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PENSION SCHEMES ACT 1993, PART X

DETERMINATION BY THE PENSIONS OMBUDSMAN
	Applicant
	:
	Mr P Khoury and Mr R Stagner 

	Scheme
	:
	ICS (UK) Retirement Benefit Scheme

	Respondent
	:
	Scottish Equitable plc (SE) – Pensioneer Trustee


MATTERS FOR DETERMINATION 

1. This application concerns a loan made by SE to the Scheme.  The Applicants say that the amount borrowed exceeded limits set by the Inland Revenue.  They also query the encashment values of the policies which secured the loan and which were surrendered to repay the loan.  SE denies any breach of Inland Revenue or other requirements and says that the correct values were applied on the encashment of the policies.  

2. Some of the issues before me might be seen as complaints of maladministration while others can be seen as disputes of fact or law and indeed, some may be both.  I have jurisdiction over either type of issue and it is not usually necessary to distinguish between them.  This determination should therefore be taken to be the resolution of any disputes of facts or law and/or (where appropriate) a finding as to whether there had been maladministration and if so whether injustice has been caused.

RELEVANT LEGAL PROVISIONS

3. Pursuant to Regulation 3 of the Retirement Benefits Schemes (Restriction on Discretion to Approve) (Small Self-administered Schemes) Regulations 1991 (the 1991 Regulations) an approved small self-administered scheme (SSAS) must contain certain provisions, including those set out in Regulations 4 and 7.  
4. Regulation 4 deals with borrowing and requires :

“4.-(1) …. a provision to the effect that that at the time of any borrowing the trustees of the scheme in their capacity as such shall not have borrowed an aggregate amount, include the amount of that borrowing but excluding any about which has been repaid before that time, in excess of the total of –

(a) three times the ordinary annual contribution paid by employers;

(b) three times the annual amount of contributions paid by scheme members as a condition of membership in the year of assessment ending immediately before that time;

(c) 45 per cent. of the market value of the investments held for the purposes of the scheme.

(2) In this regulation “ordinary annual contribution” means the amount which is the smaller of-

(a) the amount found by dividing the amount of the contributions paid by employers in the period of three years which ended at the end of the previous accounting period of the scheme by the number of those years or, if the scheme has been established for less than three years at the time of any borrowing, by the number of the years since the scheme was established (a period of less than one year since that time being counted as one year), and

(b) the amount of the annual contributions which, within the period of three years immediately before the date of any borrowing, an actuary ahs advised in writing would have to be paid in order to secure the benefits provided under the scheme.” 

5. Regulation 7 concerns loans made by SSASs to the scheme employer or any company associated with that employer.  For the first two years from establishment of the scheme any such loan must not exceed 25% of the market value of the scheme assets derived specifically from contributions from the employer and employee since the date of establishment and, after two years from establishment, must not exceed 50% of the market value of all the scheme assets.   
The Policy Conditions 
6. The main assets of the Scheme were two policies with SE, one in the name of Mr Khoury (policy number 3882310) and the other in Mr Stagner’s name (policy number 3882315).  Both policies were subject to the same conditions.  

7. Condition 1 defines “Payees” as meaning:

“the Trustees for the time being of the Scheme or any person to whom the Policy has been duly assigned in accordance with Condition 21.”

8. “Bid Value” is defined as having the meaning attributed to it by Condition 9.  Sub paragraph (iii) of that condition says, about Bid Values:

“On each occasion on which the Offer Value is calculated, the Managed Fund Company will calculate the value of the investments and assets of each Asset Fund on such basis as it considers to be equitable having regard to (i) the highest market dealing bid price for the time being quoted or listed on any Recognised Stock Exchange and (ii) the purchase price or more recent valuation of each investment or asset not so quoted and any change in its market value which the Managed Fund Company considers to have taken place since the purchase or valuation and (iii) the expenses which the Managed Fund Company considers would have been incurred in connection with the realisation of each asset if it had been realised on that day.  The Bid Value of an Asset Fund means its total value so calculated.

9. “Offer Values” is defined in Condition 9(ii) in similar terms but by reference to the lowest market dealing offered price (instead of the highest such price).    

