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ABBREVIATIONS

Baird or the Baird report — the report of the Financial Services Authority on the Review of the
regulation of The Equitable Life Assurance Society from 1 January 1999 to 8 December 2000

DTI — Department of Trade and Industry

EMAG - Equitable Members Action Group

FSA — Financial Services Authority

GAD - Government Actuary’s Department

GAO — guaranteed annuity option

GIR - guaranteed interest rate (which equalled 3.5% in most with-profits policies issued up until
1996)

HL — House of Lords

IBD - Investment Business Division of the FSA

ID - Insurance Directorate of the DTI and then the Treasury

IFSD - Insurance and Friendly Societies Division of the FSA

ISC - Insurance Supervisory Committee

PIA — Personal Investment Authority

RMM - Required minimum margin of solvency, whose amount was calculated in accordance with

the Insurance Company Regulations 1994. The requirements are now set in the FSA’s Interim
prudential Sourcebook for Insurers.
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1. SUMMARY — THE CASE FOR SYSTEMIC REGULATORY FAILURE FROM THE
LATE 1980s/EARLY 1990s

1.1 The tone of the three Acts that have provided the bases of regulation of life companies — The
Insurance Companies Act 1982, The Financial Services Act 1986, and the Financial Services and
Markets Act 2000 - is paternalistic. The “authorities” have regulation powers which they can
exercise vis-a-vis companies providing insurance business (and for which they are not liable in law).
But the Acts neither provide the consumers of such services with statutory rights vis-a-vis the
providers, nor do they provide consumers with redress against the “authorities” when the latter are
guilty of regulatory failure, however grave the fault of the authority. While we regard this style as
inappropriate in this day and age, and it is in marked contrast to the style of legislation in the US and
Australia which provide consumers with direct rights, it should be regarded as putting a strong onus
on the authorities to act vigorously on behalf of consumers, especially as the latter are liable to be
lulled into a false sense of security because life companies have been described as being “regulated”
by the government. As we will show the regulatory authorities have completely failed the

consumers of The Equitable.

1.2 Based on the report “The Equitable Life Assurance Society - The With-Profits Fund 1993-
2000” we commissioned from accountants Burgess Hodgson, on the “Report of the Financial
Services Authority on the Review of the regulation of The Equitable Life Assurance Society from 1
January 1999 to 8 December 2000, and on other sources we have identified the following seven
areas where the responsible government departments and its agent, the Financial Services Authority,

failed the members of The Equitable.

(1) To allow The Equitable to declare such high terminal bonuses that reported policy values
were generally in excess of its total assets throughout the 1990s. At least from 1990, The
Equitable persistently declared total bonuses in excess of asset values. The regulator' was
aware of the practice from at least 1997, but this “did not necessarily cause any concern”. It
should have done so because the consequences were that policyholders who took contracted
exits in the period 1994 to 15 July 2000 either took out more than their asset share or, if they
took an annuity from The Equitable, incurred a liability in excess of their asset share. This
weakened the fund. We estimate that those who took contracted exits merely over the period
1 January — 15 July 2001 took out £200m more than their asset share. The excess was at the
expense of the policyholders who remained and of those who joined; their “policyholders’
reasonable expectations” were undermined since they did not expect to cross-subsidise other
policyholders.

" We use the term “regulator” in the summary as a generic term to embrace the Insurance Directorate of the Department
of Trade and Industry and then of The Treasury; the Government Actuary’s Department; and the Insurance and Friendly
Societies Division and the Investment Business Division of the Financial Services Authority.

% Also, from March 1997, when the market value adjustment was reduced to zero, until 8 December 2000, when the
market value adjustment was increased to 10%, policyholders who took uncontracted exits took more than their asset
share.
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(ii)

The casual attitude of the regulator allowed The Equitable to operate something akin to
a Ponzi fund to encourage new business; exposed new investors to risks which were
entirely inappropriate for an allegedly cautious with-profits fund; and contributed
significantly to the savage cuts in policy values in 2001 and 2002.

