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Crown Copyright©
Lord Justice Toulson:
1. Mr Walker took out a number of with-profits endowment policies with CIS.  He also subsequently took out four personal pension policies with CIS, which he then transferred.  He brought the present claim against CIS, alleging that it had acted in breach of contract in two ways.  These have been referred to as the unlawful subsidy claim and the differential bonus claim.
2. The case was heard in the fast track by District Judge Lightman on 31 January 2008 and was dismissed.  It was heard in the fast track because the claim was stated to be limited to £5,000.  Mr Walker appealed, and his appeal was heard by HHJ Knight QC on 24 February 2009.  The appeal was dismissed.  Mr Walker now seeks permission to appeal to this court.  Because it would be a second appeal, he has not only to pass the usual threshold but also to show that the appeal would raise an important point of principle or practice or that there is some other compelling reason to hear it.  His application was considered on paper by Sir Richard Buxton and refused on the grounds that the appeal would stand no reasonable chance of success, in addition to there being no important point of principle. 

3. Since then Mr Walker has produced revised Grounds of Appeal.  Today he has been represented by Mr Davey of counsel, and Mr Davey has put the case as comprehensively as he could possibly could.  Unusually, for an application of this kind, the argument has gone for an hour and a half.  That is not a criticism of Mr Davey, but I shall not in this judgment deal with every point that has been canvassed during those 90 minutes.  I remind myself that this is not the full hearing of an appeal but an application for permission.  I will deal with the two heads of claim in turn.  

The unlawful subsidy claim
4. On a date which is unimportant for present purposes, CIS introduced a stakeholder pension scheme.  Under the Stakeholder Pension Schemes Regulations 2000, the maximum charge that CIS could make to cover all its administrative costs was 1% per annum of the underlying value of the funds.  This figure was later increased to 1.5%.  The actual expenses incurred by CIS in brokers’ commission and other costs for each new pension were the equivalent of 13.6% of the first year’s premium, so there was a considerable excess over the amount which CIS could charge against the fund.  Its commercial aspiration was that in later years, as the value of the fund grew, that loss would turn into profit.  In the meantime it had to meet the expense. 

5. Mr Walker says that it did so by taking funds which adversely affected the bonuses he could have otherwise expected to receive under his with-profits endowment policies; in other words CIS robbed Peter to pay Paul.  CIS’s case was set out in considerable detail and with clarity in a witness statement by Dr Timothy Bunch, who was CIS’s senior actuary at the relevant time.  He also gave evidence before the District Judge and was cross-examined.  He was emphatic that the costs in question came from CIS’s free working capital in a way that had no effect on the calculation of bonuses for with-profits endowment policies.  It appears that the FSA was content with what the CIS had done and did not consider that there had been any breach of the regulations.  The District Judge accepted Dr Bunch’s evidence and so dismissed this part of the claim.  HHJ Knight could detect no error of law in the decision, nor could Sir Richard Buxton.

6. In his revised Notice of Appeal Mr Walker makes essentially two comments.  First, he says that the District Judge fundamentally misunderstood his complaint.  The District Judge treated it as if Mr Walker was saying that the expense in question had been levied against the stakeholder pension fund contrary to the regulations and to the detriment of pension holders including himself, whereas it is common ground that in fact Mr Walker has never had a stakeholder pension with CIS, although he has had other forms of personal pension with CIS.  Rather, his complaint was that the relevant costs were taken from funds which ought to have been preserved for with-profits endowment policy holders including himself.  

