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PENSION SCHEMES ACT 1993, PART X

DETERMINATION BY THE PENSIONS OMBUDSMAN

Applicants
:
Mr A L Howard-Jones

Zinshear Limited


Respondent
:
The Equitable Life Assurance Society

Scheme
:
Retirement Benefits Scheme

MATTERS FOR DETERMINATION 

1. Mr Howard-Jones has complained that he has suffered injustice in consequence of maladministration by Equitable Life (the Society).  He asserts that the Society has discriminated against him (and he believes other assured benefit policyholders) by reducing all his allocations of bonus after 1996 by 3.5% (when he alleges the practice of reducing bonuses commenced in 1997 for declarations from 1996 onwards).

2. Zinshear Limited, as employer, also makes the same complaint against the Society.

3. In this Determination Mr Howard-Jones and Zinshear Limited are together referred to as the Applicants.

4. Some of the issues before me might been 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.

JURISDICTION

5. The Society considered that terms like maladministration and injustice in the context of section 146 of the Pensions Schemes Act 1993 (the Act) require a complainant to have been treated unfairly or inconsistently from those other policyholders who fall into the same class of policyholders as the complainant.  Alternatively, it suggested that the concept of maladministration requires an element of negligence or inappropriate dealing in the handling of the administration of the Scheme.  It considered that even prima facie the complaint does not seem to support the contention that an act or omission by the Society caused an injustice suffered by the policyholders.

6. Maladministration has been described by the courts as including bias, neglect, delay, incompetence, arbitrariness etc.  Injustice includes, for example, financial loss, distress, delay or inconvenience.  

7. Whether there has been maladministration causing injustice goes to the merits of the matter before me, rather than being a matter to be decided at the outset as a question of jurisdiction.

8. The Society is responsible for the day to day management of the Scheme and the determination of benefits payable under it.  The benefits under the Scheme are provided by a Policy, effected with the Society and established for providing and insuring benefits.  The Scheme rules provide that on retirement the member will be entitled to such pension as the Policy will provide.  A main benefit secured by the policy is a retirement benefit with profits on the member’s survival to the pension date.  The Scheme and Policy were established together as a single composite transaction with all documents provided by the Society in accordance with their standard forms.  The instruments were intended by the parties to be taken together and that is how they should be treated.  Even assuming that the Policy does not form part of the Scheme, administering the Policy is an act by the Society as manager of the Scheme.

9. If the Society did not properly administer the Policy and/or acted in a way inconsistent with the Scheme then this may amount to maladministration the alleged resulting injustice being that lesser retirement benefits are paid to the member.  

10. The term maladministration does not require that a complainant must have been treated unfairly when compared with other policyholders in the same class.

11. There is no requirement in the legislation which governs my jurisdiction for an employer who refers a matter to me to allege that it has suffered any injustice.  The reference by Zinshear Limited may be classified as a dispute falling within section 146(1)(d)(i) of the Act.  The basis is that Zinshear Limited as employer has a legitimate interest in the proper management of the Scheme.  Zinshear Limited, the employer, is also the trustee ie the grantee under the Policy, and to my mind can be granted (if appropriate) an effective remedy in its favour as trustee.  

12. The Society also asserts that the complaint was not made in time.  I consider that complaints about bonus allocations made within three years of the application to me (November 2000) are in time.  To the extent that each bonus allocation is a separate act complained of (as opposed to the act complained of being an alleged continuing breach) it is considered that it was reasonable for the complaint about the 1996 bonus declaration not to have been made within the three year period.  The 1996 bonus was notified in March 1997 when policyholders were first informed of the different rates for 1996 and the complaint was made within a reasonable period of that notification bearing in mind the ongoing litigation about the Society culminating in the House of Lord’s decision (July 2000) and the fact that Mr Howard-Jones thereafter spent time liasing with the Society and OPAS.

13. The Society asserts that to the extent that the claim made is based on the terms of the Policy which would have been evident from March 1997 the ruling of the House of Lords is irrelevant.  However, I consider that the ongoing litigation is a factor to take into account in considering whether the complaint should be accepted for investigation despite it not having been made within three years of the act complained about.

14. Finally, I have made known my own holding of an AVC arrangement with Equitable Life (such an arrangement arising from my membership in the NHS Pension Scheme).  Counsel advised that my interest (albeit small) was in the circumstances enough to disqualify me from investigating the complaint.  Both parties waived any objection on that account to my proceeding with the investigation.  

BACKGROUND

15. A paper presented to the Society’s board concerning the bonus declaration at 31 December 1996 stated- 
The Board is reminded that at a declaration an overall rate at which policies should be rolled up for the year just ended is determined.  … Part of the ‘roll up’ is used to cover the basic guarantees in the policies; part is allocated as ‘declared bonus’, and the balance is added as ‘final bonus’.  The final bonus is not a guaranteed addition…

At the 31 December 1995 declaration a total rate of 10% for 1995 was established.  For a typical pension policy there is an underlying guaranteed roll-up of 3 1/2%.  The declared bonus rate was 4% meaning that 7.5% of the overall return was allocated in guaranteed form.  

During the year the major classes of business were revised to remove the 3 1/2% guarantee implicit in the old contract terms, as referred to above.  That change brings our contracts into line with market practice, makes them easier for clients to understand, and will give more flexibility in the management of the business if we experience a sustained period of low investment returns.  It is intended, at least in current conditions, that the rate of build-up of guaranteed benefits should be similar between the old and new series contracts.  Maintenance of the 4% declared rate for the old series contracts would, therefore, imply a 7 1/5% declared rate for the new series policies.  
16. A paper presented to the Society’s board concerning the bonus declaration at 31 December 1997 stated- 

The Board is reminded that at a declaration an overall rate at which policies should be rolled up for the year just ended is determined.  … Part of the ‘roll up’ is used to cover the basic guarantees in the policies; part is allocated as ‘declared bonus’ which adds to the guarantees, and the balance is added as ‘final bonus’.  The final bonus is not a guaranteed addition…


…


For the new series of UK pension contracts introduced on 1 July 1996 there is no minimum guaranteed accumulation rate.  That means that for those contracts the rate of guaranteed growth allocated is simply the declared bonus rate.  For 1996 that rate was 7.5% p.a.  For older contracts incorporating a minimum guaranteed growth rate of 3 ½%, the declared bonus rate was 4% p.a to achieve a similar level of guaranteed growth.  

MATERIAL FACTS

17. On 9 November 1987 Zinshear Limited, as employer, wrote to Mr Howard-Jones setting out the terms under which it would provide pension and other benefits in respect of Mr Howard-Jones’ service as an employee.  The letter stated that such benefits would be provided under a retirement benefits scheme (the Scheme) established on 14 October 1987; that the benefits under the Scheme would be provided by polices effected with the Society; and that Zinshear Limited had effected one or more of such policies, details being shown on a schedule attached to the letter, which together with any further polices which it may subsequently effect was to be referred to as “the Policy”.  
18. One with-profits individual pension plan policy (number P2032021) was effected by Zinshear Limited, as employer, and held by it on irrevocable trust as trustee of the Scheme.  The current rules governing the Scheme are a standard set of rules put in place by the Society.  Benefits under the rules provide that the member will be entitled to such pension as the Policy will provide.

19. The with-profits Policy effected is the subject of guaranteed rates and guaranteed annuity rates (set out in the sixth schedule).

20. Mr Howard-Jones’ normal retirement date is 22 April 2007.  Bonuses allocated are annual bonuses.  The final/terminal bonus if paid occurs when a contractual claim is made under the Policy.

Policy terms

21. The Sixth Schedule table of guaranteed rates, provides:

“Retirement Benefit Sum Assured purchased by a Single Premium of £100.00”

Number of complete Policy Years between the Premium Day on which a further Single Premium is paid and the Pension Date 
Sum Assured

£

45
434.41

44
419.71

…
…

6
113.56

5
109.72

4
106.01

3
102.42

2
98.96

1
95.65

22. The rates shown in the table above assume that the Single Premium is payable in a series of twelve equal monthly amounts.  If one single payment of £100.00 is made the Sum Assured will be increased by 5%.

