is common practice to recoup commission over a policy’s lifetime but if the policy is prematurely terminated the outstanding liability is deducted as a single lump sum as in the present case.

19.4. Copies of the Technical Guide were available on request.  The policy commenced on or about 5 January 1989 and a draft definitive deed was supplied by the Respondent to the trustees in 1990.

19.5. Contemporaneous correspondence demonstrate that Heaths were agents to the trustees.  They were not authorised representatives of the Respondent – this would be inconsistent with their role as an IFA to act as agent for one particular company.  In making a recommendation that the policy be purchased, Heaths’ would have implicitly be giving advice because in making the recommendation it would have surveyed the market.

19.6. In October 1994 the trustees decided to terminate contributions to the policy and requested a transfer value.  The respondent incurred commission and administrative expense in relation with the policy.  Had the policy continued, those expense would have been recovered over its lifetime.  The outstanding commission (paid to Heaths) was £156,779.  The total amount of expenses was £160,000 (commission costs and administrative expenses for example for actuarial work, answering technical questions, producing documentation, benefit statements, and updating records).  The deduction was calculated by a qualified actuary and fairly reflected commission and expenses already incurred by the Respondent in relation to the Policy.  There is no reason why other policy holders of the Respondent should bear those expenses.  The deduction amounted to only 9.76% of the total value of the policy.

CONCLUSIONS

20. For the reasons set out below I conclude that the Respondent can deduct commission when calculating the transfer value on cessation of dealings.

21. It is not disputed that there exists a contractual relationship between the parties. But the scope and application of the surrender terms are in dispute.

22. Having regard to all the evidence before me,  I consider that the surrender terms of the contract are evidenced by the Technical Guide.  On 28 December 1988 the Scheme trustees completed a policy application requesting the Respondent to issue a policy securing benefits and agreed that the proposal should form the basis of the contract proposed. The policy application states that the terms and conditions on which the contract was to be made were available on request.  A Technical Guide dated May 1988 produced by the Respondent contains a technical details section about Crest Growth contracts.  Provisions therein referred to are stated to be the terms and conditions applicable to those contracts.  The Technical Guide and its application to Crest Growth policies is generic.  Provision is made to alter the generic terms and conditions but to the extent that they apply at the commencement of a scheme they are guaranteed for a specified period.  Without evidence refuting why those terms should not apply I conclude on the balance of probabilities that they are the relevant terms.

23. I do not accept the Complainant’s argument that because the Respondent did not refer to the Technical Guide at the outset when liasing with the trustees this means that this is not the relevant document evidencing the contractual terms.

24. The provisions are expressly stated to be the terms and conditions for the policy.  That they are to be found under a section headed ‘technical details’ in a Technical Guide that provides a range of information does not mean that they offer only guidance rather than being the definitive terms.

25. Because the trustees did not obtain the Technical Guide does not negate the Respondent’s right to take account of expenses.  The documentation was available on request.

26. The parties have referred me to the provision set out in paragraph 5 above as being the relevant provision if I find that the Technical Guide governs the policy contract.  Looking at this provision, I find that there is no express qualification nor am I satisfied that it is implicit that the provision provides that the only expenses that may be recovered are those arising from administering the transfer value.  “Expenses” is not a term which is defined.  I do not consider it unreasonable, bearing in mind that it is envisaged that the policy contract is being brought to an end, that the wording is sufficiently wide to include any expenses in connection with the policy including the cost of setting it up, for example, commission costs.

27. The discretion to take account of expenses is non-fiduciary – its function is to protect the Respondent’s own position.  There appears to be no formal obligation that the Respondent should subordinate its interest for those of the policy-holder or members.  Having regard to the evidence I consider that the Respondent may take account of his own interests specifically to recoup expenses such as unrecovered commissions paid at the commencement of the policy to the extent that they have not been recouped.

28. There is no evidence to suggest that the Respondent’s exercise of discretion was flawed by some improper or unconscionable behaviour.

29. Looking at with-profits generally, deduction for commission can and is usually made.  More particularly, I consider that commission payments incurred in establishing the policy are expenses of the Scheme.  The payment of expenses does not offend the principle that benefits which are provided must be relevant benefits.

30. It is not necessary to determine whether Heaths were agents for the Respondent or the trustees on the basis that their costs were incurred by the Respondent in connection with the policy contract.

31. Even assuming that the provisions are not as I have interpreted, or that the Technical Guide did not govern the discontinuance terms and that there are no other terms in existence, I would be minded to find that in the situation where the entire policy is being discontinued it would not be unreasonable for the Respondent to recover its costs.  There is no evidence suggesting that the Respondent’s decision to recoup expenses was flawed by some improper or unconscionable behaviour.

32. It may be that the entitlement to take account of expenses on surrender could be implied from previous course of dealing. For example, in 1983 the trustees had entered in pension policy for another occupational pension scheme with the Respondent which provided that on surrender the sum payable would be that determined by its actuary.  And as I said above, it is common place and knowledge in the insurance market that such terms apply.

33. I turn now to the Complainant’s assertion that the level of the penalty without reasonable justification is excessive – particularly given that 97.8% of the sum deducted was in respect of recouped commission.  I am not satisfied that exercising the power to recoup the stated amount of expenses was so unreasonable that no reasonable person would have made the decision.  No evidence has been provided demonstrating that the amount deducted is perverse.

34. Finally, dealing with the complaint that the level of the surrender value remains unsubstantiated, the Respondent has produced detailed calculations together with explanatory material.  Without more (and no further evidence has been adduced), I am not satisfied that there is merit in the Complainant’s allegation.

35. Accordingly, I do not find that the actions complained of amount to maladministration.

DAVID LAVERICK

Pensions Ombudsman

2 September 2002
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