INSURANCE CONTRACT LAW REFORM – THE INSURANCE ACT 2015

The Insurance Act 2015 received Royal Assent on 12 February 2015 and is due to come in to force on 12 August 2016. The insurers, underwriters and intermediaries have 18 months to prepare for its implementation. The Act includes provisions on disclosure, warranties and the treatment of fraudulent claims. Once the Act takes effect it will apply to all commercial insurance and reinsurance placements, renewals and endorsements. Certain provisions also apply to consumer contracts.

The new provisions on disclosure for business insureds (the "fair presentation of the risk") in particular will have to be carefully considered. Interestingly the Law Commission's vision in drafting the Act was that insurers, brokers and policyholder bodies should 'work together to develop guidance and protocols setting out what a standard presentation of the risk should include in particular circumstances'. This is clearly a challenge for those concerned to address over the next 18 months.

Changes to rules on warranties and the prohibition of the "basis of the contract" clauses will require revision of policy conditions. The underwriters and policy administrators will need to get familiar with the new ways of dealing with non-disclosure and misrepresentation, in particular the scheme of proportionate remedies, as well as the new ways of dealing with fraudulent claims. 

In addition to the areas covered in our earlier bulletin the Act also makes some amendments to Third Parties (Rights Against Insurers) Act 2010

The Third Parties (Rights Against Insurers) Act 2010, which is not yet in force, was enacted in order to make it easier for persons with liability claims against parties who become bankrupt or insolvent to claim against those parties' insurers. The 2010 Act will allow a third party to claim directly against the insurer without first having to establish liability as against the insured, and also makes it easier for the third party to obtain information about the insured's policy. However, the 2010 Act as drafted contained deficiencies with respect to the range of applicable insolvency procedures and did not fully reflect changes in insolvency law. Further legislation was therefore considered necessary before the 2010 Act could be brought into force.

The Insurance Act 2015 includes amendments to the 2010 Act to allow the government to make the necessary changes by way of secondary legislation, following which the 2010 Act should be brought into force. The government has stated that the draft regulations are being prepared and that it is committed to bringing the 2010 Act into force as soon as practicable.
While the reform has been lauded as being the biggest reform of insurance law in 100 years (given that the 2015 Act amends the Marine Insurance Act 1906), not all the matters that had been considered for reform by the Law Commission have yet been dealt with. A clause on damages for late payment or non-payment of a claim was omitted from the Bill before it was presented to Parliament. There was criticism of this proposal and so the Bill would not have been suitable for the special procedure for uncontroversial Law Commission Bills. However, during its passage through Parliament, it was suggested that the Government did in fact support that proposal "and it is hoped that legislative opportunities will arise to include that measure with other insurance-related provisions".

The Law Commissions have indicated that they are aiming to produce a third and final report in 2015 on various issues which were not addressed in the 2015 Act but which have been the subject of review and proposals in earlier papers. These include the proposed reform of various anomalies regarding insurable interest, which are of particular interest to life offices. Whether anything is likely to happen in the near future remains to be seen.

As it happens we have had two recent decisions on insurance related topics: one involved a potential third party claim where the company which effected a group life policy had been struck off (Rai v Legal and General 2015) and another where the judge made interesting comments on insurable interest as well as misrepresentation (Western Trading Ltd v Great Lakes Re (UK) 2015). 

CASE CONFIRMS FINANCIAL CONTRIBUTION NOT NECESSARY FOR PROPERTY SHARE

The England and Wales Court of Appeal has upheld a finding that a cohabitant had a 25% beneficial interest in a property solely owned by her partner, despite the Court finding that her financial contribution had been “insignificant.”

In the recent Court of Appeal case of Graham-York v York, 2015 EWCA Civ 72, the claimant cohabitee was awarded a 25% beneficial interest in a property solely owned by her partner on the basis of her 'domestic contributions' even though her financial contribution was insignificant. The facts of the case were as follows.