To allow The Equitable to expand fivefold in nominal asset value over the 1990s even
though the regulator knew that it was financially very weak. On numerous occasions from at
least 1997 until the end of 2000 the regulator expressed concern about The Equitable’s
ability to reserve adequately and concern about its solvency. At the end of 1998 the
regulator mentioned the possibility of “regulatory action” which included the possibility of
closing The Equitable to new business, and instructing The Equitable that “in the absence of
a robust reinsurance agreement...it [would not be] prudent for Equitable Life to declare any
bonus for 1998”.

In mid March 1999 the regulator “remained concerned about the financial viability of The
Equitable in the longer term”, and in August it was seen as a “high financial risk”. In the
event the regulator was satisfied by allowing The Equitable to use financial engineering to
boost its solvency margin. An unsigned (so called) “reinsurance contract” (which in reality
was merely a mechanism for rescheduling the timing of liabilities) was enough to satisfy the
regulator’s requirement for “robust reinsurance”. The regulator advised “a low profile
approach” in handling The Equitable.

During all this period the regulator did not notice:-

e the burden on The Equitable’s with-profits fund from its non-profit business. (We
suggest the Inquiry examine whether these classes of business had matched investments,
or appropriate reserves were made to cover any mismatching and the mortality risk)

e the effect of a quasi Zillmerising® arrangement, which was estimated by The Equitable’s
auditors to reduce liabilities by “just under £1bn”

Eventually, on 24 November 2000, (which in the circumstances was a disgraceful delay),
with The Equitable floundering towards closure and chaos, the regulator concluded that “at
first sight the solvency position looked reasonable, but the available assets of £3,861m to
cover the required minimum margin of £1,114m included a future profits implicit item of
£925m, disregarded the liability to repay a subordinated loan of £346m and benefited from a
reduction of almost £1.1bn in the GAO reserve from the reinsurance agreement. Without
these items, the available assets would be just £1511m, “a less satisfactory picture for this
large fund”. Note that although subordinated loans and reinsurance contracts are allowed
under an EU Directive, the Member State regulatory authority is empowered to agree the
value put upon them in calculating the solvency margin. The values were absurdly high.

Notwithstanding its obvious financial weakness, the regulator acquiesced in The
Equitable’s policy of growing rapidly, which increased the strain on its solvency.

? See paragraphs 4.18 and A7 together with related footnotes for an explanation.
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(iii)

(iv)

To delay in addressing The Equitable’s guaranteed annuity option (GAQ) problem. The
issue of provisioning for guarantees was analysed in the actuarial literature in the mid-1980s,
and an Actuarial Guidance Note dated 1983 advised actuaries to reserve for maturity
guarantees in unit linked contracts. It was but a small step from these policies to GAOs. The
Equitable, with its very low free asset ratio and negligible orphan estate, was singularly
exposed to the risk of GAOs coming into the money and possibly imposing costs on
policyholders who did not have GAOs. The regulator could — and should - have concluded
that action should have been take possibly to stop it taking on new personal pension plan
business which did not have GAOs, possibly for the guarantees to be written out of existing
policies; and at very least to commence reserving for the guarantees, and charging for them
either from the premiums paid or by reducing the bonuses paid to policyholders with GAOs.

We consider this failure to have been a foundation of subsequent problems, and a very
serious regulatory failure that contravened the clearly implied purpose of s.45 of the
Insurance Companies Act 1982 which empowers the regulator to “require a company to take
such action as appears to him appropriate...to fulfil the reasonable expectations of
policyholders or potential policyholders”. The subsequent inaction in 1996 of allowing The
Equitable to issue policies without a guaranteed interest return (GIR) was s similar failure.

The Equitable first recognised that GAOs had become a problem at the end of 1993, but the
regulator did not engage The Equitable seriously about GAOs until September 1998, five
years after the problem had emerged®. Then (as noted above) it allowed The Equitable to
satisfy its solvency margin with financial engineering (which, better late than never, the
European Commission and the FSA will be prohibiting). It was not until 24 November 2000
that the regulator finally submitted its detailed scrutiny report on The Equitable’s 1999
regulatory returns, and expressed various concerns about the financial strength of the fund
including the reassurance treaty, which “is not wholly satisfactory from a regulatory
perspective as it relies on regulatory arbitrage to achieve the desired result, and would not be
available in the event of insolvency”.

