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PENSION SCHEMES ACT 1993, PART X

DETERMINATION BY THE DEPUTY PENSIONS OMBUDSMAN 
	Applicant
	Mr L Reed

	Scheme
	HBOS Final Salary Pension Scheme

	Respondent(s) 
	Lloyds Banking Group (Employer) (the Group)

HBOS Final Salary Trust Ltd (the Trustee)


Subject

Mr Reed disagrees that his July 2010 salary increase should be subject to a pensionable salary cap introduced in April 2010.

The Deputy Pensions Ombudsman's determination and short reasons

The complaint should not be upheld against either the Lloyds Banking Group or HBOS Final Salary Trust Ltd because Mr Reed entered into an extrinsic contract with the Group which varied the definition of pensionable salary.
DETAILED DETERMINATION

Material Facts

1. Mr Reed was employed by HBOS plc in the Wealth Management division. HBOS plc was acquired by Lloyds TSB Bank plc in January 2009. They became the Lloyds Banking Group. In March 2009, the Group advised employees that it would be reviewing its terms and conditions of employment. In December 2009, the Group announced its proposals for harmonising terms and conditions across the organisation. The proposals were set out in a booklet, ‘One Bank Our Terms and Conditions’, and on a dedicated website accessed through the Group’s intranet.

2. One of the proposals set out in the booklet was that annual increases to pensionable salary would be capped at the lower of 2% or the Retail Price Index (RPI) (the Cap). There were also to be changes to the grading structure across the Group.

3. In March 2010, Mr Reed received notification that he would become a Senior Associate on completion of training. The notification letter stated,

“Please note, no changes will be made to the current remuneration package until the scheme changes in H2.”

4. Also in March 2010, the Group posted a message on its intranet referring to changes to its pension schemes. Amongst other things, this confirmed that, from 2 April 2010, pensionable salary would be subject to the Cap. The message stated that “The 2010 pay award being implemented on 1 April will be fully pensionable”. It also stated that the changes would apply to all Defined Benefit pension scheme members and that “Pay awards made from 2 April 2010 onwards (whether as part of the annual pay round, on promotion or otherwise) will be subject to the new cap”.

5. A further document relating to the changes in terms and conditions was issued by the Group in May 2010. This also stated that annual increases to pensionable salary would be capped and that the change was effective from 2 April 2010. An announcement was also posted on the Group’s intranet which (amongst other things) stated,

“... where colleagues are below the minimum of their new pay range, and have a salary increase to bring them up to the minimum on 1 August 2010, that increase will not be subject to the pensionable cap”

6. The August date was subsequently changed to 1 October 2010. A FAQ document on Basic Pay explained the Group had adopted a single pay policy and confirmed that no-one’s pay would be reduced and that there was money available to bring people up to the minimum of their new pay range. In answer to the question, “Will all colleagues get brought up to the minimum of their pay range ...”, the document explained that there might be exceptional circumstances where this did not happen and cited where someone was in a review period or had chosen not to accept a salary increase. The document went on to state,

“Which grades will the ‘Bring to Minimum’ rises apply to?

Colleagues at new Grades A-G who are in scope for the new harmonised pay approach will automatically be brought to the minimum of their new pay range ...

Will the Bring to Minimum increase be pensionable ...

The Bring to Minimum increase will be fully pensionable i.e. not subject to the pension cap.”

7. On 25 June 2010, the Group wrote to Mr Reed to confirm that his basic salary would be £60,000 p.a. with effect from 1 July 2010. The letter stated,

“Our general announcement on 18th March 2010 stated that ... we were making changes in the way in which your salary is taken into account for pension purposes. In line with this, our offer of increased salary from 1st July is made subject to terms and conditions which are described in more detail in the attached Pension Supplement. If you wish to accept the increase to basic salary, you must accept the attaching terms and conditions. The Pension Supplement explains more about how you can do this and what to do if you do not accept.