10. Condition 14A (b) deals with surrender and says:

“The Policy may be surrendered by the Payees giving at least six months’ prior written notice of their intention to surrender (or such lesser period as [SE] may in any particular case be prepared to accept).  On the expiry of the notice, the whole of the Allotted Units shall be cancelled at Bid Price.

From the value thereby realised there shall be deducted such sum, if any, calculated in accordance with Condition 5 as if the date of cancellation were the Actual Retirement Date  …”

11. Condition 5 (a) says:

“On the Actual Retirement Date, the Allotted Units in respect of the policy … shall be cancelled at their Bid Price and, subject as aftermentioned, the sum realised shall be applied to provide benefits in accordance with the Rules.

Where the Actual Retirement Date is earlier than the Pension Date an early withdrawal deduction will be calculated by [SE] by reference to the early withdrawal formulae for policies of this class applicable form time to time, details of which are available on request.”

12. Sub clause (g) of Condition 14A deals with paid up policies and, amongst other things, with the cessation of premium payments in which case SE can cancel Allotted Units.  Condition (h) continues: 

“[SE] may cancel the Allotted Units required to provide an amount equal to a paid-up policy deduction.  The amount of the deduction shall be calculated by [SE] by reference to the paid up deduction formulae for policies of this class applicable from time to time, details of which are available on request.”

13. Condition 21, under the heading “Assignment of Policy” says that the policy and benefits thereunder are unassignable except in certain specified circumstances which do not apply to the circumstances of this determination (assignment to trustees of another retirement benefit scheme or assignment to the employee if the employer ceased to be in service or on winding up of the Scheme).

The Loan Agreement
14. Clause (Eight) of the Loan Agreement says:

“Security
In security of the due repayment of the Loan and all other sums payable or to become payable under this Agreement, the Trustees, hereby assign to [SE] the Policy and all benefits, rights, interests, and sums payable or to become payable thereunder.  The Trustees and [SE] confirm and agree as follows.

(a) Any restriction contained or to be contained in the Policy or in any document issued or to be issued evidencing same preventing or restricting the assignment of same or of any right thereunder shall be and is herby modified to permit the assignment hereby effected” 

15. Subclause (Eight) (c) says:

“If at any time and from time to time, the Trustees are in default hereunder and any sum is due and payable hereunder to [SE] at such time, [SE] shall be entitled to realise such units allotted to the Policy as may be necessary, at bid value, to meet and discharge such sum. If this power is exercised, the parties hereto confirm and agree that any consequent reduction of benefits under the Scheme for and in respect of the Member shall be first effected against any lump sum retirement benefit.”

KEY FACTS

16. The Scheme is a SSAS. The Applicants are the only Scheme members and they are also the managing trustees of the Scheme although their application to me is made in their capacity as Scheme members.   

17. The Scheme was set up in 1994 when the two policies mentioned above were taken out.  The schedule to Mr Khoury’s policy (3882310) showed his pension date as 13 August 2021 (his 60th birthday).  Mr Stagner’s pension date was 22 September 2024 (his 60th birthday), The annual premiums in respect of each policy were £12,000. However, payment of premiums in respect of both policies ceased after only three years.   

18. SE was the Pensioneer Trustee of the Scheme until 1999 when that function was taken over by Hazell Carr plc. SE is also the insurer of the two policies and SE is the lender of the loan made to the Scheme about which complaint is made.   The Scheme then in turn lent the money it had received from SE to the Scheme employer, ICS (UK) Limited, a company of which the Applicants are directors.
19. On 5 July 1999 the Applicants (as managing trustees of the Scheme) had completed an application form requesting a loan of £43,500.  The loan was to be repaid on 31 January 2003. The application form recorded that the Applicants had agreed that the policies would be assigned to SE as security for the loan.  

20. On 9 July 1999 SE wrote to Phoenix Insurance Services Limited (Phoenix), the Applicants’ Independent Financial Advisor (IFA).  SE said that it had checked the maximum borrowing limits for the Scheme and that the proposed borrowing of £43,500 was within those limits.  Referring to forms which needed to be completed for the Inland Revenue’s Pension Scheme Office, SE said that the total market value of the fund should be shown on the forms as £95,248.43 with the Ordinary Annual Contribution shown as £18,131.67.