23. The above table shows incremental increases (for example £95.65 x 3.5% = £98.96, £98.96 x 3.5% = £102.42).

24. The Retirement Benefit Sum Assured (RBSA) is described as the sum so described in the Second Schedule.  

25. The Second Schedule is described as showing the relevant personal details in respect of the Policy and is deemed to form part of the Policy and the complete Policy documentation.  The Schedule takes the following extracted form -

Benefit at Pension Date

Retirement 

Benefit
Amount of single premium and when payable
£ [ ]


Retirement Benefit Sum Assured
£ [ ]


Pension Date


26. Retirement Benefit is described as the assurance in the With-Profits Class on the life of the Life Assured (Mr Howard-Jones) particulars of which are contained in the Second Schedule.  
27. Total Retirement Benefit is described as the aggregate amount of the Retirement Benefit Sum Assured (together with any related bonus) [my emphasis] and the sums assured in respect of any further retirement benefits purchased under the option contained in paragraph 1.1 of the Third Schedule together with any related bonus.

28. Related bonus is described as such sums (if any) as shall under the Rules and Regulations of the Society have been allocated by way of addition to or bonus on the Retirement Benefit Sum Assured [my emphasis] or (as the case may be) on the sum assured in respect of the any further retirement benefits purchased pursuant to the option contained in paragraph 1.1 of the Third Schedule or (as the case may be) on the Total Retirement Benefit.

29. Third Schedule (Options), 

Paragraph 1.1, 
“The Grantee shall have the option on the Premium Day in any Policy Year of purchasing upon the terms and conditions set out in this Schedule further retirement benefits being assurances in the With-Profits Class on the Life of the Life Assured payable if the Life Assured shall survive to the Pension Date”.

Paragraph 1.2 

“The Grantee shall exercise the said option by paying to the Society a further single premium or premiums … … ….”

Paragraph 1.4 

“The amount of the sum assured in respect of the further retirement benefit purchased by any further single premium shall be such proportion of the amount shown in the Table of Guaranteed Rates of Retirement Benefit endorsed hereon corresponding to the sex of the life assured and the number of completed policy years between the premium day on which such further single premium is paid and the Pension Date as the amount of such further single premium bears to £100”

Paragraph 1.5 

“Further retirement benefits (if any) purchased under option 1.1 of the Schedule shall be payable (together with any related bonuses) as part of the Total Retirement Benefit …”

30. Paragraph 3 (Record of Further Retirement Benefits and of Increases…) provides, 

“Every further retirement benefit purchased under the option contained in paragraph 1.1 … shall be recorded by means of an endorsement which shall be prepared by the Society and attached to this Policy by the Grantee.” 

31. In the Fifth Schedule (general conditions), Participation In Profits, paragraph 6 provides that the Policy “shall confer the right to participation in the profits of the Society” in respect of the Retirement Benefit Sum Assured and any further retirement benefit sum assured purchased under the option 1.1 of the Third Schedule.  

32. The Policy confers no right to participate in the profits of the Society in respect of any other benefit payable.

The Society’s articles of association

33. The entitlement of with-profits policyholders to participate in the profits of the Society is given effect by the declaration and payment of bonuses.  Bonuses are determined by directors in the exercise of a discretion conferred upon them by article 65 of the Articles of Association.  This provides (extract All ER):

(1) The Directors shall, at such intervals as they may deem expedient, but at least once in every three years, cause an investigation to be made into the financial condition of the Society, including a valuation of its assets and liabilities, by the Actuary.  Provided that in the valuation of the assets the values thereof be not estimated beyond the market prices (if any) of the same, unless for reasons to be set out in the Directors’ report to the Members upon the results of the valuation.  After making such provision as they may think sufficient for such liabilities, and any special or other reserve they may think fit, the Directors shall, at a Special Board Meeting, declare what amount of the surplus (if any) shown by such valuation may, in their opinion, be divided by way of bonus, and they shall apportion the amount of such declared surplus by way of bonus among the holders of the participating policies on such principles, and by such methods, as they may from time to time determine.  The Directors may pay or apply the bonus so apportioned to each participating policy holder, either by way of reversionary bonus (that is to say, by way of addition to the sum assured when it shall become a claim), cash payment, reduction of premium for the whole of life or any less period, or in any other way they and any participating policy holder may agree.  

(2) The Directors (after obtaining such report or reports from the Actuary as they may in their discretion consider to be necessary or desirable in the circumstances) may, in cases where participating policies become claims in the interval between two valuations, pay such interim or additional or special onuses as they shall think fit.  

(3) The amount of any bonus which may be declared or paid pursuant to paragraph (1) or paragraph (2) of this Regulation and the amount (if any) to which any participating policyholder may become entitled under any mode of payment or application of any such bonus, shall be matters within the absolute discretion of the Directors, whose decision thereon shall be final and conclusive.  

Article 57 provides:

The Directors shall not exercise any of the powers given by sub-clause F of the Memorandum of Association without the sanction of a Special Resolution to the Society.
Memorandum of Association

34.
Sub-clause F provides:
“To create or set aside out of the capital or revenue of the Society a special fund or special funds, and to give any class of its policy holders or annuitants any special right over or interest in any fund or funds so created or set aside.”

Literature
35. At around the time of inception of the Policy the Applicants received a proposal form, individual pension plan policy document and policy schedule.  

36. Letters from the Society to policyholders enclosing annual statements from 1988 to 1997 were also received.  It is not known whether the Applicants also received the February 1987 booklet and leaflets referred to in paragraphs 37 and 42 below.  

37. The bonus booklet dated February 1987 and 1988 states: 
“The essential feature of the Society’s with-profits contracts is that they effectively provide the opportunity for investment in a managed fund of assets covering a very wide range of fixed interest securities, equities (both UK and Overseas) and properties.

With every contract a fairly low minimum return is guaranteed, the guarantee depending upon the precise type and form of contract.  Earnings on the assets by way of interest, dividends and rent, as well as appreciation in market value of the assets, in excess of those required to meet the guarantees are passed on to the policyholders by way of ‘bonuses’.

Bonuses are declared and allotted following the annual valuation of the Society’s assets and liabilities by the appointed actuary.  These bonuses once allotted, themselves become guaranteed additions to the contracts.  A final share of profits is also allotted at the point the policy benefits become contractually payable.

The attraction of the with-profits system is that it provides an opportunity for investment in an actively managed and wide ranging portfolio of assets.  It also smoothes out fluctuations in earnings and asset values generally associated with investment in such portfolios.  The benefits accrue steadily throughout the lifetime of the policy.

Whilst the major part of bonuses arises from the activity associated with the investment of the premiums or contribution with-profits contracts, since the Society has no shareholders the with-profits policyholders also share in the profits made in running the rest of the business.”

38. The 1988 letter enclosing the annual 1987 statement states:

“We regard our with profits policyholders as participating in a special kind of ‘managed fund’.  The investment earnings of that fund are passed on to policyholders by means of two types of bonus: the annual reversionary bonus which steadily increases the guaranteed benefits over the life-time of the policy and a final bonus at the point at which the policy benefits become payable.” 

39. The 1989 letter enclosing the annual 1988 statement states:

“…The members, or proprietors, share in profits through bonus additions to polices and, since these additions can only be made while participating policies are in force, there is a very heavy obligation on the directors, advised by the Actuary, to ensure that bonus additions are fair.

…the benefits under our with-profit policies depend primarily on the successful investment of the premiums under these policies.  

…Further, we aim to ensure that the total proceeds members receive reflect the investment returns on the fund during the course of the policy.  However, the essential nature of with-profits business, namely the steady addition of declared and, therefore guaranteed bonuses, means that there is no automatic link between the asset values and the policy benefits”.  

40. The 1990 letter accompanying the annual statement for year end 1989 explained that: 

“The major part of the returns available for with-profits policies arises from the investment of contributions paid.

The earnings available, above the level needed to cover the build up of the basic guaranteed policy benefits, are passed on by way of bonuses of various types.  

 An important feature of our philosophy is that we aim to pay out by way of bonuses the averaged returns actually achieved.  

… The Society’s with-profits contracts contain a basic guaranteed level of benefits, expressed as, for example a guaranteed amount of fund.  A certain level of investment return is needed to cover the build-up of these guaranteed benefits.  The return in excess of that basic level is available for distribution as bonuses.  

… the earnings allocated to with-profits contracts can be regarded as used in three ways:

(1) the first ‘slice’ of earnings provide the growth in basic benefits guaranteed by the contract terms.

(2)
the next ‘slice’ of earnings is used to increase the guaranteed benefits by the allocation of declared bonuses each year.