The details given in this letter are set out on the assumptions that you accept the offer of increased basic salary and the attaching terms and conditions. If you wish to accept the Offer, you do not need to take any action. If you do not accept the offer, the details will be modified as described in the Pension Supplement.”

8. The Pension Supplement reiterated that the offer of increased salary was made subject to Mr Reed accepting the attaching terms and conditions. By accepting the offer, Mr Reed would agree to the following terms applying to “any increase in basic salary effective on or after 2 April 2010”:

Any increase in basic salary would not be included in pensionable salary at all until the next 1 April following the increase;

On any 1 April commencing with 1 April 2011, pensionable salary increases would be subject to the Cap “operated by the Company from time to time”;

The Cap would apply for the purposes of calculating all benefits under the Scheme, including those accrued to date, other than lump sum death in service benefits; and

The Company could vary the operation and extent of the Cap at any time provided that it notified Mr Reed no later than the time at which it made an offer to increase his basic salary on or after 2 April 2010.

9. The Pension Supplement went on to say that, by accepting the offer of a salary increase, Mr Reed agreed:

That the arrangements as described would have effect regardless of the terms of the trust deed and rules of the Scheme and would override those provisions;

That, where it was possible to amend the trust deed and the Trustee agreed to do so, he consented to any amendments made as a consequence of the application of the Cap;

All member literature was to be read subject to the provisions;

The Trustee was entitled to rely on his acceptance of the offer and treat it as a direction to operate the Scheme and pay benefits as described notwithstanding the trust deed;

He would have no claim against the Group or the Trustee for pension benefits in excess of those calculated by reference to the Cap; and

If the restriction on pensionable salary was held to be ineffective for any reason, the Group may take such steps as it deemed appropriate to recover any pay increases.

10. The Pension Supplement continued,

“If you wish to accept the Offer, you do not need to take any action. By continuing to work and accepting the increase to basic salary as proposed, you will be deemed to have accepted the Offer.”

11. It then explained that, if Mr Reed wished to reject the Offer, he should contact an ‘Advice and Guidance’ helpline in the first instance and that he would be required to complete a form before any award was made. Mr Reed was also told that, if he rejected the Offer, he would not receive the increase to his basic salary as described in the accompanying letter.

12. Mr Reed sent an e-mail to ‘Advice and Guidance’, on 30 June 2010, stating that he was happy to accept the change of pay, but not that the increase would be subject to the Cap. On 29 October 2010, the Group’s HR Director wrote to Mr Reed confirming that his increased salary was subject to the Cap. On 22 February 2011, the Group sent Mr Reed a further e-mail confirming that his salary increase was subject to the Cap.
13. Mr Reed subsequently submitted a grievance, which has not been upheld.

Mr Reed’s Submission

14. Mr Reed submits:

He has been disadvantaged because, at the time of his promotion, positions in his division were ‘out of scope’ for harmonised terms and conditions.

Although his promotion became effective on 26 March 2010, the associated salary increase was deferred until 1 July 2010. During this period of deferment, the Cap was introduced.

Other than his promotion, he received no other pay increment in 2010 to reflect his annual appraisal rating.

There was no mention in his appointment letter or the reward scheme rules of a cap on pensionable salary. He is of the view that the divisional reward team were unaware of the Group’s proposal to introduce the Cap and that it was not the intention that it should apply to his pay rise.

His promotion was based on a points system which included the previous year’s performance. His annual pay increase, which would normally have been paid in January, was reflected in his promotion and deferred.

He understood that all ‘bring to minimum’ pay increases during 2010 were to be exempt from the Cap. As his promotion to a new role with a defined salary band was confirmed before the introduction of the Cap, his salary increase to ‘entry level’ should be fully pensionable.

He does not have an issue with the Group introducing the Cap, but he does not believe that it has been applied correctly in his case. He raises the following questions:

-
Should the Cap have been introduced during ongoing pay negotiations?