Miss Graham-York and her partner, Mr York lived together between 1976 and Mr York's death in 2009. The property in question was purchased by Mr York with the benefit of a mortgage taken out by Mr York. After Mr York's death, mortgage arrears developed and the mortgage lender obtained an order for possession. This order was challenged by Miss Graham-York who argued that she had a 50% beneficial interest in the home which was held in her deceased partner's sole name and which was worth over £1.2 million. 

At trial, the County Court determined that Miss Graham-York did have a beneficial interest in the property but that it was limited to 25% of its value. Miss Graham-York appealed this decision to the Court of Appeal arguing that she was entitled to 50% of the value.

What emerged from evidence was that throughout their relationship, Mr York had assumed sole responsibility for the management of the family and household expenditure and that the financial contributions from Miss Graham-York were extremely limited. Miss Graham-York argued that although her direct financial contributions may not have amounted to much, it was only fair for her to have an equal share of the property given the length of her co-habitation with Mr York (33 years) and the contribution that she had made by bringing up their daughter.

Observing that the focus must be on valuing the actual contributions, both financial and non-financial, without being 'led astray' by the length of the co-habitation; the Court determined that Miss Graham-York's contribution boiled down to two key elements: the fact that she had played a primary role in looking after their daughter, and the fact that she cooked the family meals.

The Court ruled that these two elements justified a valuation of her interest in the property at 25%.

The Court's ruling has been criticised by some as being overly generous given that this was a case where the cohabitee's financial contributions were virtually non-existent. However, this case demonstrates that the Court will look closely at the extent of an individual's non-financial contributions in such situations.

THE OFFICIAL RATE OF INTEREST FOR 2015/16
Reduction in the official rate of interest from 3.25% to 3% for 2015/16.
HMRC has announced that 'The official rate of interest' that applies to employment related loans will be 3% for 2015/16 – however this is still subject to the necessary Treasury regulations coming into force. 

The rate for the current year is 3.25%. 

If an employer makes a cheap loan to a higher paid employee (one earning £8,500 a year or more) or a director then the official rate is used to measure the benefit to the employee which is subject to tax as a benefit in kind. The benefit is the difference between the interest (if any) paid by the employee and interest at the official rate. An employer will pay Class 1A National Insurance contributions on any taxable benefit.

There is a de minimis provision which operates so that if the loan (or total loans) for an individual at no time in the tax year exceeds £5,000 no tax charge is made.

The official rate of interest also applies to calculate the pre-owned asset tax charge on assets other than land. 

The de minimus provision of £5,000 also applies in these cases and is based on the chargeable amount for the year. So if someone is chargeable throughout the whole tax year and the annual benefit is calculated at £5,000 no tax charge is made and they do not have to declare the benefit on their income tax return.

NET RECEIPT FROM AN UFPLS 

This considers the practical implications of how PAYE operates on the payment of an uncrystallised funds pension lump sum (UFPLS) and how that will impact upon the actual amount an individual initially receives, compared with the final amount owing to (or by) HMRC.  

The HMRC Newsletter 67 looks at the instances where the scheme has to operate a PAYE tax code on a month 1 basis.  It is the manner in which the “month 1” code collects income tax that will result in a potential over payment of income tax, which the individual will then need to reclaim from HMRC.

We will consider a couple of examples to demonstrate the potential problems. It is important to note that we have shown these calculations to two decimal places.  The actual PAYE tax tables will actually be rounded so the actual results with differ slightly, but these example will convey the potential issues:

Example 1

Andrew aged 59, is made redundant at the end of October 2015 (i.e. in the 2015/16 tax year) and supplies his personal pension plan (PPP) provider his P45, which shows a tax code of 1080L (the normal personal allowance of £10,600 plus £200 of professional subscriptions) with gross income to date (7 months) of £21,000 and PAYE deducted of £2,940.

In February 2016, he is finding it difficult to obtain new employment and decides to take a £20,000 gross UFPLS from his PPP which is paid in February 2016.  