(3)
the balance of the earnings available is granted as final bonus.”
41. Letters from 1993 to 1997 enclosing the annual statement stated that the with-profit approach had the unique feature of smoothing out the fluctuations in the investment return.  

“Under that approach, the Society determines an overall rate of return for the calendar year, which is distributed in the following three ways:
1. By accumulating, at the minimum rate of interest guaranteed either explicitly or implicitly in the policy, the part of the benefits which was guaranteed at the beginning of the year, plus further contributions less a deduction towards expenses.

2. By annual declared bonus additions which, once added, increase the guaranteed benefits under the policy.

3. By passing on the balance of the overall rate of return for the year through final bonus, which does not add to the guarantees under the contract.  The amount of final bonus is illustrated on the statement and, on request, from time to time but the amount is only finally determined at the time of the claim.


…whatever investment conditions do, in fact, emerge, the Society will strive to produce consistently fair and attractive results for with-profits policyholders.” 

42. Leaflets and booklets from 1992 describing the bonuses for each year from 1992 and the Society’s approach to with-profits business states 

“With every with-profits contract a certain minimum level of benefit is guaranteed at dates specified in the policy.  The exact nature of that guarantee depends upon the precise type and form of contract.  Earnings on the assets in the form of interest, dividends and rent, as well as appreciation in their market value are averaged out and passed on to the policyholders by way of guarantees and bonuses of various kinds.” 

The three tier structure is also described.  

43. Pension polices containing GIRs were sold up to and including 30 June 1996.  Non-GIR policies were introduced on 1 July 1996.  The Society assert that GIR and non-GIRs form a separate series of policies for bonus purposes.  
44. The wording in the letters sent to policyholders enclosing annual statements varied during the years.  For the years 1987 to 1991 the wording (rates varied) on the statement was– 

“The rates of bonus declared on with-profits retirement policies were as follows:

£[7.50] p.a for every £100 of guaranteed benefit

£[7.50] p.a for every £100 of previously declared bonus additions.”

45. For 1992 to 1995 the wording (rates varied) was set out in the letters with the annual statements and stated–

“Overall rate of return …

This is credited by way of :

basic guaranteed interest at a rate of 3.5% per annum

declared bonus rate for [year] at a rate of [4%] per annum”

46. For 1996 the wording in the letters stated -

“Overall rate of return …

This is credited by way of : Post 1.7.96 contracts Pre-1.7.96 contracts

basic guaranteed interest at a rate of 0.0% p.a 3.5% p.a

declared bonus rate for [year] at a rate of 7.5% p.a 4.0% p.a” 

47. Other bonuses literature states for 1995, for example, “4% applied to the guaranteed policy value plus previously declared bonus” and, for 1996, “4% p.a for pre-July 1996 pension contracts with a 3.5% guarantee.” 

48. Information sent to policyholders in April 2002 concerning the Society’s bonus strategy stated “…There is no guaranteed bonus for 2001 (except of course for those policies containing the 3.5% Guaranteed Interest Rate, where the annual 3.5% will be added to guaranteed policy values).
49. An undated announcement following the compromise scheme (see paragraph 52) stated– 
“The majority by value of our policies contain a Guaranteed Investment Return (GIR) feature which adds 3.5% to guaranteed policy values each year.

…we must continue to have a low proportion of the fund invested in property and shares (equity) and a high proportion in fixed interest investments such as government stocks or corporate bonds.  Doing this will enable us to honour these guarantees but it will also mean a relatively restricted bonus policy, with investment growth following through into the final bonus rather than the guaranteed bonus (other than for polices with the 3.5% GIR feature which will continue to get the 3.5% per annum increase in guaranteed policy value).”

Year 
Policy with RBSA (ie 3.5% )
Policy without RBSA

1996
4%
7.5%

1997
3%
6.5%

1998
1.5%
5%

1999
1.5%
5%

2000
0%
0%

2001
0%
0%

2002
0%
0%

50. Declared rates from 1996 were -
51. Calculations were provided by Equitable Life demonstrating that the GIR (see below) ie the increase as per Policy’s Sixth Schedule, is secured on each premium paid by Zinshear Limited.

Compromise Scheme

52. In the matter of the Society and the compromise scheme under the Companies Act 1985, Lloyd J on 8 February 2002 stated in his judgement that 

“ … many polices issued before 1 July 1996 …carry a separate guarantee called the guaranteed rate of investment return, or GIR.  This is not directly relevant to the [compromise scheme], but it is featured in some representations before me.  The guarantee is a rate of return of no less than a given amount (3.5%) on a policy-holder’s guaranteed funds purchased by premiums.  These rights would be of value when the rates of return on investments in the market are very low.  The [compromise scheme] does not affect GIR rights attached to the Society’s policies.  These rights have nothing to do with GAR rights.” 
Schedule 6 table of guaranteed rates – RBSA
53. Literature from the Society refers to the incremental increases as guaranteed policy benefits, guaranteed rate of interest or investment return.  In submissions the rate has also been referred to as guaranteed increase rate.  The Policy does not contain any of these descriptions.  However, for convenience, hereinafter the rate will be described as GIR.  

Appendices

54. Extracts from various Court judgements and Lord Penrose’s report are set out in Appendices A and B respectively.

Summary of the Applicants’ submissions

Policy

55. Having regard to the terms of the Policy the policyholder is entitled to the guaranteed growth rate under Schedule Six (of 3.5%) together with an equal share in residual profits over this amount.  The RBSA is a contractual obligation and not part of and does not derive from the disposable/allocable profits.  The Society is treating the guaranteed increments (of 3.5%) for the RBSA as being part of the distributable profit when the rate of bonus is determined.  This treatment is contrary to the Policy.  RBSA is not a bonus.  

56. There is nothing in the Policy to suggest that the share in profits attributable to the Policy will be reduced by the GIR before payment.  The right to participate in profits (Schedule Five) is not conditional on the profits of the Society being greater than 3.5%.  There is no term in the Policy providing that the right to participation ceases to exist if the level of profitability falls below 3.5%.  ie that a member only receives a bonus when the Society’s profits exceed 3.5%.  There is no suggestion that the guarantee is linked to profitability or investments of the Society.  

57. Related (ie declared annual) bonuses are awarded as “addition to or bonus” on the RBSA and therefore have the effect of redefining the RBSA.  The use of the parentheses in the definition of the Total Retirement Benefit (TRB) implies that the bonuses are intended as a part of the RBSA at this stage.  

58. Schedule 2 endorsements give the value of the RBSA purchased excluding related bonuses.  

59. The TRB includes any non-guaranteed terminal bonus as well as guaranteed elements.  TRB is calculated as the aggregate of the RBSA (which includes the already declared bonus) and the related bonuses for each and every premium considered separately.

60. Under the Policy every separate premium generates a separate RBSA, and a separate stream of related bonuses.

61. The RBSA is a fixed as opposed to a growing obligation.  The RBSA is an invariable sum – it is not subject to increase or variation except by the addition of bonuses.  The guarantee is given at full value at the time the premium is paid and is released only at the Pension Date – it does not accrue annually.  There are no guaranteed increments to the RBSAs.  The Policy does not confer any growth on that sum, except to the extent that the Policy is entitled to receive a participation in profit in the form of related bonuses.  The only annual increase is by the application of related bonuses on the RBSAs.  The full obligation rests on the Society from the time the premium is paid.  Had it increased at a guaranteed rate over the life of the Policy then this would be an argument in favour of the Society.

62. In the Sixth Schedule of the Policy, the third table “Table of Reduction Factors for early retirement” (ie for calculating the reduced value of the TRB in the event of retirement before the Pension Date) can only be applied to a pre-existing guaranteed sum.  The result is only obtained by discounting back from the guaranteed sum.  If the sum is already guaranteed there is nothing growing on an annual basis except when the declared bonuses arise.

63. If the Society’s approach were a proper application of the Policy, there would be no need for this third table, which provides the means for varying the right that was conferred when the premium was paid.

64. Alteration of the RBSA cannot be a factor in calculating entitlement to a related bonus.  The RBSA is not a part of the bonus, but this is the way the Society has treated it when reducing the value of the bonus.

65. The RBSA is independent of any bonus to a point - when a related bonus is declared the RBSA is then redefined to include that related bonus.  The bonus is a related bonus that depends upon the pre-existing RBSA.  But the dependence is the opposite of that which the Society proposes.  The Policy is entitled to participate in the profits of the Society in relation to the size of the RBSA.  The Society wishes to assert that the related bonus can be reduced because of the RBSA, whereas the Policy requires that any further related bonus must increase if the RBSA increases because it is a related bonus.