21. The loan was completed on 20 July 1999.  The Loan Agreement, which provided that the loan was to be repaid on 31 January 2003, recorded that as security for the loan and all other sums payable under the Agreement, the trustees assigned to SE the policies and all benefits, rights, interests and sums payable thereunder.   
22. I have seen no documentation relating to the loan from the Scheme to the employer.  
23. The Scheme failed to repay its loan to SE on the repayment date.  SE wrote to the Applicants on 9 July 2003 saying that the SE would arrange to deduct the outstanding capital amount together with any interest accrued from the two policies against which the loan was secured.

24. On the surrender of the policies SE imposed penalty charges which reduced the amounts available to repay the loan.  The net value of policy number 3882310 was £19,818.66 and £18,999.56 for policy number 3882315.  That resulted in an overall shortfall on the loan of £5,651.46 which SE asked the Applicants to meet.  

25. The Applicants declined to do so and made an application to me.  

SUBMISSIONS

From the Applicants:

26. SE has imposed charges of approximately £57,500 which in effect “wiped out” the value of the policies and left the Applicants owing almost a further £6,000.  
27. SE was instrumental in setting up both the Scheme and the loan and should have advised as to the consequences of defaulting on the loan.
28. Any loan to a SSAS should not exceed 50% of the surrender or transfer value of the scheme assets.  When the loan was made SE valued the policies at approximately £89,000 yet when the policies were encashed they were apparently worth only about £38,000.  On that basis, SE should not have lent more than £19,000.  Instead they lent £43,500 against policies valued at only £38,000. SE should not be able to use one valuation when lending and another when seeking repayment of the loan.
29. The penalties imposed by SE should only apply on an external transfer, ie if the funds are being transferred away from SE.  As that was not the case and the funds have remained within SE, this was an internal transfer which should not have attracted penalties.
30. In the circumstances, the Applicants seek reinstatement of the charges made by SE.

From SE :
31. SE maintains that the borrowing was within the limits prescribed by the 1991 Regulations and SE’s own guidelines. 
32. SE was asked to justify the figure of £95,248.43 being the total market value of the scheme assets (referred to in paragraph 22 above).  SE says that figure is made up of the policy values (£43,382.75 for each policy) plus the proceeds of the Scheme’s bank accounts (£5,789.75 and £2,692.98).  50% of £95,248.43 is £47,624.21, which is less than the sum lent, £43,500.
33. SE also provided details setting out how the Ordinary Annual Contribution figure of £18,131.37 was calculated by taking the employer contributions for the year ended 24 November 1998 as zero, £27,737 for the year ended 24 November 1997 and £26,658 for the year ended 24 November 1996 which, over a three year period, gives an average figure of £18,131.37.  The maximum amount that could be borrowed (by the Scheme in accordance with Regulation 4 of the 1991 Regulations) was then calculated as follows:
 (0.45 x £95,545.69) + (3 x £18,131.67) = £42,861.79 + £54,395.01 = £97,256.80

34. SE says that, if instead of bid values, surrender values are used the borrowing was still within the permitted limits.  Each policy had a surrender value of £19,031.38.  The maximum amount that could be borrowed was:

(0.45 x £46,545.69*) + (3 x £19,031.38) = £20,945.56 + £57,094.14 = £78,039.70

* That figure is (£19,031.38 x 2) + (£5,789.75 + £2,692.78).

35. SE has produced a copy of an internal legal advice bulletin.  About loans to SSASs the bulletin, in part, says:

“We offer a facility whereby we can lend to the Managing Trustees … for either lending to the Company or for an approved use by the Trustees.

The SSAS borrowing limits and provisions will apply.

If the money is on-lent to the Company all the SSAS lending limits, reasons and provisions will apply.

SSAS Department has to approve the loan.

A Loan Application is required – style to be obtained from Mortgage Department.

The maximum loan will be 25% or 50% of the Bid Value of the policies being offered as security as appropriate … where there is to be on-lending to the Company ….”