The regulator’s failure in the late 1980s/early 1990s to force The Equitable to deal with
the risks it had assumed, and its subsequent dilatory performance in dealing with
reserving for the GAOs, was a foundation of The Equitable’s eventual financial
difficulties.

To allow The Equitable to remain open to sell with-profits policies after the House of Lords
decision. Just before the decision, under pressure from The Equitable, the regulator stated
that it would not “rush to take remedial action”, a policy that was in keeping with its well
established tradition of never taking action that might embarrass The Equitable. Howard
Davies, the chairman of the Financial Services Authority (FSA), subsequently justified
allowing The Equitable to remain open on the grounds that:-

“we thought that it was likely to produce the best outcome for policyholders, in that
closing it to new business at the time would have significantly reduced the value of
the company and would have significantly reduced the likelihood of a successful sale,
which filled the hole”.

* The Treasury Committee, Tenth Report, Equitable Life and the Life Assurance Industry: An Interim Report, Volume I,
27 March 2001, The Stationery Office Limited, observed “It is unclear to us why the issue of GAR liabilities and
reserving was not considered by the prudential regulator at least by 1993, rather than only in 1998. We believe that the
current inquiries should pursue this closely” (paragraph 12).
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)

(vi)

Prior to making this decision the FSA did not appear to understand fully the financial
weakness of The Equitable (as noted above the scrutiny report for 1999 was not completed
until 24 November 2000), nor the significance of the fact that policyholders with GAOs
could top them up and so represented an unknown liability. Nor did the FSA analyse the
consequences of failing to find a buyer.

The regulator was not only allowing prospective policyholders to join a fund that was weak
before the House of Lords decision and was further weakened by the decision, it was
furthermore undermining their reasonable expectations. People were essentially being
allowed to invest their money on the implicit prospectus that if The Equitable can find a
buyer who will resolve the consequences of past over-bonusing, then investors may have
reasonable expectations. If not, they are in a mess. Although prospective bidders for The
Equitable quickly realised the true magnitude of the financial difficulties, it appeared to take
some time for the penny to drop with the FSA”.

We consider that the consequences of allowing The Equitable to remain open — which
resulted in thousands of people investing in The Equitable and losing money, and more
legal dispute - was a major regulatory failure. It brings out in extreme form the
inherent conflict in the FSA’s objectives between preserving market confidence, which
will be its overriding priority and will generally prevail — and definitely did in this case
— and protecting consumers when it might cause embarrassment. We recommend that
responsibility for conduct of business regulation is transferred from the FSA and set up as
an independent agency.

The FSA’s failure to take action to mitigate the consequences of the HL decision for
policyholders without GAOs

In view of the obviously flawed nature of the House of Lords decision, we consider that
the FSA failed in not considering the possibility of legal means of mitigating the
consequences of the decision for policyholders without GAOs. Instead it acquiesced
when The Equitable reduced policy values in a manner which did not attempt to
redress the harm to such policyholders, and recommended a compromise agreement
which discounted their mis-selling claims. Policyholders without GAOs who left The
Equitable before the compromise was agreed, and are now claiming for mis-selling, are
likely to do better than those who followed the FSA’s advice on the compromise. In
view of its unequivocal active endorsement of the compromise, this should be
embarrassing to the FSA since it is supposed to protect the policyholders’ reasonable
expectations.

To fail to ensure that policyholders and prospective policyholders were properly informed
about The Equitable’s financial circumstances. Although the government has had
comprehensive powers for two decades to prescribe both the form of insurance companies’
accounts and their solvency returns, those documents:-

> On 17 November 2000, three weeks before The Equitable closed for new business, the regulator commented that “(a)
GAR policyholders might seek to top-up their policies as much as possible in order to maximise the value of the GAR;
(b) that this was “likely to shift The Equitable Life GAR liability significantly upwards”; and (c) that additional
payments made by non-GAR policyholders would be used to subsidise GAR policyholders”. A week later it “raised the
question of whether the Society should be continuing to sell non-GAR policies in the same fund as that where the GAR

policies reside...”.