66. If the RBSA is not enhanced by bonuses in any year, it is not participating in profit for that year.  The Policy gives an entitlement to the RBSA and supplementation by participation in the profits of the Society, not as alternative criteria.  The Policy confers both the RBSA and the right to participate in profits.  The Society has no power to exclude either right.

67. The right to participate in the Society’s profits is an unqualified absolute right.  It is, in its construction, wholly independent from the RBSA which is otherwise a constant sum not subject to any increase.  Indeed, the participation in profit is due “in respect of the RBSA” and not, for example, in respect of the premiums paid.

68. Had it been the intention to consider a part of the RBSA as deriving from profit, then it would have been simple to word the Policy accordingly.  In effect the Society is requesting the implication of an extension to paragraph 6 “… … to the extent only that the distribution of profit shall exceed 3.5% per annum of the With-Profits fund” (see paragraph 31).  

69. The Policy is not participating in profits in respect of RBSAs.  Profit is the surplus of earnings over liabilities.  Meeting a fixed obligation does not constitute a distribution of profit and certainly not one arising on an annual basis.  The amount of profit to be distributed is at the discretion of the Society, but the right to participate in a distribution can surely not be set aside.  The Policy does not confer the right to participate in the earnings of the Society, it participates in the profits.

70. Even if it is not conceded that GIR policyholders are entitled to the same increases, the question still remains as to whether the Society is entitled to omit the ‘GIR’ policyholders from any enhancement to the RBSA whatsoever, at a time when profit is allocated to other classes.  The actions of the Society have now removed the majority of GIR policies from the ‘with profits’ class altogether.  But the policies have the right to participate.  The Society has no right to exclude them.  If profits are distributed at all, the Policy has the right to participate.

Memorandum and Articles

71. Article 65 does not impart powers sufficient to vary the terms of the contract.  The GIR arises under contract.  Bonuses arise because of profitability.  The entitlements to bonuses are absolute.  The contractual obligation to pay the guaranteed rate cannot be taken into account when distributing profit.  Profit is what remains after all contractual obligations are met.  Differentiating between policies that isolates different treatment for the policy-holder with guaranteed rates is not permissible when allocating profits in the form of bonuses.  The effect would be to reduce the value of the guarantee given.

72. It may be that the Society is not entitled under the Articles to argue that the non-GIRs constitute a different ‘series’ for the distribution of profit - see the Memorandum of Association paragraph ‘F’ and the limitation imposed by Article 57 (see paragraphs 33 and 34).  No Special Resolution of the Society was passed to permit this situation.

73. The Society has often represented that the members stand in the position of shareholders, and the Policy determines that their participation is in relation to the RBSAs in the Policy.  The members are not true shareholders but there must be a measure of each member’s participation and interest in the fund.  In the case of this Policy, it is the RBSAs.  It appears from those provisions that to introduce a different “series” for the purposes of bonus payments a Special Resolution of the Society under Article 57 is required.

74. The Board does not have the power to influence the appropriate full value of the Policy – only the level of related bonuses which must be applied to it.  The Society has no means of determining or calculating appropriate fair asset shares for different types of polices and for polices that have been held for different periods of time.

Literature

75. The literature from the inception of the Policy differs substantially from the later documents.  For example note 4 to the annual statement for April 1988 distinguishes between benefit and bonus – 

“The new bonus will become attaching to the policy on 1 April 1988.  If the benefits become payable prior to that date the declared bonus will not be payable but the appropriate level of policy proceeds will be given by means of final bonus additions.”

76. There is nothing to suggest that the RBSA has anything to do with the bonus system other than as a basis for the calculation of related bonus.  The Society does not use the expression “GIR” and does not present it as form of annual bonus or annual payment of interest.  The original form of reporting related exclusively to the RBSAs at the pension age, the only increases available being bonuses applied to these sums.  

77. The February 1987 booklet (referred to at paragraph 37 above) was neither issued to the policyholder nor cited as a reference from the Policy documentation.  The extract as written is that bonuses as a whole are determined from the residue of earnings and appreciation after the cost of guarantees has been deducted.  Reference to all the contracts containing guarantees, and the guarantees being ‘fairly low’ implies that there is no need to distinguish between policies in this regard.  Nor does it cite the three part bonus structure.

78. Later literature refers to guaranteed interest rate, and three part bonus structures.  However, the Society’s later actions can have no bearing upon the meaning of the original contract.  Although the later literature reflects the present argument of the Society it does not appear to be a part of the Policy contract.

79. None of the literature is a legal part of the Policy.

Court judgements 

80. There is an analogy between the GIR and Guaranteed Annuity Rates (GARs) – and what was said in the Courts about GARs applies to GIRs.  Regardless of the fact that taking a GAR was optional, it is the right to the GAR which give the policyholder the entitlement to a disproportionate share of fund and the right to GIRs is symmetrical in every respect.  

81. Scott V-C in the High Court suggested that the practice adopted in respect of GIRs was subsequently similarly applied to GARs.  Both Scott V-C and Morritt LJ (in the Court of Appeal) found for the Society but Scott’s decision was overturned and Morritt LJ was in the minority.  The right to ring-fence the GIR is conceded only in the judgements in which ring-fencing the GAR is admitted.  The issue of ring-fencing was concluded in the House of Lords although it is in the context of final bonuses – Lord Steyn’s reasoning can be understood by reference to Lord Woolf.  There is no statement which justifies different treatment of the GARs and GIRs.

82. The issue for determination is whether the Society is entitled to reduce the extent of participation in the profits of the Society because the Policy contains the RBSA, or because the Policy falls in a different “series”.

83. The Applicants rely on Waller LJ’s proposal in the Court of Appeal and the reasons for its non-admissibility provided by Steyn LJ in the House of Lords and (indirectly) by Woolf LJ in the Court of Appeal.  

84. The House of Lords did not accept Waller LJ’s ‘ring-fencing’ proposal for the GAR series.  Waller LJ proposed that the GARs should, as the Society puts it for the GIRs, be treated as a different series.  The House of Lords held that this was not possible because it would have had the effect of eroding the potential contractual benefit available to the policyholders of the series.  The additional benefit obtained by these members was a contractual right that had nothing to do with their right to participate in the profits of the Society.  The argument for the “GIRs” must fail for the same reason.  In consequence of the House of Lord's decision the GARs have received a significant enhancement to their policy values despite this leading to a situation in which they received “more than their fair share”.  There was no guarantee that different types of policy would provide the same benefits.

85. It is possible that there may be circumstances under which ring fencing may be possible, for example, foreign business with foreign currency accounts lying outside the UK may be separable, although the Society has generally opposed ring fencing the overseas membership.

86. But the Courts have affirmed no specific circumstances under which the Society may ring fence interests in the with-profits fund.

87. There is absolutely no distinction between the situation of the GARs and situation of the GIRs in this respect.

88. Woolf LJ (see Appendix A) recognises the argument that the GAR was of value in establishing a ‘floor’.  The Society argues for the GIR on exactly the same basis.  The position of the RBSA and of the GAR appear to be identical in this respect.  The GAR policy was inherently more valuable to a policyholder than other forms of policy.  The parallel is very close to the situation with the RBSA.

89. A critical question in this is to consider the definition of profit.  The RBSA is payable whether the Society is in profit or not.  It is hard to see how the minimum essential earnings of the Society to meet its obligations can be described as profits.  If these are not profits, and Woolf LJ suggests that they are not, then surely they cannot be taken into account in the computation of the bonus?
90. As for differentiation in the distribution of profits the House of Lords held that both series should receive the same bonus even though this was worth more to one series than to the other.
91. Lloyd J relied on statements from the Society rather than research into the actual terms of the policies and did not understand (because the Society did not disclose it to him) that even as the hearing proceeded, the GIR was proving onerous to the Society, and that a proportion of members were, in the Society’s view, receiving more than their ‘asset share’.  
92. No additional consideration was paid for the GAR benefit.  This fact was addressed by the House of Lords but was not considered relevant.  It is difficult to see why the absence of additional consideration should have any greater relevance in this case.