36. SE says that the Applicants were in breach of the terms of the Loan Agreement by not repaying the loan on 31 January 2003, which entitled SE to surrender the policies and apply the values to replay the loan.  SE says that although the policies were surrendered at bid value, early surrender penalties were applied.  Those penalties arose under the policy terms and not under the Loan Agreement.  The sums applied to repay the loan were therefore the bid values less the surrender penalties.  

37. SE says that the policy conditions were varied by the Loan Agreement.  SE said that SE comes under the definition of “Payee” as defined by the policy condition 1.  Although policy condition 21 limits the persons to whom the policy can be assigned Clause (Eight)(a) of the Loan Agreement varies condition 21 to allow assignment to SE.  SE suggests that there is an implied term at the end of condition 21 creating a condition 21(d) which reads: 

“the trustees for the time being of the Scheme may assign to [SE] the Policy and all benefits, rights, interests and sums payable or to become payable thereunder.”

SE, as assignee, then becomes the Payee under the definition clause in the policy conditions, being an assignee of the policy in accordance with condition 21.

38. Policy condition 14A(b) allows the surrender of the policy and Condition 5(a) allows an early withdrawal deduction or penalty.  SE says that the right to apply surrender penalties is a right of the policy holder not the lender.  If the lender had been other than SE, the loan would have been secured by the assignment of the policy to that lender.  If the trustees defaulted in making the loan repayments then the lender would have been entitled to realise sufficient units to repay the loan.  SE would pay out to the lender what the policy units realised after SE had exercised its right, under policy condition 14A(b), to deduct early surrender penalties.  If there was a shortfall in respect of the loan after encashment of all the policy units then that would be a matter between the lender and the trustees, as borrower.  
39. SE was asked to supply details as to how the surrender penalties had been calculated.  SE’s letter of 8 August 2005 enclosed calculations setting out how the external transfer values of both policies were calculated.   For policy number 3882315 a “penalty factor (system)” of 0.42709 is shown and “spreadsheet” of 0.426975.  The total bid price was £44,485.28.  The surrender value is shown as £18,994.09.  For policy number 3882310 the “penalty factor (system)” is 0.4455 and the “spreadsheet” figure 0.495924.  The bid value is shown as £44,485.28 and the surrender value as £22,061.31.

40. SE had earlier explained (to the IFA) the charges as follows:

“For regular premiums there is a formula which is designed to ensure that we [ie SE] deduct the current equivalent of the outstanding charges at the particular date of withdrawal.  The formula takes the following into consideration:

1.
The original term proposed for regular premiums to be paid.

2.
The term still to run.

3.
The amount of regular premiums actually paid.

4.
Increments made.

5.
Commission paid/given up.

With regular premiums the contract is designed to spread all the charges payable over the full term of the policy rather than deducting all these charges at the outset.  Therefore on early withdrawal we must deduct a one-off charge to recoup all the outstanding charges which were originally scheduled to be taken over the full term.”

41. SE said that full initial commission of approximately £14,000 was paid at the outset in respect of both policies, based on a contribution term of greater than 25 years.  If contributions had ceased within the first 27 months then SE would have been able to have recouped some of that initial commission but, as contributions stopped after 36 months, the IFA involved in setting up the policies was not liable to repay any of the commission.  

42. SE says it was under no duty to advise the Applicants about the implications of early surrender.  SE says that responsibility rested with their IFA.  SE denied that the early surrender penalties were onerous or unusual (as referred to in the case of Interphoto Picture Library Ltd v Stiletto Visual Programs Limited [1989] 1QB 433C ) and such that ought to have been drawn specifically to the Applicants’ attention. SE maintained that it was standard industry practice at the time to apply large early surrender charges.  SE further said that when the policies were taken out in 1994 disclosure requirements were fairly limited and it was not until 1995 that the Key Features document requirement was introduced.  