2

By this time, well past the eleventh hour, a firm grasp of the obvious was of no benefit to

policyholders.
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(vii)

1.3

e are not mutually consistent
e the accounts are not complete, namely there is:-

* no statement of how the total value of policies compared with asset values
no record of a provision of £1.6bn for GAOs in 1998 and 1999

* no explanation of the significance of either the subordinated loan of £346m nor of the
reinsurance contract

*  no summary statement of solvency position

e the solvency return is not comprehensible, including to the regulator who offered as a
partial excuse for not picking up The Equitable’s GAO issue more quickly that “the
presentation of their returns was somewhat obscure”

There was no way in which a (prospective) policyholder who was not a life assurance actuary
or an accountant specialising in life assurance — i.e. nearly all policyholders - would have
been able to ascertain the financial circumstance of The Equitable. Furthermore, since The
Equitable sold exclusively through a direct sales force, there was no source of external
informed advice for a (prospective) policyholder to look to.

In line with the Sandler Report, we recommend that there should be a separate with-profits
account, a smoothing account; an account for supporting capital; an account for the non-
profit business; and accounts for other business activities, which should be accounted for and
reported separately in the Annual Report and Accounts. Even now the FSA is proving
dilatory at improving life assurance accounting and reporting.

The inadequate provision of information was a significant failure by the regulator who
under the legislation was endowed with a paternalistic role. Not only did it not exercise
that role, but also it made no attempt to ensure that policyholders would be able to
assess the financial situation of The Equitable for themselves.

The conduct of business regulation was a complete failure to look after policyholders’
reasonable expectations.

Prior to the closure of The Equitable, the FSA did absolutely nothing to investigate, let
alone protect, policyholders’ reasonable expectations. Its performance was nothing
short of disgraceful.

The Baird Report provides information on regulatory decisions from 1997. We hope that the

Inquiry will examine carefully the period after the personal pension plans (without GAOs) were

introduced in 1988. It should have been clear by the early 1990s, when long-term gilt yields and

annuity rates were falling, that The Equitable was not capable of withstanding falling interest rates

because of its excessive bonuses and onerous guarantees. In view of its weak financial position it

was improper for The Equitable to be issuing policies without GAOs. The regulator knew, or should

have known what was going on, and taken action such as closing the fund. It did nothing. We hope

the Inquiry will investigate and report on this matter.
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1.4  The Equitable has been a special case in three respects. First, it had a stated policy of
operating its with-profit fund without an orphan estate, distributing profits to policyholders whose
funds provided the resources to generate the profits. Consequently it was financially weak relative
to funds that distributed a lower proportion of profits and built an estate. For this reason it should
have attracted closer regulatory scrutiny than other funds, but it clearly did not. Second, we
suggest that the Inquiry investigate whether The Equitable “benefited” from less rigorous regulatory
scrutiny for reasons that were extraneous to the regulatory regime. Some possible reasons might be

because it:-

e was the fund favoured by many of the “establishment”

e was a mutual that neither had shareholders entitled to 10% of profits, nor incurred the expenses
of selling through independent financial advisers, and had low costs. It was perhaps a “business
model” for the “stakeholder funds” which the government wished to promote. If a relatively low
profile part of the civil service tried to draw public attention to The Equitable’s shortcomings,
then it might have been silenced from a greater height

Third, the demise of The Equitable cannot be substantially attributed to the collapse of the stock-

market, which hit many other funds over the year 2002 and early 2003. The Equitable’s difficulties

preceded this period. Ironically because it was progressively forced out of equities, it was the best

performing fund in 2002.

1.5 One possible reason for regulatory failure was a shortage of resources. The staffing level
deployed for the prudential regulation of insurance companies appeared to be much lower than that
deployed for banking regulation. A second reason was serious shortcomings on the part of the