7. There is force in the complaint that the District Judge misunderstood what Mr Walker was saying.  In his pleaded case Mr Walker set out. at paragraph 5, a number of implied terms, the existence of which was not disputed by the CIS.  These included:
“… 2) CIS would not operate a differential policy to the prejudice of with-profits policy holders which was to the benefit of a different class of policy holder(s);
… 
4) With-profits designated funds would not be used to subsidise other unprofitable funds; …”

The pleading went on to set out alleged breaches in relation to the unlawful subsidy claim.  He said this: 
“8. In order to increase its return from selling unprofitable stakeholder pensions, CIS operated a policy of subsidising commissions in excess of the statutory limit to its sales staff to the detriment of with-profits funds/bonuses.  CIS stakeholder pensions were subject to an annual charge of 1% and commission amounted to 13.6% of the first year’s premium.  In about July 2006 CIS stopped selling stakeholder pensions by its face to face sales force. 

9. The payment of high commission in respect of stakeholder pensions was unlawful and/or in breach of the above implied terms.”
8. I accept that Mr Walker was there making the complaint that the shareholder pension fund was subsidised from funds which should have been properly applied for the benefit of with-profits endowment policyholders.  I also accept that in his judgment the District Judge appears to have thought that his complaint was that the expenses were taken from the shareholder pension fund.  I have some sympathy with the District Judge, who received a very large volume of papers at short notice in a fast track trial.  Included in the papers was a witness statement of Mr Walker in which he set out why he said that the payment of the relevant expenses were unlawful.  The first reason given by him was that in the event of insolvency the 13% charge would be debited against stakeholder pensioners.  It is not altogether surprising that the District Judge understood the complaint to be that the stakeholder fund was wrongly depleted.  Nevertheless, I accept that this was a misunderstanding of the case which Mr Walker was seeking to present and had set out in his pleading, when properly understood.

9. Mr Davey, in his submissions this morning, accepted at first that the relevant implied term of which CIS was allegedly in breach by what has been termed the “unlawful subsidy” was essentially the term pleaded in paragraph 5.4: that is, that with-profits designated funds would not be used to subsidise other unprofitable funds, and he initially accepted that the other implied term to which I referred, that in paragraph 5.2, added nothing to this particular ground of complaint.  Later in his submissions he was to change that position.  I have to say that had I been reading his pleading I would have understood this claim to be a claim that CIS had utilised what in shorthand may be called with-profits funds to subsidise the stakeholder pension fund.  And that is how Dr Bunch unsurprisingly appears to have understood it in his lengthy witness statement.  

10. In his skeleton argument before HHJ Knight the claimant said: 
“Please note: contrary to the impression at paragraph 18 of the District Judge Lightman’s judgment, I have not got a stakeholder pension”

That was the only reference in his appeal to HHJ Knight about the District Judge’s misunderstanding of the position.  I certainly do not read the skeleton argument as advancing as a discrete ground of appeal that the District Judge had misunderstood the nature of the case which he was seeking to present.  Nor, incidentally, was this point raised in the grounds of appeal before Sir Richard Buxton.  As I see it, Mr Walker is here attempting to raise a new point on a second appeal.  That itself would present formidable difficulty, but as I see it there is a yet more formidable difficulty.
11. Dr Bunch was entirely clear in his evidence about how costs were funded, and his evidence was accepted by the District Judge as truthful.  His evidence was quite explicit that the costs came not from shareholder pension funds, nor from without prejudice endowment policy funds, but from free capital.  The District Judge quoted in his judgment a letter from CIS to the claimant dated 8 January 2004 in which CIS wrote in relation to stakeholder pensions: 
“It is true that in the early years these charges are insufficient to cover the expenses incurred in administering this product.”

I interpolate that these charges are a reference to the maximum permitted charges.  The letter continued:
“However, policies are written as long-term contracts covering the period up to the expected retirement date of the customer and we expect over the lifetime of a policy to recoup these losses from the higher charges we are able to take in later years.”

Then followed the important words:
“Until then, this shortfall is made up using funds taken from the Society’s free reserves.  These reserves are independent of the asset shares which are used to determine the value, and hence the bonuses, of with-profits policies such as endowments.  Therefore sales of Stakeholder pensions should not have any adverse impact on the payouts made to our endowment policy holders.”