-
If a ‘bring to minimum’ pay commitment is made, should this apply to all staff equally?

-
Should annual pay increases based on performance be delayed when a cap on pensionable salary is about to be introduced at Group level?

If he had known that the Cap would be introduced while he was waiting for his salary increase, he would have:

-
asked for confirmation in writing that any increase for the role he had accepted would be fully pensionable (when he received the salary confirmation letter, he refused to accept that his increased salary was not fully pensionable); and

-
asked for the performance related element of his salary increase (payable in January or March) to be unbundled from his promotion.

15. In addition, Mr Reed’s solicitors submit:

If there was any agreement reached purporting to amend Mr Reed’s entitlements under the Scheme, this has been invalidated by the Groups’ breach of its implied duty of trust and confidence, in that:

-
Mr Reed was told of his promotion prior to the announcement of the Cap and in circumstances where he justifiably expected to be paid a salary of circa £60,000;

-
Mr Reed was placed in an impossible position by the Group when he was offered a salary increase subject to agreeing to the Cap, when he had already been fulfilling the role to which the salary applied since March 2010; and

-
The Group’s decision not to exercise discretion to permit a dispensation in Mr Reed’s particular circumstances was a breach of its implied duty of trust and confidence.

The intention to introduce the Cap was not known to Mr Reed at the time he was offered and accepted his promotion. The March 2010 announcement did not refer to pay awards on promotion. Mr Reed could have expected that the terms of the Scheme would be complied with in respect of his pay increase on promotion. The position was only clarified by his employer in February 2011.
It is for Mr Reed’s employer to show that he had been made aware that any increase on promotion would not be pensionable; rather than Mr Reed having to show that he had been given a positive commitment that the Cap would not apply to his new salary.

Mr Reed was entitled to expect, at the time he accepted the promotion, that not only would he be paid a substantially higher salary, but also that it would be pensionable in full. He accepted the offer of promotion and taken steps towards its implementation in good faith, anticipating a pay rise to follow, which would be fully pensionable.
The only pay award Mr Reed received in 2010 was linked to his promotion. He was precluded from enjoying any increase in his salary during 2010 which was pensionable. The conduct of his employer was such that Mr Reed had no pay rise which was fully pensionable, in contrast to most other staff who had a fully pensionable pay rise in April 2010.

Mr Reed accepted the salary rise under protest. He had no real alternative but to accept in view of the substantial rise he would otherwise have foregone.

Disadvantageous terms were imposed on Mr Reed; his target was increased by 50% on promotion. He would not have accepted the offer of promotion on the basis of no pay increase in the light of this increase in target.

The key issue is that, when Mr Reed was promoted, the Cap was not in place.

The Scheme Rules would not permit the introduction of a pensions cap.
The Trustee’s Response

16. The Trustee submits:

The Cap was applied by the Group outside the Rules of the Scheme via a contractual agreement with employees.

The Trustee’s consent was not sought.

Mr Reed’s complaint is a matter for the Group.

The Trustee’s role is to administer the Scheme by reference to those pensionable earnings which have been agreed between Mr Reed and the Group.

Response on behalf of the Group

17. It is submitted:

Mr Reed’s salary increase was awarded on 1 July 2010, after the introduction of the Cap. The increase was not part of the usual 1 April 2010 pay review. The Cap was correctly applied to the increase.

Mr Reed’s salary increase was subject to the terms and conditions set out in the Group’s letter of 25 June 2010 and the Pension Supplement. This clearly stated that the increase in salary is conditional upon Mr Reed accepting that it is subject to the Cap.

Mr Reed’s salary increase on 1 July 2010 was not a ‘bring to minimum’ payment. The ‘bring to minimum’ promise applied to the Cross-divisional Pay Scale from 1 October 2010. Mr Reed’s division operated a separate reward system which linked salary levels to bonuses and performance targets. Unlike the majority of the Group’s employees, Mr Reed’s remuneration is not determined by his grade and is not subject to the normal pay bands applicable to his grade. For example, the upper salary level for Mr Reed’s grade (as at 1 July 2010) was £37,458, but his basic salary was greater than this before the increase.