As per Scenario 1 of Newsletter 67 the PPP administrator will operate the tax code 1080L on a month 1 basis the PAYE deducted on the UFPLS will suffer PAYE of £5,190.25 leaving a net amount of £14,809.40. The income tax liability is broken down as follows:

	Gross payment
	
	
	£20,000

	Tax-free PCLS
	
	£  5,000
	

	Subject to PAYE
	
	£15,000
	

	Less PAYE


	
	
	

	Tax-free pay (1/12th of the PA)
	£900.00
	£0
	

	Taxed at 20% (1/12th of the 20% band; £2,648.75)
	£2,648.75
	£529.75
	

	Taxed at 40% (1/12th of the 40% band; £9,851)
	£9,851.25
	£3,940.50
	

	Taxed at 45% (on the excess)
	£1,600.00
	£   720.00
	

	Total tax deducted
	
	
	£5,190.25

	Net received
	
	
	£14,809.75


However, we need to consider the position at the end of the year:

· The PAYE deducted on his salary will have amounted to £2,940.00, plus the £5,190.25 deducted from the UFPLS, a total of £8,130.25.  

· Andrew’s total taxable earned income amounts to £36,000. Of this he has to pay 20% income tax on £25,200 amounting to £5,040.

	The total tax deducted
	
	£8,130.25

	Total tax due
	
	£5,040.00

	Refund due
	
	£3,090.25


Example 2

Brian aged 61, is working part-time on a salary of £12,000 p.a.  In addition he has £3,000 of savings interest, however he pays no income tax on this as it is covered by the 0% £5,000 starting rate. In October 2015, he decides to draw a £12,000 gross UFPLS to allow him to buy a new car.

As per Scenario 2 of Newsletter 66 the PPP administrator will operate the emergency tax code 1060L on a month 1 basis, the PAYE deducted on the UFPLS will suffer PAYE of £2,716.92 leaving a net amount of £9,283.08. The income tax liability is broken down as follows:

	Gross payment
	
	
	£12,000

	Tax-free PCLS
	
	£3,000
	

	Subject to PAYE
	
	£9,000
	

	Less PAYE
	£883
	£0
	

	Tax-free pay (1/12th of the PA)
	
	
	

	Taxed at 20% (1/12th of the 20% band; £2,648)
	£2,648.75
	£529.75
	

	Taxed at 40% (1/12th of the 40% band; £9,851)
	£5,467.92
	£2,187.17
	

	Total tax deducted
	
	
	£2,716.92

	Net received
	
	
	£9,283.08


However, we need to consider the position at the end of the year:

· The PAYE deducted on his salary will have amounted to £280, plus the £2,716.92 deducted from the UFPLS, a total of £2,996.92.  

· Brian’s total taxable earned income amounts to £21,000. Of this he has to pay 20% income tax on £10,400 amounting to £2,080.

· However, his £3,000 of savings interest will no longer sit within the starting rate band, as that has been filled by earnings and pension income. As a result he will have a further liability of £600 on the interest, bringing his total tax bill to £2,680.

	The total tax deducted
	
	£2,997.20

	Total tax due
	
	£2,680.00

	Refund due
	
	£317.20


Thus the £9,000 of taxable income from the UFPLS had added £2,400 (£2,680 - £280) to Brian’s tax bill, an effective rate of 26.67%, even though he remains a basic rate taxpayer. 

Planning point

As can be seen from both HMRC Newsletter, where the UFPLS doesn’t extinguish all the funds in the pension, HMRC will issue the scheme administrator the appropriate tax code to operate against future payment made in that tax year.  

It would seem to make sense, if the client is happy to do so, to take three or four small UFPLS payments rather than one larger one.  If the second and subsequent payments are delayed until after HMRC issue the appropriate coding notice, it may mean there is a small over payment of income tax, which will help the client’s cash-flow. However, it may well be the provider charges would mean this is not a viable course of action.