12. If that evidence was truthful, that provides a full answer to the unlawful subsidy complaint made by the claimant, and it matters not whether the District Judge thought that the money was said to have come from the stakeholder pension fund or from the with-profits endowment policy funds.  Mr Davey submitted that the District Judge’s acceptance of the truthfulness of Dr Bunch’s evidence is fundamentally vitiated by the misunderstanding to which I have referred, but I do not follow that.  Dr Bunch gave oral as well as written evidence about the way in which CIS managed to administer these policies, and I cannot see that the District Judge’s acceptance of his evidence as truthful could conceivably have been any different had he appreciated that what was said was that the money came from with-profits endowment policy funds.  If Dr Bunch was truthful in his account, as I have said, that was an end to the matter.

13. But Mr Davey submits that this misunderstanding should, however, be borne in mind when considering the second way in which he attacks the judge’s dismissal of the unlawful subsidy allegation.  He submits that it is plain, both from passages in Dr Bunch’s statement and from the CIS literature, that the free working capital was not a fund totally insulated from with-profits endowment policy funds in the way that a reading of other parts of Dr Bunch’s evidence might suggest and there was, therefore, a palpable flaw in CIS’s defence that the use of its reserves had no impact on the position of with-profits policyholders such as Mr Walker.

14. He refers to certain statements on CIS’s website about its long-term business. They include the following:
 “What are the risks of investing in the fund?  
The fund is exposed to a number of risks.  For example: 

The risks associated with acquiring new business … but if the working capital is not enough to meet some or all of these losses we may to reduce bonuses and transfer values ... similarly, if the level of working capital is more than we require we may share out additional profits.”

15. It is important to note the “may”.  It is axiomatic that the directors of an insurance company are entitled to use the company’s free reserves in a wide variety of ways at their discretion.  I have difficulty in seeing an inconsistency between that statement and Dr Bunch’s statement as to how CIS’s working capital was in fact deployed and, in particular, how bonuses for with-profits endowment policy holders were calculated.  But I recognise that a contrary view might be taken, and it could be said that there is an inconsistency here.  If so, that was something for exploration with Dr Bunch in the witness box. I have to remind myself that the matter was dealt with as a fast-track trial because the sum involved was small, and it would be wholly exceptional to permit a second appeal to this court in order to explore some point not explored at the fast-track trial.  The point falls far short of one that shows that Dr Bunch’s evidence was not properly capable of being accepted as truthful. 
16. The other passage relied on by Mr Davey is a part of Dr Bunch’s statement, in which he said at paragraph 31:
“The working capital and its role are described in Section B4 of the PPFM for the Fund [Principles and Practices of Financial Management].  This states that the primary purposes to which the working capital may be put are to … 
· support smoothing of payouts…”

The PPFM is a collection of documents published by CIS in accordance with FSA rules.

17. The point which Mr Davey sought to make was that theoretically, therefore, the working capital could be used to assist with-profits endowment policy-holders by smoothing of payouts.  However, that paragraph has to be read in the context of the statement as a whole.  Dr Bunch, having explained precisely how the working capital was derived and how bonuses for with-profits policyholders were calculated, went on to say at paragraph 33:
“It should be noted that the list above [ie the list in paragraph 31] does not include using the working capital to enhance the benefits payable to with-profits policyholders.  These benefits are determined from item (1) of Paragraph 26, the with-profits assets shares, and the rights and expectations of with-profits policy holders do not extend to any specific share of the working capital.”

In other words, the possible use to smooth out payouts would not affect the total amount being paid to with-profits policyholders.  However, Mr Davey went on to submit that the use of free reserves for a highly speculative new form of product might so jeopardise the liquidity of CIS as to affect its proper performance of its contractual obligation to its with-profits policy holders.  He also submitted that the stakeholder pension policy was an exceedingly high risk venture.