Even if the Cross-divisional pay system had been used to determine Mr Reed’s salary, his salary was above the minimum salary for his grade throughout 2010.

Mr Reed has referred to the May 2010 document issued by the Group, but this was only a summary of proposed changes to terms and conditions for certain employees.

The March 2010 letter notifying Mr Reed that he would become a Senior Associate was not intended to be and does not constitute a contract. It was not in the form of an offer which Mr Reed could accept nor does it meet the requirement of certainty as to terms; the letter was devoid of detail.

It has been made clear to Mr Reed throughout that his salary increase would be subject to the Cap. At no point prior to the 25 June 2010 letter was Mr Reed offered or entitled to a fully pensionable salary of £60,000.

Mr Reed accepted the £60,000 salary. He purported to reject the condition that the salary increase would be subject to the Cap, but has continued to work since 1 July 2010 on the higher salary.

Scheme Rules

18. Rule 26 allows HBOS to make changes to the Scheme, with the consent of the Trustees, by way of a deed. No change may prejudicially affect the rights of any members to benefits already accrued without their consent and must comply with Section 67 of the Pensions Act 1995.

19. ‘Pensionable Salary’ is defined as,

“... the Member’s basic earnings from the Employers, inclusive of: (i) any amount by which a Member’s basic earnings are reduced under a Salary Sacrifice Arrangement; and (ii) of any other emoluments (if any) as may be notified to the Member by the Employers from time to time as being included in Pensionable Salary. However, it may be that a Member’s basic earnings increase because previously non-pensionable emoluments are consolidated into it. If so, the amount of the increase will not be pensionable unless otherwise determined at that time by the Employer.”

Conclusions

20. Under the Scheme Rules, ‘Pensionable Salary’ is defined as the Member’s basic earnings plus any other emoluments (if any) as notified to the Member by the Employers. On the face of it, that suggests that the whole of Mr Reed’s basic salary should be pensionable. However, case law
 has established that it is possible for an agreement (an extrinsic contract) between an employer and employee to override pension scheme rules in certain circumstances.

21. Case law has developed from the South West Trains case, which concerned an agreement between an employer and a trade union (and endorsed by union members via a ballot) by which pension benefits would be calculated by reference to a lower notional pensionable salary. The judge found that the agreement was contractually binding between the employer and the employees so that the employer could prevent the employees from claiming pension benefits based on the higher actual salary. Having decided this, he did not then need to decide whether the trustee could enforce such an agreement. He did say that he thought it was arguable that they could on a number of grounds, but this point has still to be determined. It is also the case that the Courts are generally reluctant to step outside a pension scheme’s formal documentation. Where they have been willing to find an enforceable extrinsic contract, the cases have involved an element of the pension calculation for which the trustees would, by necessity, have to look outside the rules, for example, pensionable salary.
22. In the NUS case, the employee had been sent a letter informing him that, during a period of secondment, pension contributions would be based on his (lower) substantive rate of pay. He challenged this and asked that contributions (and any later benefits) be based on the higher salary. The judge concluded,

“Upon its true construction read as an offer, the September Letter contained two integral interdependent elements, namely the increase in wages and the provisions about pension entitlement. The terms could not be severed. It was not open to Mr Allen to accept one and not the other. Mr Allen could not accept the increase without agreeing the terms as to its treatment for pension purposes. Accordingly either Mr Allen had to agree to both or neither. If he agreed to neither, he would receive no pay increase. The only tenable interpretation of events is that by conduct Mr Allen agreed to both. For he accepted payment of the increase and both he and the RMT continued to make pension contributions on the basis that the increase did not constitute part of Mr Allen’s basic salary for pension purposes. The Court is not precluded from reaching this view by reason only of the fact that Mr Allen sought the agreement of the RMT to improve on the terms set out in the September Letter.