Government Actuary’s Department which:-

disregarded The Equitable’s practice of declaring total bonuses in excess of asset values

e supinely acquiesced in the policy adopted by The Equitable during the 1990s to grow rapidly

e was aware, but was not concerned, that The Equitable's policy values exceeded its assets

e failed to address the general issue of reserving GAOs in the 1980s

o failed in the late 1980s/early 1990s to force The Equitable to address the potential risks it had
taken on, but allowed it to continue writing personal pension policies which had no GAOs.
These policyholders were at risk of bearing the costs of policies whose GAOs came into the

money on their guaranteed values. In like manner it failed in 1996 to protect policyholders
without a GIR
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e did not engage The Equitable on the GAO issue until five years after it emerged as a problem
e missed The Equitable’s quasi-zillmerising which added nearly £1bn to the solvency margin

e never identified the drain on the with-profits fund from non-profit business

e was dilatory in undertaking its scrutiny analyses

e did not discount the contribution of the virtually valueless reinsurance contract to the solvency
margin

e did not appreciate that The Equitable’s policies, which incorporated GAOs that could be topped
up, constituted a potential time-bomb (which was the major factor making the business
unsaleable)

¢ did nothing to improve the provision of information to policyholders

A third reason was cultural attitude. As the FSA’s own review of its regulation of The Equitable
observed, “The Review Team’s impression of the style of the prudential regulation of the long-term
insurance industry inherited by the FSA, when compared with its prudential regulation of the

banking industry, is that it is less intrusive and involved than banking regulation”.

1.6  The story of the regulation of The Equitable from the mid 1990s until the end of 2000 was
one of technical ineptitude coupled with dilatory analysis, bureaucratic inertia, secrecy, and a
preference for “a low profile approach” in handling The Equitable. Behind closed doors the
regulator exchanged meaningful (and perhaps back-covering minutes) minutes. Although the
regulatory authorities may have complied with the letter of the law, they bent over backwards in
their judgements to accommodate The Equitable’s difficulties and avoid any public exposure — until
it was too late. Despite repeated expressions of concern for “policyholders’ reasonable
expectations” and of concern at the financial weakness of The Equitable, when The Equitable
threatened a judicial review the FSA was reluctant to confront it and fight a corner for the benefit of
policyholders. Although the regulator had ample powers and huffed and puffed, it was a paper tiger
scared to say boo to The Equitable goose. We note that in the traditional manner of the civil service
enjoying safe jobs and indexed linked pensions, no-one in either the current or predecessor to IFSD,
IBD, or GAD appears to have been called to account for the disgraceful incompetence displayed in
the failures of regulation of The Equitable. The whole episode has been one of regulatory
flabbiness, followed by “retributory” flabbiness.

10
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1.7 At least over the latter half of the 1990s through 2000, the government as the regulator
did nothing — absolutely nothing — for the members of The Equitable. The buck stops with the
government, which has been responsible for allowing the destruction of policyholders’
reasonable expectations on a grand scale. The government should compensate the
policyholders who did not have GAOs (including with-profits annuitants) and who did not
leave The Equitable before 16 July 2001 because their reasonable expectations were

undermined by its regulatory incompetence.

11
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2. INTRODUCTION

2.1 The Equitable Members’ Action Group (EMAG) was founded in September 2000. It
currently has 9,000 members, all of whom have paid a subscription. Until the compromise
agreement the main objectives of EMAG were “to seek to ensure that policyholders are allowed a
fair opportunity to influence the future of the Society” and to provide information to all classes of
members to help them judge their positions. Following the compromise EMAG’s main aim has
been to seek compensation from the government for the regulatory failure of the responsible

government departments and agencies.

2.2 The main purpose of this submission is to identify and set out the regulatory failures that
have occurred. Until 1998 the Insurance Directorate (ID)° of the Department of Trade and Industry
(DTI), with support from the Government Actuary’s Department (GAD) which is part of the
Treasury’, was the prudential regulatory authority. On 5 January 1998 responsibility was passed to
HM Treasury. From 1 January 1999, through a Service Level Agreement with the Treasury, the
Financial Services Authority (FSA) has de facto been the prudential regulatory authority through its
(then) Insurance and Friendly Societies Division (IFSD). On 1 December 2001 the FSA assumed
powers in its own right. From July 1994 until 1 June 1998 the Personal Investment Authority (PIA)
was the conduct of business regulator. On 1 June 1998 the PIA staff were transferred to the
employment of the FSA, and in practice the FSA assumed the responsibilities of the PIA, which
were undertaken by its Investment Business Division (IBD). On 27 April 2001 the 23 GAD staff

involved in prudential regulation of insurance were transferred to the FSA.