93. There was no contractual duty to provide the holders of different types of policy the same asset share.
94. The GAR policy was intrinsically more valuable than a non-GAR policy whether or not the GAR was more valuable than the Current Annuity Rate, because a supplementary insurance policy was included with the basic package.  The reserving requirements for a GAR policy were therefore greater than for a non-GAR policy.  The GIRs versus the non-GIRs is identical in that the one “series” is clearly more valuable than the other.

Penrose Report

95. The Applicants referred to paragraph 119 and 122, chapter 1, part 1 and paragraph 17, chapter 2, part 1 (see Appendix B) of Lord Penrose’s Report of the Equitable Life Inquiry.
96. Lord Penrose does not distinguish any lawful reason for a difference in treatment between the GIR and the GAR.  Both were contractual guarantees, the only difference between them being the manner of application, not the quality of the engagement entered into by the Society.  While Lord Penrose does not address the specific subject of our complaint he points at the similarity in contractual status between the GAR and the GIR.  The Policy makes no association between the table of rates and either profit or investment rates.  

Remedy
97. In practice smaller bonuses are allocated to GIR policyholders than non-GIR policyholders.  This has the effect of diminishing the advantage of the GIR guarantee.  Mr Howard-Jones’ benefit statements should be revised so that the annual bonus allocations granted so far to the guaranteed fund value reflect the 3.5% shortfall.

98. The Applicants then submitted to me that for a variety of reasons and bearing in mind the Society’s fortunes, the Society should be required to mitigate the effects of the maladministration complained of above to the extent practicable but only after having first regard to ensuring the continued solvency of the Society.

Summary of the Society’s submissions

Policy

99. The Policy documentation does not support the construction advanced by the Applicants.

100. The GIR is a minimum guarantee with regard to the level of return granted on the guaranteed benefits over the life of the Policy.  Whatever the actual return achieved by the Society, provided the resultant investment return allocated to guaranteed benefits is equal to or greater than 3.5% over the life of the Policy, then the GIR requirement has been met.  If investment return allocated to the guaranteed benefits would otherwise be below 3.5% per annum, then the Society is obliged to increase guaranteed benefits under GIR policies so that the policy holder receives 3.5% per annum.  The use of the expression ‘guaranteed’ clearly connotes the idea of an irreducible minimum.  Non-GIR policyholders would only receive an increase in guaranteed benefits to the extent that the Society at its discretion chose to allocate any annual declared reversionary bonus.

101. GIRs are no more than a minimum level of return on a policyholder’s funds – a floor below which returns cannot fall.  Scott VC and Morritt LJ accepted this distinction.  

102. The guaranteed value of a policy is increased by the combination of GIR (possibly 0% in non-GIR cases) plus declared reversionary bonus (DRB) (possibly 0%).  The GIR is not an alternative to the DRB nor part of the bonus.  The GIR is independent of any bonus but the guaranteed bonus is not independent of the GIR.

103. The GIR right is not symmetrical to the GAR right.  GIRs as opposed to GARs are instrumental in the calculation of the capital fund allocated to each GIR policyholder, whereas the GAR is used in the calculation of the annuity secured by a given capital fund.

104. The RBSA is the figure compromising the premium plus the GIR.  Each premium secures its own RBSA at normal retirement.  Each RBSA is fixed, it does not change in the future.  The RBSA is a benefit at the Pension Date as opposed to a year by year benefit.  Related bonuses are added either annually in the form of declared annual bonuses or on contractual termination in the form of final bonuses.  The TRB is the aggregate of all such RBSAs and related bonuses.  The premium secures its own RBSA but there is nothing in the Policy that provides it secures its own related bonus (ie annual or final).

Memorandum and Articles

105. There is no ground for implying a term (either within the Policy or Article 65 of the Society’s Articles) that policyholders with GIRs would receive the same rate of bonus as policyholders without GIRs (or that policyholders with higher GIRs would receive the same rate of bonus as policyholders with lower GIRs) so as to create a differential in the value of benefits available on maturity.  Such an implication is unsupported by the Policy and would change the character of benefits conferred.  

106. It is routine in the case of with profits life assurance companies that they create different products which have different features and that bonuses are declared separately in respect of each of these products, taking proper account of the differentiating features of the products.  The differential bonuses thereby declared are colloquially referred to as "bonus series".

107. Sub-clause F/Article 57 relate not to the creation of "bonus series" but to a more extensive power under which the Society can actually ring-fence a particular fund in a way that would give a certain class of policyholders enhanced legal rights over that fund.  This is considerably beyond anything that would normally be done in connection with a particular bonus series.  If the Applicants’ assertions are correct this would imply that the Society should be declaring identical bonuses for every single with profits policy currently in issue (eg regardless of the taxation status of the business written).

Literature
108. While the wording used in the annual statements issued over the period has evolved it should be noted that the fundamental principles (ie three step approach to distributing earnings) have not changed.  

109. The annual statement wording for 1988 is drafted in general terms and intended to cover a wide range of different types of polices specifying the benefits which rank for bonus.  The bonus is added to the benefit which ranks for bonus entitlement under the Policy and not the other way round.  There is nothing in the statement which suggests that the Society cannot allocate different bonuses to different classes of policy.

110. Letters to policyholders accompanying the annual bonus statements developed into a standard format over the period.  The February 1990 letter refers to the three step approach to the distribution of earnings (which has been in operation throughout the duration of the Policy) and was then incorporated as a standard statement in letters from 1993 onwards.  The standard wording after 1993 is consistent with that described in the Bonuses booklet for 1987 and with subsequent documentation (letters to policyholders, annual statements and bonus literature).

111. From July 1996 with the creation of policies with 0% GIR for non-GIR policyholders the letter sent in March 1997 reflected the Society’s approach to this business in the same general manner as expressed in previous letters, the difference being that in the first step in the allocation of returns the non-GIR policyholders received a 0% guaranteed investment return.  The next step involved the allocation of the annual declared reversionary bonus followed by the non-guaranteed final bonus.  For that year a differential annual declared reversionary bonus was allocated, so that both classes of with profits policyholders (GIR and non-GIR) received the same allocation of annual returns in guaranteed form.  The Society’s aim is to ensure “consistently fair and attractive results for policyholders” in the allocation of returns from its investments from the with-profits fund.  

112. The Applicants’ assertion that GIR policyholders should receive the same rate of declared reversionary bonus as non-GIR policyholders, in addition to the GIR rate of bonus, is inconsistent with this principle of fairness and is not in the Society’s view supported by the Policy or any contemporaneous, or subsequent, documentation (including Bonus literature, annual letters to policyholders or annual statements of bonus declarations).

113. For the calendar years 2000 and 2001 no declared bonus has been allocated ie distributable ‘guaranteed’ earnings were zero.  For non-GIR policies, that has meant no increase in guaranteed values (excluding the section 425 uplift added on 8 February 2002).  For GIR policies, however, there is the policy guarantee provided by the GIR that the earnings allocated will not be less than 3.5% and that guarantee has applied in all years.

114. Assuming that both GIR and non-GIR policies have non-zero final bonus amounts, the total earnings allocated through the basic guaranteed benefits, declared bonuses and non-guaranteed final bonus are the same for both policies.

Court judgements

115. The House of Lords did not determine that GAR policyholders were entitled to receive higher benefits than non-GAR policyholders regardless of whether GARs were greater or lower than current annuity rates.  They were entitled to receive greater total benefits only when GARs exceeded the current annuity rates – that is they were better off only when the occurrence against which they were designed to achieve had come about.  There was no suggestion by the House of Lords (or lower courts or the parties) that a differential bonus practice was of itself unlawful.  

116. The GIR and non-GIR policies form a separate ‘series’ of policies for bonus purposes on which different levels of bonus can be declared.  In this case the different rates of DRB are simply applied to prevent those with GIR rights obtaining more than their fair share of the Society’s profits by way of bonus.  If the Applicants were right then GIR policyholders would obtain better benefits than non-GIR policyholders regardless of the Society's return.  The Society is free to adjust bonuses so as to bring the benefits of policyholders into line with the actual rate of return whatever their (lower) GIR.  The Society does not believe that the Policy provisions entitle the policyholder to receive a guaranteed return over and above bonuses payable to policyholders who do not have such provisions.

117. The effect of the House of Lords' judgment was not to rule that ring-fencing or differential bonus practices are unlawful per se but only where the effect of such ring-fencing or bonus practice would be to eliminate any benefit attributable to the inclusion of a GAR in the policy.