... In a situation such as the present where the employer’s offer is to increase wages and there are no fresh onerous or disadvantageous terms sought to be imposed on the employee but merely a limitation on the benefits accruing from the increase in wages, it is easy to infer that the full terms of the offer are accepted, for this must on any basis be in the interest of the employee ...”

23. The circumstances of Mr Reed’s case would appear to mirror those of the NUS case. The Group wrote to him, on 25 June 2010, saying that his revised basic pay would be £60,000 p.a. and that this would be subject to the Cap. If Mr Reed accepted the salary increase, he had to do so on the basis that it was subject to the Cap. Mr Reed wrote to the Group, on 30 June 2010, saying that he was happy to accept the change in pay, but not that the increase would be subject to the Cap. However, it was not open to him to accept the increase without agreeing the terms under which it was offered; namely, that the increase would be subject to the Cap. Mr Reed continued to work and to receive the higher salary. As in the NUS case, the only tenable interpretation of events is that, by his conduct, he accepted the pay award on the terms offered.
24. Mr Reed’s solicitors seek to argue that the fact that his personal target increased by 50% was imposing a disadvantageous term on him. They also argue that he would not have accepted the promotion on the basis of no pay increase in light of this increase in target. I note, however, that it is not the case that Mr Reed found himself in the position of having to meet a target when he did not have to do so before; the target had simply been increased. Nor is it the case that Mr Reed was not offered any salary increase in recognition of his promotion (his basic salary was increased from £40,000 p.a. to £60,000 p.a.). I find that it would be overstating matters to say that there were fresh onerous or disadvantageous terms imposed on Mr Reed; rather, the offer imposed a limit on the benefits accruing from it (as in the NUS case).
25. I have, nevertheless, given some further thought to the question of acceptance. The Courts
 have been unwilling to find that merely continuing to work after a proposed variation to a contract of employment amounts to acceptance where the variation does not have an immediate practical implication. Although the cases considered did not involve pension benefits, the principle of immediate practical application would appear transferable. However, Mr Reed wrote to the Group saying that he accepted the pay award (albeit under protest). I do not find that the Jones or Khatri cases can assist Mr Reed.

26. Mr Reed has argued (or rather it has been argued on his behalf) that the Group’s actions amount to a breach of its implied duty of trust and confidence. That is, the employer should not, without reasonable and proper cause, conduct itself in a manner calculated or likely to destroy or seriously damage the relationship of trust and confidence between employer and employee
. The implied duty not to act capriciously in relation to pay has come to be seen as part of the wider trust and confidence duty. A recent case
 usefully considered the evolution of the trust and confidence duty and its application in the pension context. Briefly, the duty requires an employer:

to exercise its rights with a view to the efficient running of the pension scheme;

not to exercise those rights with the aim of forcing members to give up accrued rights; and

not to act capriciously.