Comment

As can be seen from the above two examples, when a client takes an UFPLS it is likely to result in there being an over payment of income tax as even relatively small lump sums will push a client into the 40% or even 45% tax rate.

Clearly, HMRC would rather end up owing individuals income tax back at the end of the year, rather than having to wait for the individual to complete a self-assessment tax return to pay the outstanding liability, especially as many of these individuals will never have had to fill in a tax form before.

Another point worth mentioning is that, it is not correct to say the UFPLS will be taxed at the individual’s marginal rates of tax. As it is deemed to be earned income it is the first tranche of income tax, so for some clients the pension income will be taxed at basic rates and their investment income is taxed at higher rate income tax.

REPATRIATING A QROPS TO THE UK 

This considers the high level considerations where, in the past, an individual had transferred their benefits in a UK Registered Pension Scheme into a QROPS.  Now that they are UK resident, whether because they have returned to the UK, or they never actually left in the first palace, they are wondering is it better to take benefits under the QROPS or to transfer the benefits in the QROPS back into a UK Registered Pension Scheme prior to commencing receipt of the benefits.

Considerations

There are a number of important considerations that need to be factored in to the advice process.  These are listed below.  However, as this is a complex area it is difficult to be very specific. The following are some of the factors that need to be taken into account and an adviser will need to ensure they fully understand how they impact upon the circumstances of a particular individual client:

· There will be no hard and fast rules over the way in which benefits can be paid from a QROPS; much will depend upon the jurisdiction in which it is based.  However, having said that, many schemes will pay benefits broadly similar to those available under a UK Registered Pension Scheme. So, for instance, we are aware that some QROPS prior to 6 April 2015 were offering Flexible Drawdown and so we see no reason why they would there be willing to offer flexi-access drawdown from 6 April 2015.

· Changes made under the Taxations of Pension Act 2014 introduce the pension flexibility rules. This may apply equally to non UK schemes as well as to UK registered pension schemes.  This means that it is possible for the non-UK pension scheme to provide benefits that will be taxed to a UK resident in a similar manner to a UK registered pension scheme.  The foreign pension income will benefit from the 10% foreign income deduction, meaning that only 90% of the income will be taxable, although there may be some withholding tax in the jurisdiction in which it is based. 

· An argument has been put forward by some, that the 25% lump sum paid from a non-UK pension scheme is liable to income tax.  This is because whilst in Part 9 Chapter 15A ITEPA 2003, “Lump Sums Under Registered Pension Schemes” there is a specific exemption to income tax in respect of a PCLS paid from a UK Registered Pension Scheme, there is no equivalent in respect of non-UK pension schemes.  However, others argue that the wording of Part 9 Chapter 4 “Foreign Pensions: General Rules” means that income tax is only levied on pension income arising from a non-UK pension, and therefore it follows the lump sum are not subject to UK income tax.  There is also an argument, based on the Danner case, that if the QROPS is based in an EU Member State it will be difficult for HMRC to apply income tax on a benefit that that is tax-free in the other EU State and would also be tax-free if it were help in a UK registered pension scheme.

· When transferring a QROPS to another pension scheme, a FCA regulated adviser would also, depending on the client’s needs and circumstances, need to consider transferring to a different QROPS and not just a UK Registered Pension Scheme. It may well be that the client’s current QROPS doesn’t offer the flexibility that is desired.  However, that flexibility might be delivered from a QROPS based in another jurisdiction and not just a UK registered pension scheme. We would therefore expect the resulting transfer report to be considerably more complex than for a simple transfer between two UK schemes.

· An examination should be undertaken as to the reasons for transferring to the QROPS in the first place.  It may well be that the original advice relating to the transfer to the QROPS was not appropriate.  If that is the case, this should be addressed before any further action is taken. 

· An adviser will also need to ensure that the advice area in which they are dealing is one that they are suitably qualified in, whether this is down to their PI insurers or their own internal compliance structure.