118. The self evident commercial object of the inclusion of the GIR in the Policy is to provide the policyholder with the guarantee that whatever the circumstances over the duration of the Policy, the final benefits represent no less than a return of 3.5% per annum on the premiums (after initial charges).  That is being achieved.

119. The Society's bonus practice in relation to policies containing GIRs does not undermine the contractual benefit conferred by the GIRs which was the principle which the House of Lords was addressing.

Penrose Report

120. Lord Penrose does not seek to assess potential causes of action which he acknowledges are matters properly for the Court (and, by analogy, the Pensions Ombudsman).  He also makes clear that his analysis is entirely with the benefit of hindsight (see Appendix B, paragraph 79).

121. The focus of Lord Penrose's Report was the GAR issue and not GIRs.  The Penrose Report cannot, therefore, be construed as applicable equally to GIRs as it is to GARs.  Mr Howard-Jones has not read the full report.

122. As regards references in the Penrose Report to the Society's treatment of GIRs, Lord Penrose touches upon the "differential final bonus practice" concerning GIRs at paragraph 44 onwards of Chapter 8 (see Appendix B).  He notes that the Society's treatment of GIRs was not addressed in the Hyman litigation and the issue was discussed with counsel in September 2000.  He also quotes from the advice given by Elizabeth Gloster QC to the Society at that time to the effect that there was no substance in the argument and he agrees with her conclusions (see Appendix B, paragraph 51).  Lord Penrose does not, therefore, support the argument that GIRs have been disadvantaged by the practice of allocating a lower bonus to those with GIRs than without.

CONCLUSIONS

123. The issue I must determine is essentially whether the Society may distribute differential annual bonuses - an issue I determine in favour of the Society.

124. My starting point is to look at the wording of the Policy.  The RBSA is defined as the sum in the second schedule and the sixth schedule shows how the RBSA is calculated – ie the initial premium increases by a specified amount from payment to the retirement date.  Premiums paid after the initial premium payment are also calculated in accordance with the sixth schedule.  I shall refer to all these sums ie premiums plus increases collectively as RBSAs; and the increase I have referred to as the GIR.  Related bonuses are added to the RBSAs.  The TRB is the aggregate of the RBSAs and related bonuses.  

125. The Policy confers the right to participate in the Society’s profits and taken together with the exercise under Article 65 of declaring a bonus the right to bonuses arises.  The policyholder under the Policy itself does not have, in advance of any bonus declaration, a contractual entitlement to the payment of any bonuses or of any particular amount.  Accordingly, any right to participate in profits under the Policy will be subject to the Society determining that there will be a distribution ie bonus declaration.  Following a bonus declaration the Policy does not confer any right or requirement that any distribution must be equal when compared with other policies.

126. I do not accept that by the Society allocating differential annual bonuses policyholders are excluded from the right to participate in profits.  Nor has it excluded the RBSAs.  RBSAs (in so far as considered and described above) have been calculated and guaranteed by the Society in accordance with the Policy.  There is no erosion of the GIR on the premium.  The Society has not acted in breach of the Policy terms to pay the GIR.

127. I next consider the question of the Society’s differential bonus policy concerning the annual declared bonuses (forming part of the guaranteed fund).  

128. The terms of Article 65 are wide enough to permit differential bonus declarations.  The Society’s actions in taking account of the GIR when allocating annual bonuses is not a matter I consider falls under sub-clause F and therefore Article 57 is not applicable.  The Society is not creating a special fund or funds for either type of policyholder.  

129. I have taken account of the judgements referred to above, but note that the Courts did not determine, as it was not an issue before them, the current issue before me ie GIR and the distribution of annual bonuses.  The Courts were looking at GARs and final/terminal bonuses.  I have also taken account of the comments of Lord Penrose’s report (paragraph 44 onwards, chapter 8 (see Appendix B)).

130. The composition of GARs is somewhat different from GIRs.  The promise about GAR is that the GAR is a guaranteed rate at which the fund will be converted to annuity.  It looks at what the fund will buy (not its growth).  It goes to applying the benefits in the form of an annuity.

131. The House of Lords held that the Society was not entitled to adopt a principle of making final bonuses for policyholders dependent on how the policyholder exercised their rights under the policy or according to whether the policy did or did not include GARs.

132. The House of Lords were concerned with the effect of the differential bonus policy on the GARs.  It looked at the application of the GAR on the amount of final bonus allocated.  A smaller final bonus reduced the value of the GAR.

133. A differential bonus allocation based otherwise than on the presence of GAR is not prohibited by the House of Lords’ decision.  Nor did the House of Lords hold that the Society could never declare differential bonuses for different policies.

134. In the matter before me, there is no discrimination by the Society consequent upon an election by the policyholder as there is no election to be made.  Nor for the reasons explained below do I consider that there was unlawful discrimination because of the presence of the GIRs.

135. Assuming there is an implied term in the Policy or Articles, that Article 65 will not be exercised to conflict with contractual rights or the policyholders’ legitimate expectations, I do not consider that Article 65 has been exercised in such a way that has deprived the Applicants’ Policy of substantial value and/or improperly to subvert the basis of the Policy and undermine the protection provided by the increase.  The effect of the Society’s bonus policy for annual bonuses does not undermine the GIR or the benefit attributable to the inclusion of a policy with GIR.  

136. The purpose of the GIR under the Policy is to guarantee an increase on the premiums paid.  The promise therefore is to increase the guaranteed fund.  The GIR is relevant to the growth of the guaranteed fund.  What is guaranteed is a return on the premiums.

137. An annual bonus declaration that takes account of the GIR does not reduce or erode the GIR.  The policyholder has not been deprived of the benefit that is guaranteed, namely the payment of an increase not less than that set out in the Policy’s sixth schedule.

138. The self evident commercial object of the inclusion of the GIR in the Policy is to protect the policyholder against a fall in performance below a specified minimum over the period when the premiums are paid to the retirement date.  As long as the increase is met the benefit of the obligation of providing the GIR is satisfied and any legitimate or reasonable expectation realised.  The Policy is not deprived of its substantial value.  I am mindful of Lloyd J’s comments in February 2000 (see paragraph 52).

139. The benefit of the GIR is clear to see, for example, when looking at the bonus declarations for 2001 and 2002.  The Society announced no distribution of annual bonuses for GIR and non-GIR policyholders.  However, for GIR policyholders, there is the guarantee provided by the GIR that returns allocated will not be less than 3.5% per annum and that guarantee was applied.  So the total allocated through basic guaranteed benefits was higher for the GIR policyholders.  

140. I am not persuaded by the assertion that the GIR is a liability and therefore cannot be taken into account for payments of annual bonuses as these derive from profits.  The relevance of the GIR being a contractual obligation is that the GIR policyholder has a call on returns in respect of the GIR.  

141. But it does not follow that when the Society is considering the distribution of returns it may not take account of the GIR.  The Society may determine at its discretion the amount of the bonus allocation for each policy type.  It may have regard to all the classes of policyholders and take account of any competing contractual rights.  It is not improper for the Society when determining annual bonuses to have regard to the GIR albeit that the RBSA is paid on retirement.

142. No additional consideration was paid by the policyholder securing that allocation of returns between different types of policyholders would not be similar.  There is no suggestion in the Policy that distribution of returns be greater for GIR policyholders than non-GIRs policyholders.

143. I have also looked at the Applicants’ expectations arising through the literature.  The literature is clear that the purpose of the annual bonus policy is to increase and guarantee such an increase to the policyholder’s fund.  As a whole the literature demonstrates that the Society has always taken account of the GIR when considering the distribution of returns (although the literature before 1990 is perhaps more ambiguous).  So when annual bonuses were allocated to a GIR policyholder, the existence the GIR benefit was considered.  When non-GIR policies were introduced from 1996, the literature to GIR policyholders was clear that allocation of annual bonuses were different for the two types of policyholders.  The literature does not suggest that the Society may or would not adopt a differential bonus policy.  The effect of the Society’s annual bonus policy is that in the round when allocations of bonuses are made returns have been distributed equally.  Further, assuming that the Policy was sold when all policies included a GIR, GIRs cannot themselves be seen as a ‘good selling point’ or ‘a significant attraction for purchase’.

144. I find therefore that the declaration of the annual bonus distributions under the Policy did not constitute a breach of any terms, express or implied (of the Policy or Article 65) between the Applicants and the Society.  I do not find that there was improper justification for the course the Society took.  That course was available and the decision to adopt it was a matter for the Society.  