27. However, the trust and confidence duty does not equate with an obligation to act reasonably. It is not a fiduciary duty and, therefore, an employer may look after its own interests, financial or otherwise, even where these conflict with those of the scheme members. The right test is one of irrationality or perversity (that is, no reasonable employer would have exercised his discretion in this way) and a breach requires conduct of some seriousness. On that basis, it would be difficult to find that the Group’s actions amount to a breach of the trust and confidence duty.
28. Mr Reed argues that, when he was promoted, he had a reasonable expectation of receiving a higher salary and that this would be fully pensionable. In the Prudential case, the judge found that members’ interests and expectations may be of relevance when considering whether an employer has acted irrationally or perversely. I can accept that, on promotion, Mr Reed had an expectation of receiving a higher salary. However, his expectation that it would be fully pensionable would appear to ignore the information available to him at the time.
29. The proposed introduction of the Cap had been publicised as far back as December 2009 with an implementation date of April 2010. Mr Reed was aware that his business area was not “in scope” and, therefore, the “bring to minimum” provisions did not apply to him. Mr Reed’s solicitors have pointed to the March 2010 announcement and say that this only referred to “annual increases to pensionable salary”; they say there was no reference to pay increases on promotion. It is a moot point as to whether “annual increases” could reasonably be taken to exclude increases on promotion. Arguably, the phrase “annual increases” refers to any increase within a 12 month period for whatever reason. However, I note that the intranet message published at the same time specifically stated that the Cap would apply to pay awards after April 2010 “whether as part of the annual pay round, on promotion or otherwise”. I do not find that the situation was not clarified until February 2011; rather, it is the case that, in the interim, Mr Reed sought to persuade the Group to treat his case as exceptional. The information he had been provided with over the period December 2009 to July 2010 was quite clear. The key issue is not when Mr Reed was promoted, but when his salary increase dated from.
30. Mr Reed may well have hoped that his new salary would be fully pensionable, but I cannot find that it was a reasonable expectation. In any event, mere expectation on Mr Reed’s part would not be sufficient for him to establish an entitlement to have the whole of his increased salary treated as pensionable. At most, it might have established a case for redress for loss of expectation. At no time, did the Group give any unambiguous undertaking to Mr Reed that he would be treated exceptionally or that the Cap would not apply to his new salary. Since, it is Mr Reed who is making the claim for his salary increase to be fully pensionable, the onus is on him to make his case. I do not find that he has.
31. In summary, I find that Mr Reed entered into an extrinsic contract with the Group which varied the definition of pensionable salary so that the Cap applied to limit the amount of increase. I do not uphold his complaint against the Group.

32. As in the South West Trains case, I do not find that I need consider whether the contract between Mr Reed and the Group would be enforceable by the Trustee. I do not find that there are grounds for me to uphold Mr Reed’s complaint against the Trustee.

33. The Trustee argues that Mr Reed’s complaint is a matter between him and the Group. That is true up to a point, but it does leave the Trustee relying on an extrinsic contract to which it is not party. A more satisfactory solution would be for the Scheme Rules to be properly amended to reflect the situation, which I understand is being considered. Rule 26 does allow the Group to make changes by deed, with the consent of the Trustee. It does also provide that no change may prejudicially affect the rights of any members to benefits already accrued without their consent and must comply with Section 67 of the Pensions Act 1995. Given that Section 67 protects substantive rights which are calculated on the basis that the member is deemed to have left the scheme just before the amendment is made, it would appear that changes to future pensionable salary are likely to comply. Mr Reed’s solicitors argue that the Scheme Rules would not permit the introduction of a pensions cap (although they offer no reasoning for this view). I find it unnecessary to consider this aspect of the case further since the calculation of Mr Reed’s pensionable salary is now subject to the extrinsic contract referred above.
34. Finally, Mr Reed has made submissions concerning the timing of his pay award, whether it relates to past performance and whether the “bring to minimum” provisions should have applied to him. These matters are more properly considered employment issues and are outwith my jurisdiction. For that reason, I have not considered them further in my determination.

JANE IRVINE 

Deputy Pensions Ombudsman 

28 March 2013 

� South West Trains v Wightman [1998] PLR 113, NUS Superannuation Fund v Pensions Ombudsman [2002] PLR 93, HR Trustees Ltd v German and another [2010] EWHC 321 (Ch), Bradbury v British Broadcasting Corporation [2012] EWHC 1369 








� Jones v Associated Tunnelling Co [1981] IRLR 477, Khatri v Cooperatieve Centrale Raiffeisen-Boerenleenbank [2010] EWCA Civ 397


� Imperial Group Pension Trusts Ltd v Imperial Tobacco Limited [1991] 2 All ER 597


� Prudential Staff Pensions Ltd v the Prudential Assurance Company Ltd and Others [2011] EWHC 960 (Ch)





-1-
-14-