2.3 We note that under the Treasury’s Service Level Agreement with the FSA (2.4.5/8), “the
FSA’s aim will be effectively to regulate the insurance industry so that policyholders can have
confidence in the ability of UK insurers to meet their liabilities and fulfil policyholders’ reasonable
expectations”. Among the FSA’s “key supporting objectives” is carrying out “the regulation of
insurance companies...efficiently and effectively”. It is also responsible for “protecting
policyholders against the risk of company failure and, more specifically, to protect them against the
risk that UK authorised insurers might be unable to pay valid claims. In the case of life insurance
companies this includes the risk that they will be unable to meet policyholders’ reasonable

expectations”.

® The acronym ID will be used for the Directorate under both DTI and the Treasury.

7 Baird observes that “Since 1994, GAD has operated a major part of life insurance supervision, as a delegated
responsibility under the terms of a service level agreement originally with the Department of Trade and Industry,
subsequently with Her Majesty’s Treasury and now with the FSA...” (2.8.3)

12
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2.4 Until 1/12/2001 — which embraces the period of interest of this report - the Insurance
Companies Act 1982 as modified by the Transfer of Functions Insurance Order 1997, and
supplemented by the Insurance Companies Regulations 1994, provided the statutory basis for the
government’s prudential powers to regulate with-profits life funds. The Financial Services Act 1986
provided the basis for conduct of business regulation. These Acts and the Regulations were repealed
by the Financial Services and Markets Act 2000. We outline the key provisions of these acts in the
Annex, together with some aspects of the Insurance Company Regulations 1994, and some aspects

of EU directives.

2.5 We observe that the tone of the three Acts we have cited is paternalistic; they provide
“authorities” with powers which they can exercise vis-a-vis companies providing insurance business
(and for which they are not liable in law); they neither provide the consumers of such services with
Statutory rights vis-a-vis the providers, nor do they provide consumers with redress against the
“authorities” when the latter are guilty of regulatory failure, however grave the fault of the
authority. Although we regard this style as inappropriate in this day and age, and is in marked
contrast to the style of legislations in the US and Australia, it should be regarded as putting a strong
onus on the authorities to act vigorously on behalf of consumers, especially as consumers are liable
to be lulled into a false sense of security because the life companies are “regulated” by the
government. As we will argue, the regulatory authorities have completely failed the majority of

policyholders of The Equitable.

2.6 In preparing our submission we draw very heavily on the “Report of the Financial Services
Authority on the Review of the regulation of The Equitable Life Assurance Society from 1 January
1999 to 8 December 2000 (the Baird Report or Baird); unqualified numbers in brackets refer to
paragraph numbers in the Baird Report. Indeed most of our submission is a summary and focused
recasting of material in the Baird report. We found it an excellent factual source covering events
from 1997, but this means we are short of evidence about regulatory performance over the period
1990 to 1996 when the foundations of The Equitable’s failure were laid’. I should have been clear
by the late 1980s/early 1990s, when long-term gilt yields and annuity rates were falling (see
Appendices 7 and 9 of Baird), that The Equitable was not capable of withstanding falling interest

¥ The Stationery Office, 16 October 2001.

% In an interview between Howard Davies, the chairman of the FSA, and Grant Ringshaw in the Sunday Telegraph, 24
November, 2002 we read the FSA’s claims that “the die had been cast well before the regulator [i.e. the FSA] took
effective responsibility for the insurance industry in January 1999”. We wonder whether the Treasury/FSA carefully
selected the period which The Baird Report covered to avoid exploring the earlier period.

13
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rates because of its excessive bonuses and onerous guarantees. In view of its weak financial
position it was improper for The Equitable to be issuing policies without guaranteed annuity options
(GAOs)". The regulator knew, or should have known what was going on, and taken action such as
closing the fund. It did nothing. We hope that the Inquiry will examine carefully the period

after the personal pension plans (without GAOs) were introduced in 1988.