· QROPS based in the Channel Islands, Gibraltar or the Isle of Man are in jurisdictions which use Sterling as their currency, are part of the UK banks clearing system,  and are either in the EU (Gibraltar) or outside of the EU (Channel Islands and the Isle of Man). A decision will need to be taken as to whether a QROPS based inside or outside of the EU is in the best interests of the client.

· Where an individual transferred a UK registered pension scheme to a QROPS, it will have been assessed against the individual’s LTA under BCE 8. If the individual decides to transfer back to the UK, it is possible that he will qualify for the international enhancement. Whether or not this is the case will depend upon the specific circumstances of the individual.  Please refer to RPSM13100040 et al for more details of this.  It would not be a good outcome if, following a transfer back into the UK, the individual was unable to replace the element of the LTA that was utilised on the original BCE 8.

· If the QROPS contains the original transfer value plus growth, then the excess over the monetary value transferred out is not part of the funds on which the QROPS has to report to HMRC.  So, if the QROPS is transferred back, there is an argument to retain the excess over the transfer value outside of the UK.

· If funds are repatriated, and then crystallised, remember there is the potential, depending upon how benefits are crystallised, for another test against the LTA on death or on attaining age 75. This would not be the case if the funds remained in a QROPS.  RPSM13104020 confirms that the benefit payment from the QROPS (out of the transferred funds) is not a benefit crystallisation event for the purpose of the lifetime allowance.

· Broadly speaking the IHT position is similar for all qualifying non-UK pension schemes (QNUPS) (see The Inheritance (Qualifying Non-UK Pension Schemes) Regulations SI 2010/51) as for a UK registered pension scheme.  In particular for lump sum death benefits to be free of IHT, they must be paid out of the QROPS within 2 years of the date of the member’s death or 2 years of the date the scheme administration could reasonably have known of the death. All QROPS will be QNUPS, but not all QNUPS will be QROPS.

Many advisers are still recommending a client transfers to a QROPS as a means of mitigating the reduction in the LTA.  For some people that will be appropriate advice, equally it will be appropriate for some individuals to consider repatriating pension to the UK.  Remember the tax rules, and in particular pensions, seem to be the target for politicians or all persuasions and so just because the UK is an attractive case for pension funds now, doesn’t mean that will always be the case.

Whether an adviser is recommending a transfer out or, or into, the UK it is important that the adviser fully understands all of the implications, based both upon the UK rules, the rules in the QROPS jurisdiction and the interaction between the two. 

PENSIONS SCHEMES ACT 2015

After its first reading in the Commons on 26 June 2014, the Pensions Scheme Bill 2014-15 received Royal Assent on 4 March to become the Pensions Schemes Act 2015.

According to the Minister for Pensions Steve Webb said:

· The passing of this act marks the culmination of a 5-year pensions’ revolution under this coalition government.

· While for years successive governments simply watched the slow decline of the final salary scheme, we have responded by giving firms new ways of providing their staff with secure pensions.

· There is a real appetite from employers to offer high-quality pensions for their staff and the new Defined Ambition pensions made possible by this act will enable a new generation of better, fairer schemes.

· The act also protects the new pension freedoms and flexibilities, so people have control of their pension pots, and know it is a criminal offence for scammers to pretend to offer official Pension Wise guidance.

The landmark legislation passed today will create the opportunity for workers to save into Defined Ambition and Collective Benefit schemes:

· The former of these will offer them a promise about some of the benefits they will receive, whilst the latter 

· Will be able to pool risks between the members and this can provide greater stability and already operate successfully in other European countries.

It is yet to be seen the appetite amongst employers and to a lesser extend employees attracted by the pensions freedoms, will have for these new types of pension structure.

The new Act also provides further protection measures for pension savers taking advantage of new flexibilities to access their pension pots from this April, including important new legislation on the new guidance service, Pension Wise.