DAVID LAVERICK

Pensions Ombudsman

7 June 2004

APPENDIX A

Extracts of Court judgments 

Equitable Life Assurance Society v Hyman [1000] All ER (D) 998

Sir Richard Scott VC:

“The Society’s solution to the problem posed by GARs higher than current annuity rates was a solution applied also, although with less attendant controversy, to cases of guaranteed investment returns.  Different generations of with-profits policies issued between 1957 and 1988 incorporated different guaranteed investment returns.  The variation was from 2.5% per annum to 3.5% per annum.  The Directors set final bonus rates so as to take into account variations in guaranteed investment returns and so as, where appropriate, to grant policy holders with higher guaranteed investment returns to correspondingly lower final bonuses.  The Directors’ policy became controversial when applied to the problem presented by GARs in excess of current annuity rates.  It was not, however, conceptually speaking, a new policy.

…I do not, on the other hand, think that the communications and previous practice provided the basis for any reasonable expectation that a GAR policy holder who elected to take his benefits in fund form would be entitled to take a fund equal to the value at current rates of the GAR based annuity that he could have elected to take.  Nor, in my view, did policyholders have a reasonable expectation that the same rate of final bonus would be applied to all policy holders.  As I have noted, a variable final bonus had for some time been used in order to cater for variations in guaranteed investments returns.”

Equitable Life Assurance Society v Alan David Hyman [2000] EWCA Civ 5 (21st January, 2000).  Court of Appeal

Woolf LJ

“16.  However, even a discretion expressed in these wide terms is not unlimited.  The directors cannot use their powers under Article 65 to take a decision which would constitute a breach of contract.  The limits on the exercise of this broad discretion are not however confined to excluding conduct which is contrary to the terms of a contract.  It is not disputed that the relationship between the directors and the members of the Society means that the directors have to exercise their powers in a fiduciary manner.  The powers have to be used to further purposes for which they are conferred.  They have to be exercised justly and fairly.

…

53(f)The other justification of the Society for its policy, namely that it prevents the policy-holder receiving a double benefit, namely the benefit of the appreciation of the assets of the Society and a high annuity rate, is not as strong an argument as it first appears.  The policy-holder is in any event entitled to the benefit of a policy with a GAR and should be not treated differently if he seeks to take the benefit the GAR provides because the assets of the Society appreciate.  The final bonus is payable because of the profitability of the Society, the GAR is payable because this is what the Policy requires.

55.  I do not as part of my reasoning go so far as to say that the action of the Society deprives the GAR of any value.  It does provide a floor below which the annuity rate could not fall.  However, as Mr Sumption submitted, such protection is extremely limited.”

Waller LJ

“135.  As indicated at the commencement of this judgment, in my view it does not follow that beneficiaries are entitled simply to take an annuity increased by the bonuses used for the calculation of the capital sum in place of the bonuses previously offered.  The Board have in my view conducted an exercise that the policy does not allow them to do.  The exercise that the Society must carry out accordingly is a different one.  What Mr Sumption seeks is an order that will enable the Society to carry out the exercise again.  In the carrying out of that exercise the Board will of course have to take into account the cost of providing the annuities at the guaranteed rate if no differential bonus is declared.  It is possible that because there is no contractual entitlement to a final bonus, and because as between different types of policy it is certainly, in my view, legitimate for the Board to have regard to the value of the notional asset share of the different policy-holders, the Guaranteed Annuity Rate policy holders will not in actual cash terms do very much better than they have done under the differential bonus scheme.  I see no reason why different bonuses may not be awarded to different types of policy holder and thus I do not understand why, for example, the Board cannot in deciding what final bonus to award to GAR policy holders, keep that bonus at a level which does not deprive different with profits policy holders of their equivalent asset share.  What the correct final bonus is in relation to GAR policies could only be worked out by the Board on the advice of the actuary.”

Morritt LJ

“108.  It was suggested that the Vice-Chancellor was wrong to have concluded that there was no PRE that the rate of final bonus would be the same for all irrespective of the benefit chosen because of the differential final bonuses declared in respect of policy-holders enjoying the benefit of a guaranteed investment return.  It was not disputed that such differential final bonuses had been declared.  It was contended that guaranteed investment returns were different and justified differential final bonuses to avoid double counting.  I accept that they are different.  But I do not think that the differences are relevant.  The point is that it was not the invariable practice of the Society to avoid differential bonuses.  In any event, as Mr Shelley pointed out, the use of differential final bonuses in the case of guaranteed annuity rates was also justifiable as a means of avoiding duplication of the benefit derived from the fall in interest rates.”

Equitable Life Assurance Society v Hyman [2000] 3 All ER 961.  House of Lords.

Steyn LJ

“The enquiry is entirely constructional in nature: proceeding from the express terms of article 65, viewed against its objective setting, the question is whether the implication is strictly necessary.  My Lords, as counsel for the GAR policyholders observed, final bonuses are not bounty.  They are a significant part of the consideration for the premiums paid.  And the directors' discretions as to the amount and distribution of bonuses are conferred for the benefit of policyholders.  In this context the self-evident commercial object of the inclusion of guaranteed rates in the policy is to protect the policyholder against a fall in market annuity rates by ensuring that if the fall occurs he will be better off than he would have been with market rates.  The choice is given to the GAR policyholder and not to the Society.  It cannot be seriously doubted that the provision for guaranteed annuity rates was a good selling point in the marketing by the Society of the GAR policies.  It is also obvious that it would have been a significant attraction for purchasers of GAR policies.  The Society points out that no special charge was made for the inclusion in the policy of GAR provisions.  So be it.  This factor does not alter the reasonable expectations of the parties.  The supposition of the parties must be presumed to have been that the directors would not exercise their discretion in conflict with contractual rights.  These are the circumstances in which the directors of the Society resolved upon a differential policy which was designed to deprive the relevant guarantees of any substantial value.  In my judgment an implication precluding the use of the directors' discretion in this way is strictly necessary.  The implication is essential to give effect to the reasonable expectations of the parties.  The stringent test applicable to the implication of terms is satisfied.

In substantial agreement with Lord Woolf M.R.  I would hold that the directors were not entitled to adopt a principle of making the final bonuses of GAR policyholders dependent on how they exercised their rights under the policy.  In adopting the principle of a differential policy in respect of GAR policyholders the directors acted in breach of article 65(1).

The "ring fencing" issue

There remains the suggestion by Waller L.J.  that the Society could lawfully have declared a differential bonus which varied not according to the form in which the benefits were taken, but according to whether the policy did or did not include GARs.  It is agreed that the House should deal with this issue.  If the suggestion of Waller L.J.  is sound in law, the directors could in that way erode the substantial value of the guarantees by different means.  If my conclusion on the principal arguments is right, it must follow that this suggested route is not open to the Society.  After all, the object would still be to eliminate as far as possible any benefit attributable to the inclusion of a GAR in the policy.  In my view such a device is precluded by the very term which I have held to be implied in article 65.  I would hold that the suggested course is not open to the Society.”

Lord Cooke of Thorndon

“…Because market rates have fallen below "guaranteed" (ie promised) annuity rates, the directors adopted a discriminatory scheme for final bonuses.  The holder of a GAR policy who elects on maturity to receive an annuity from the Society is allotted a bonus lower than the bonus that would have been allotted to him if he had elected then to purchase an annuity from the Society or another office.  The right to a GAR is thus treated as working to the disadvantage of a policyholder who takes the annuity.

My Lords, I cannot think that such a result is consistent with the purpose of a GAR policy.  On the contrary I agree with Lord Woolf M.R.  (as he then was) that the assumption on which the policy was based was that, when current rates fall below the GAR, the annuity which the policyholder should receive would be higher than if there was no GAR.  Although discretionary and uncertain, bonuses are a very significant part of the benefits which policyholders expect.  The attractions of a GAR policy would be much diminished if it were explained that adverse discrimination in bonuses might be involved.  A reasonable reader in the shoes of the policyholder would not understand this unless it had been clearly specified in the policy.  In my opinion the general discretion in article 65(1) is inadequate to justify such an adjustment of policy benefits.”

APPENDIX B

Extract from Lord Penrose’s Report of the Equitable Life Inquiry

Paragraph 119, chapter 1, part 1.
“No discretion granted to the directors in the constitution of the Society could enable them to frustrate the clear terms of their contracts with the GAR policyholders: explicit contractual benefits could not be overridden by the exercise of managerial discretion.” 