43. SE confirmed that although the policies had been made paid up, no paid up penalty charges (as permitted by policy conditions 14A(g) and (h)) had been imposed.  SE pointed out that policy number 3882310 should have run for a further 24 years and policy number 3882315 for a further 27 years.  SE said that paid up penalty charges had in effect been waived when they were not imposed when the policies were surrendered.  Had paid up penalty charges been imposed these would have amounted to £5,700 in respect of Mr Khoury’s policy and £4,900 for Mr Stagner’s. 
CONCLUSIONS
44. Even if the loan by SE was in breach of permitted limits, it is difficult to see how that, of itself, could substantiate the Applicants’ claims for financial redress when the Scheme employer, a company of which both Applicants are directors, had the use and benefit of, but has not repaid the money lent by SE.  
45. The Applicants have maintained that SE’s loan to the Scheme should not have exceeded 50% of the market value of the Scheme’s assets.  That formula appears in Regulation 7 of the 1991 Regulations and applies to the loan made by the Scheme to the Scheme employer.  SE’s loan to the Scheme is subject to the limits set out in Regulation 4 of the 1991 Regulations but, as SE was aware that the money was to be lent on, then Regulation 7 also applied.  That is consistent with SE’s internal bulletin which refers, where there is “on-lending”, to a maximum loan of 25% or 50% of the bid value of the policies offered as security for the loan.  

46. Regulation 4 provides that a loan must not exceed the total of 3 times the ordinary annual contributions paid by the employer, 3 times the annual amount of basic or contractual contributions paid by scheme members in the year of assessment ending immediately before the time of borrowing and 45% of the market value of the assets of the scheme.  I am satisfied by the calculations provided by SE and set out above that, using that formula, the loan was within the limits permitted by Regulation 4.
47. I further accept that the loan did not exceed 50% of the market value (which is not defined in the 1991 Regulations) of the Scheme assets (as referred to in Regulation 7).  
48. The Applicants say that SE valued the policies on one basis when the loan was made and on another basis when it came to be repaid.  That represents a misunderstanding of SE’s position:  the shortfall in the amount available to repay the loan to SE is down to the application of penalties for early surrender.  
49. It is not disputed that the Scheme was in breach of the Loan Agreement by not repaying the loan on 31 January 2003.   The Applicants further accept that Clause (Eight)(c) of the Loan Agreement entitled SE to realise sufficient units at bid value to meet and discharge the amount owed to SE.  Although SE did realise units at bid value, SE then imposed surrender penalties which reduced the net proceeds to such an extent  that they were insufficient to discharge in full the loan.  
50. The Loan Agreement does not mention surrender charges or penalties.  The Loan Agreement simply provides for the surrender of sufficient units at bid value as required to meet the sum owed.  SE says that surrender penalties are permitted under condition 14A(b) of the policy terms, as modified by the Loan Agreement.  Although Condition 14A(b) provides for the cancellation of the whole of the allotted units at bid price (which is similar to the provision in Clause (Eight)(c) of the Loan Agreement) it goes on to provide for the deduction of sums in accordance with Condition 5 (a), ie the early surrender penalties which SE has imposed.

51. Condition 14A(b) refers to the surrender of the policies by the payees who are defined, firstly, as the trustees for the time being of the Scheme.  That would mean the Applicants and SE, in its capacity as a Scheme trustee.  SE says it qualifies as payee not as a trustee but as a “person to whom the Policy has been duly assigned in accordance with Condition 21”.  Condition 21 essentially precludes assignment of the policies and benefits thereunder except in certain conditions which do not apply here.  However SE says, and I accept, that Condition 21 is modified by Clause (Eight)(a) of the Loan Agreement so as to permit assignment of the policy to SE as security for the loan made by SE to the Scheme.  

52. That said, I am doubtful whether this means that SE, as assignee, is able to bring itself within the second limb of the definition of payee in Condition 1 (and thus able to rely on Condition 14A(b)).  Any modification is, in accordance with Clause (Eight)(a) of the Loan Agreement, only to the extent necessary to permit the assignment of the policies to SE.  To my mind, that simply permits a modification to the policy conditions to overcome any restriction precluding assignment. Thus Condition 21 of the policy (which, aside from as set out therein, precludes assignment) is the only policy condition which is modified. 

53. The second limb of the definition of “Payees” in Condition 1 refers to “any person to whom the Policy has been duly assigned in accordance with Condition 21”.  In this case, the assignment of the policies was not in accordance with Condition 21 but by virtue of the operation of Clause (Eight)(a) of the Loan Agreement.  Condition 1 does not refer to an assignment by a route other than Condition 21 or by virtue of any modification to that Condition.  I am not convinced that SE can successfully claim that Condition 1 is also modified so as to bring SE within the second limb of the definition of “Payees” set out therein.  