2.7 In view of its brief, Baird did not comment on regulatory shortcomings prior to 1 January
1999, and in our opinion it was sparing in its identification of failures by the FSA over the Review
period''. It could — and in our view should — have stated in a straightforward manner that the FSA
failed seriously in its duty to regulate The Equitable in the various respects that we have identified.
It might further have added in plain English rather than code, that these failures were due to a
combination of inertia, technical ineptitude, and a preference for keeping heads well below any
parapets and not rocking any boat. Although the Chairman of the FSA did forego part of his bonus
for 2000, we note that in the customary manner of the civil service there is no evidence that heads
have rolled for what we will show is significant incompetence which has cost hundreds of thousands

of people dearly.

2.8  In addition we draw on a report prepared for us by accountants Burgess Hodgson “The
Equitable Life Assurance Society — The With Profits Fund 1993-2000”, which we provided
separately to the Inquiry as EMAG?’s first submission. This report attempts first to back-cast from
2000 to 1993 the extent to which The Equitable was “over-declaring” terminal bonuses. Second, the

report shows that The Equitable’s non-profit business was a drain on the with-profits fund.

2.9  Although the decision by the House of Lords (HL), which rendered illegal The Equitable's
practice of setting lower terminal bonuses for policyholders who exercised their GAO, has attracted
most of the attention of commentators discussing The Equitable. We will show that it was in fact
only one of several factors that led to Equitable’s difficulties and to the reduction of policy values by
16% on 16 July 2001; by a further 4% on 15 April 2002; and by another 6% on 1 July 2002, and to
the reduction of income for with-profits annuitants by up to 20% following their annual review dates
after February 2003, with further falls to come. At the time of the HL case The Equitable estimated
the cost of the GAO liability at £1.5bn, which represented about 5.3% of the with-profits fund of

£26bn. The £1.5bn was notionally “collected” by declaring no bonus for the first seven months of

' For consistency we have translated Guaranteed Annuity Return (GAR) into GAO.
' Either by design or by chance, the Report was structured in such a way that the true enormity of the incompetence of
regulation was fragmented among several chapters. What we have done is to bring the bits of the story together.

14
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2000. The Directors of The Equitable hoped for growth of above 10% in 2000, and if this had
happened the bonus freeze would have retrieved the GAO loss. But growth was minimal at 2.7%
and, as can be seen from the regulatory returns, was absorbed by the non-profit fund'?. In the event

the GAO issue was (according to The Equitable) resolved in the compromise settlement of 2002 for

about £900m.

2.10  There were other — and in total much more significant — reasons for the reduction in policy

values than the GAO issue, namely:-

e the over-declaration of terminal bonuses during the 1990s weakened the fund as those who left it
with contracted exits prior to 16 July took mote than their asset share'>. By 31 December 2000,
at the end of a long bull market, The Equitable should have built up a smoothing reserve of at
least 5% of the value of the fund (say £1'2bn). But in consequence of the over-declaration of
total bonuses, according to the Independent Actuary “Policy values exceeded assets by 10%”".
The excess represented a sum of about £2.6bn, of which Burgess Hodgson assume he attributed
£1.9bn to the GAO issue (which was the provision made in the 2001 accounts). Excluding the
allowance for the GAOs, the “smoothing fund” was short by at least £2bn, while, including it,
the smoothing fund was short by about £4bn'’

o the over-declaration of guaranteed’’ bonuses in the 1990s meant that The Equitable was
consistently financially weak

o the fall in the value of the stock market by 25% from the end of 2000 (when the FTSE was 6223)
to late June 2002 (when the FTSE was 4657) also contributed to the shortfall in assets.
Fortunately the circumstances of the fund forced The Equitable to withdraw from equities; it had
50% in equities at the end of 2000; was down to 25% by mid May 2002; to 15% by the end of
June 2002, and to 5% by September. As a result the subsequent fall in the stockmarket was less
financially severe for The Equitable than for other funds which retained a higher proportion of
equities'’. Indeed the Daily Mail of 2 January 2003 reported that The Equitable was the joint top
of the performance league table of life funds for the first 11 months of 2002

e The Equitable’s financial difficulties have been aggravated by its failure to address the problem
of the guaranteed interest rate (GIR) provision of 3.5% p.a. that is attached to about 80% by
value of the policies. The GIRs appear to be the main reason for the reduction in policy values
in April 2002. With one hand the Board covered the GIRs and declared a non-guaranteed bonus
for policyholders without GIRs of 2%, but with the other hand it took it away from policyholders
who had a surplus over their contractual value by reducing policy values by 4%

“Burgess Hodgson’s assessment.