18. I do not find that thrust anywhere in the Amended Particulars of Claim and, had it been made, it would have required, in order to be properly investigated, a detailed analysis of the reserves of CIS, the risks attached to the product etcetera.  It is right to note that, in the witness statement of Mr Walker to which I have already referred, he said that there was a line between a subsidy underpinned by reasonable commercial risk and a subsidy that is so loss-making that it could only be described as unlawful.  He accepted that for the court to make an informed decision about where the line was, he must be able to see more detailed accounts than he had.  There was an unsuccessful application by Mr Walker for further disclosure by CIS of various classes of financial document. 

19. But I am fully satisfied that this way of seeking to put the case is a departure from that which was clearly apparent from the pleadings or from that which was deployed before either the District Judge or the circuit judge.  There is no factual evidence to support any conclusion that CIS, by its venture into stakeholder pension policy, has caused Mr Walker’s policies to be worth less than they would otherwise have been. The evidence of Dr Bunch was entirely to the contrary.  

20. So I am satisfied that there is no basis on which Mr Walker has any realistic prospect of persuading a full court that the District Judge was wrong to accept Dr Bunch’s evidence.  

The differential bonus complaint 
21. I have already referred to paragraph 5.2 of Mr Walker’s Amended Particulars of Claim in which he asserted, and CIS accepted that it was an implied term, that CIS would not operate a differential policy to the prejudice of with-profits policyholders which was to the benefit of a different class of policyholders.  It was also pleaded and accepted that, when allocating or fixing bonuses, CIS were bound to act fairly, honestly and in good faith and not arbitrarily, capriciously or unreasonably.  The alleged breach of CIS’s implied terms in relation to pension policy bonuses is set out in paragraph 9A and 9B as follows: 
“9A Further from about 2002 CIS operated a differential policy between its personal pension policyholders and endowment policyholders and from about 2004 onwards CIS stopped paying annual bonuses on the personal pension policies altogether whilst continuing to do so for endowments. …
9B The said differential policy at 9A was unlawful and/or in breach of the implied terms.  At the time of writing the claimant is unsure whether this differential bonus practice was limited to annual bonuses only [or included] internal bonuses as well.”
22. In support of this allegation, Mr Walker relied on the decision of the House of Lords in Equitable Life v Hyman [2002] 1 AC 408.  The District Judge, the circuit judge and Sir Richard Buxton all thought that the decision of the House of Lords in that case had no relevance to the facts of this case and I agree.  The question has to be asked why it was allegedly unlawful for CIS to set different bonuses for the two types of product or, to put it another way round, why Mr Walker had any contractual right that his pension policies should attract the same annual bonuses as were declared for with-profits endowment insurance policies.

23. Dr Bunch dealt with this allegation succinctly in his witness statement in which he said:
“It is a fact that CIS has always declared different rates of annual bonus on endowment and personal pension policies.  This is standard practice within the insurance industry and reflects the fact that the policies are quite different in their structure, in the benefits provided, in the way that bonuses are applied, in the relationship between the premiums paid and the guaranteed benefits, and in respect of other factors such as taxation.  There is no reason why the rates of annual bonuses should be the same, nor is there any regulatory, contractual or implied term that would require an insurer to make them the same.”

24. All that seems to me to be self-evident.  One need only consider, for example, the effect of increasing longevity, which has had such an impact on pension funds in recent years.  Increased longevity is likely to increase the profitability of an endowment fund insofar as it has the effect that the insurer has to pay out in fewer cases of premature death.  But increased longevity plainly makes the annuity which an insurer has contracted to provide under a pension policy more expensive, and that is an illustration of a factor which will have a differential effect on the two classes of policy.  That ground of complaint has no real prospect of success.

25. Accordingly, I agree with Sir Richard Buxton that this proposed appeal has no real prospect of success. I also agree with him that, when one analyses it, ultimately it is fact-specific and raises no point of general importance.  The application is therefore refused.

Order: Application refused