54. SE had argued that Condition 21 is modified to include an implied term which identifies SE as a potential assignee and thus brings SE into the definition of "Payees” in Condition 1.  But, in my view, any modification to the policy conditions is permitted only to the extent necessary to give efficacy to Clause (Eight)(a) of the loan agreement.  That simply means overcoming the restriction against assignment and does not necessarily include any consequent modification to the definitions under the policy condition.  
55. Even if I am wrong about that the Loan Agreement (Clause (Eight)(c)) makes express provision for what will happen in the event that payments under the Loan Agreement are not met and the basis upon which units allotted to the policies will be realised to discharge sums owing.  The Loan Agreement makes no provision for the surrender charges which SE seeks to impose.  Further the final sentence of Clause (Eight)(c) seems to imply that the only reduction to benefits under the Scheme for members will be such reduction as is “consequent”, ie arising following the exercise by SE of its power in that Clause to realise policy units at bid value.

56. The surrender charges are contained in Condition 14A(b) which, on first reading, would not appear to apply to the situation which arose.  That Condition refers to the surrender of the policy on at least six months written notice and depends upon the inclusion of SE as “Payee” within an extended definition of that term.  The requirement for notice would seem to entail SE giving notice to itself of surrender.  However, Condition 14A(b) provides that SE can accept a lesser period of notice and I do not see why that could not extend to waiving the requirement for written notice altogether in circumstances where SE is the party seeking to surrender the policy.  But it is far from apparent that Condition 14A(b) (and the surrender penalties contained therein) would apply in circumstances where the policy is surrendered by SE as assignee of the policy as security for a loan.  

57. I am not convinced by SE’s comparison of a loan by a lender other than SE.  The policy conditions are defective in that they fail to deal with the assignment of the policy as security for a loan, whether from SE or another lender.  Unless another lender could bring itself within the definition of “Payees” (which for the reasons already rehearsed I doubt) Condition 14A(b) and the surrender penalties referred to therein will not apply.  
58. I accept that at the time many contracts across the industry were written with exit charges that were most severe in the early years.  As payment of premiums ceased after only 3 years, it was open to SE, pursuant to Condition 14A(g) and (h) to make a paid up policy deduction. Had SE sought to impose such deductions, which were set out in on the face of the policy conditions, I do not think that the deductions could have been regarded as unusual or onerous. 
59. However, in the event, SE did not make those deductions but waived them at the time the surrender penalties were imposed.  In the light of what I have already said about the applicability of such penalties not being obvious from the Loan Agreement, which was the primary document setting out the terms of the loan and the consequences of default, I consider that the penalties imposed could be termed unusual or onerous.  

60. In the Interfoto case, it was held that an unusual and onerous condition which was not drawn to the other party’s attention did not become part of the contract.  In that case, an unreasonable and extortionate clause had not been brought to the defendants’ attention except on delivery of goods, which the defendants accepted but it was doubtful if the defendants read the accompanying terms and conditions.  The present case is different in that the Applicants had received prior written notice of the condition on which SE seeks to rely.  Generally the parties to a written agreement will be bound by its terms.  
61.  I am not persuaded that the Loan Agreement did modify the policy conditions to the extent relied upon by SE.  If SE, as a matter of construction, is unable to bring itself within the definition of “Payee” SE is unable to rely on Condition 14A(b.  I have therefore made a direction requiring SE to reimburse the surrender penalties.  This should be done by way of reinstatement of the policies as at the date the surrender penalties were applied.  

62. SE’s waiver of the paid up policy charge was on the basis that surrender penalties applied.  As SE has to refund the surrender penalties then SE may wish to reconsider its waiver of the paid up policy charges.  

DIRECTIONS 

63. I direct SE to restore to the policies (50% to Mr Khoury’s policy and 50% to Mr Stagner’s policy) the surrender charges imposed by SE, subject to any paid up policy charges (in the amounts set out above) SE may impose.  
DAVID LAVERICK

Pensions Ombudsman

30 November 2006
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