13 Also, from March 1997, when the market value adjustment was reduced to zero, until 8 December 2000, when the
market value adjustment was increased to 10%, policyholders who took uncontracted exits took more than their asset
share.

4 P113, The Proposal to be effected by a scheme of arrangement, The Equitable, December 2001.

'3 All italicised script is italicised by us except where noted otherwise.

' We will use the term “guaranteed”, which is plain English and which The Equitable used, rather than the more
common term “reversionary”, which is industry jargon. We will call the guaranteed bonus plus the terminal bonus
which The Equitable declared as the “total” bonus.

'" The chairman and chief executive of The Equitable have frequently and incorrectly blamed the fall in the stock market
disproportionately for The Equitable’s woes.
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e The Equitable has had to make provisions for mis-selling, which include £420m for payments
under the Rectification Scheme to policyholders with GAOs that matured prior to the HL
decision and for mis-selling of drawdown schemes, and £212m for mis-selling liabilities (this
includes provision for mis-selling to those who left the with-profits fund prior to the ratification
of the compromise scheme)

2.11  We consider that there have been seven regulatory failures:-

(1) allowing it to over-declare its terminal bonuses so that total bonuses were above the
Society’s asset value. The Equitable was in effect allowed to run something akin to a Ponzi
fund

(i1) allowing The Equitable to expand when its solvency position extremely weak and was
propped up with financial engineering

(ii1))  recognising by the late 1980s/early 1990s that The Equitable did not have the financial
strength to bear the risk of significant falls in annuity rates other than by penalising
policyholders without GAOs, and taking action at very least to force it to reserve and to
charge for them

(iv)  allowing The Equitable to continue to sell with-profits policies after the decision by the HL

(v) failing to take action to mitigate the consequences of the HL decision for policyholders
without GAOs

(vi)  failing to ensure that policyholders and prospective policyholders received adequate
information about the financial situation of The Equitable

(vil) failing completely in conduct of business regulation, which did nothing — absolutely nothing
— to protect policyholders and prospective policyholders

2.12  We make some of our criticisms with the benefit of hindsight. But we do not regard this as

any shortcoming on our part. We members, both as policyholders and as owners of The Equitable,

were not privy to either the information that would have enabled us to judge its financial situation,

nor to the discussions that went on behind closed doors which are described in the Baird Report and

repeated in this report.

2.13  We hope that the Inquiry will probe with particular care one aspect of the history; did the
gross regulatory failure on the part of the responsible authorities with regard to The Equitable
exemplify a general regulatory failure that was equally grave in the case of other life offices as well
as The Equitable? Or was it, as some suspect, much worse in the case of The Equitable because the
authorities were, for policy reasons unconnected with the intended regulatory regime, anxious not to
“rock the boat”. Namely, it was a mutual that did not pay commission to intermediaries, had low

charges, and may therefore have been seen as a model for the provision of “stakeholder pensions”
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and the like in the future. Not only will the answers to those questions have implications for the
future of regulation in this field generally; the answers may also be significant in the context of legal
liability, or a special moral responsibility on the part of the government to provide compensation to

The Equitable policyholders who have suffered as a result of grave regulatory failures.

2.14  Finally, we observe that while much of the blame for the regulatory failure falls upon GAD,
the problems of The Equitable reflect in part a failure by the actuarial profession in general, just as
the collapse of Enron reflected a general failure by accounting auditors. It would be most
unfortunate — and inappropriate - if the actuarial profession adopted the attitude of “it could not

happen to us”, when its members should be saying “there but for good fortune go I”.
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3. ALLOWING THE EQUITABLE TO OVER-DECLARE TERMINAL BONUSES

3.1 The study by Burgess Hodgson of the accounts and solvency returns over the period 1993-
2000, which worked back from the Independent Actuary’s statement in the compromise agreement

that at 31 December 2000 “Policy values exceeded asset