Paragraph 122 chapter 1, part 1.
“The argument that, within a single fund, equivalent benefits should accrue to equivalent investment, taking account of variations in contractual terms, might have been held to be an essential part of mutuality, a principle that the Society had long claimed to be guided by, if the argument had been available.  But it appears that that was just one of the myths promulgated by the Society about itself that have become evident in the course of this inquiry.” 

Paragraph 17, chapter 2, part 1
“It appears likely that in their use of the expression 'guaranteed annuity rate', Equitable's officers had in mind the conversion rate in possession only; there was no discussion of the guaranteed investment roll-up rate also implicit in the annuity guarantees.  If this is a valid inference, it implies that in some way the guaranteed investment roll-up rate was charged for: otherwise that also should have been the subject of a charge at maturity.  Alternatively, it implies that a distinction was drawn in practice between two factors contributing to the annuity guarantees in the policies without any obvious logical basis.  By the late 1990s the Society sold a number of products with no or zero roll-up rates of investment return: the treatment of the guaranteed investment return was not a theoretical issue.” 

Paragraph 44 onwards, chapter 8, part III
“44.  General discussion of the annuity guarantee issue has tended to overlook the fact that guarantees were explicitly or implicitly reflected in a range of the Society's with-profits products, and in its non-profit products.  In the case of non-profit business, the liability was typically specified in the policy and had to be met at maturity.  Reserves had to be set at an amount which, together with future premiums, would produce returns that met future expenses and liabilities as they fell due.  In the case of with-profits business generally, the premium scales were constructed by adding together a charge for the basic benefit and a loading for profit.  For instance, in the mid-1980s endowment assurance premium scales reflected a charge based on net interest of 6% for the guaranteed sum assured together with an allowance for future bonus.  Guarantees were not solely related to deferred annuity business.  

45.  In bonus class B7, which covered recurrent single premium contracts for UK pension business, basic life assurance and general annuity business and certain international and Irish business, there were explicit guarantees, of increased benefits by way of interest and other additions, generally for the period between the valuation reference date and payment.  The Society reduced the final bonus otherwise payable to cancel the benefit of these provisions.  Further, in the case of retirement annuity and other relevant deferred annuity business, the guarantees were not confined to the conversion rate in possession.  
46.  There was an issue in the preparations for Hyman whether orders should be sought in relation to the 3½% roll-up rate of interest that applied to most of the business for most of the durations involved.  It was decided that the issue should not be dealt with in Hyman.  The question was specifically focused for counsel's advice: 

“So far, the attention of policyholders and the media has focused on GARs.  Leading Counsels' views are, however, sought as to the appropriateness of the Society's approach in relation to guarantees other than GARs and their recommendations as to the future exercise of the directors' discretion in relation to such guarantees and the strategy to be adopted.  For example, if the Society commences proceedings in order to obtain clarification as to the future exercise of the directors' discretion in relation to GARs, should the relief sought relate to guarantees other than GARs, or would the formulation of the relief sought in the proceedings be broad enough to cover such guarantees.”

47.  As discussed more fully earlier, until the 1990s with-profits business was priced and valued on a basis that reflected the right of the policyholder to an implicit or explicit rate of investment return on premiums and other accrued guaranteed benefits.  The Society then introduced contracts that excluded these guarantees.  For example, from 1996 with-profits pensions business was written without the 3½% guaranteed roll-up rate of interest that had been explicitly provided in the policy documents from 1988 and implicitly before that from October 1975.

48.  The Society's view came to be that the guarantees were merely elements of the total return to policyholders.  In a memorandum dated 28 June 1996, Ranson said:

"The overall guarantees in any one year are provided by a combination of the guaranteed rate of interest and the declared reversionary bonus rate for that year.  This system has been discontinued by the market generally in favour of a single overall reversionary bonus rate."

The Society was moving in the same direction, and discontinuing guarantees in new business.  But it was the intention at that time that the same overall rates of return would apply to the new contracts as to the old.  There should be no difference between the total benefits accruing.  The result, however, was to treat the policy guarantees as if they had the same character as declared bonus.  No material reserving considerations were recognised.  Both elements were reflected in the mathematical reserves and technical provisions.  The investment return was a straightforward contractual obligation, explicit after 1988 in pensions business, and implicit in earlier contracts of that class and in endowment and other forms of with-profits life assurance.  The reversionary bonus became a contractual guarantee on being declared.  They were, however, of different character in contractual terms.  

49.  This did not become an issue in Hyman perhaps because, in the course of the proceedings, Sumption conceded that the guaranteed investment return rates were a different issue from the guaranteed annuity rates.  The concession effectively prevented any discussion of the issue.  But from 1996, when the Society introduced contracts with no guaranteed roll up rate of interest, explicit or implicit, distribution practice had changed.  Bonus declared on contracts with guaranteed investment roll- up rates was fixed at reduced (sic) relative to the declared rate by the amount of the rate of investment return.  There was a risk that it might have been argued that the policyholders in question were discriminated against on the ground that they had a contractual right, and deprived of the benefit of that contractual right by differentiation in the level of declared bonus.  

50.  The question was considered by Gloster and Lenon on 4 September 2000.  They advised that there was no substance in the argument:

"4 On a correct construction of the relevant policies, the essential features of GIRs is to ensure that, whatever the actual rate of return achieved by the Society, policyholders are guaranteed a certain minimum rate of return.  Provided the actual rate of return achieved by the Society is equal to or in excess of this contractual minimum .., the GIR does not "bite".  The Society is free to adjust bonuses so as to bring the benefits of policyholders into line with the actual rate of return, whatever their (lower) GIR.  

5 In our view, there are no grounds for implying a term ... that policyholders with higher GIRs would receive the same rates of bonus as policyholders with lower GIRs, so as to create a differential in the value of the benefits available on maturity of the policy.  Such an implication would not be supported by the express terms of the policy and would alter the character of the benefit conferred by the GIR."

51.  As I have said earlier, there is, in my view, no objection to a life office discriminating between policy classes on grounds that take account of differences in guaranteed benefits when making bonus allocations.  If the cost of the guarantees is properly reflected in the premium bases, the amount of premium to which the bonus is related is affected.  Provided that the return available overall exceeds the guarantee the aggregate of the elements of the return to policyholders may be the same where there is a guaranteed rate of investment return as the bonus in the case of business carrying no guarantees for the same level of premium.  In most cases I would agree with counsel I (sic) the result if not the analysis that supports it.  The Society's forms of retirement annuity policy at no stage referred to guaranteed rates of investment return, nor did they define their role.  Initially, as I have discussed, the investment return and the conversion rate in possession were merely arithmetical factors taking into account in determining the specified annuity, in combination with the expenses deduction and mortality assumption.  Bonus was provided for separately, as a means of generating additional elements of annuity value.  The implicit guaranteed rate of investment return always "bit": it was an element in the annuitant's basic entitlement.  The variable element was the bonus annuity.  The issue was as to the scope of the Board's discretion in determining those rates.  

52.  However, it would not be practicable to comment on the implications for the Society's financial position of arguments that might be advanced relative to this and other guarantees.  Ministers made it clear that it was not the function of my inquiry to offer views on the compromise scheme relating to the annuity guarantee policyholders' claims.  While the approval of the scheme of arrangement perhaps marked a stage after which I could not in any real sense express an opinion on that matter, my view has strengthened over time that I should make no comment whatsoever on the compromise.  Without that context, discussion of other potential guarantee-related issues would run the risk of producing pointless speculation.  In the result, I cannot offer any view as to the potential for claims against the Society based on allegations related to the Society's practice in dealing with policy guarantees generally.”

Paragraph 79, chapter 20, part V11

“79.  I have set out my findings on the evidence I have recovered.  The maxwellisation process has made it clear that those findings are not generally acceptable to those targeted for criticism.  Some of the representations, carefully crafted by legal advisers, have reflected positions adopted in the current litigation and could hardly have been expected to have been different.  But it must be emphasised that the report sets out my findings, reflecting my assessment of the evidence, and not a consensus statement of the position.  Any court or other adjudicator resolving issues of duty, or professional conduct, will require to make an independent assessment of the facts, in default of agreement, and that may agree or disagree with the views I have expressed.  Policyholders, in particular, must not base their expectations on the report beyond what it offers: my best assessment of the evidence I have recovered.”
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