EMAG’s Criticism of the Parliamentary Ombudsman’s first report on Equitable Life

Updated in the light of Lord Penrose’s report


PART 1 – POINTS OF PRINCIPLE DISCLOSED BY LORD PENROSE

The original report of the Parliamentary Ombudsman Ann Abraham  (‘PO’) covered only the period from 1st January 1999 to 8th December 2000.  It considered only one ‘representative’ investor, Stewart Simpson (‘Mr P’), who bought a with-profit annuity in June 2000, just before the House of Lords decided against Equitable Life’s differential terminal bonus policy in the Hyman case.

Limitations of Time and Scope

Penrose makes it clear that the real failure of regulation occurred during the period 1987- 1998.  The PO restricted her investigation to the period of the FSA’s involvement 1999-2000. The critical period was not covered.

The PO claims that the Government Actuary’s Department (‘GAD’) is outside her jurisdiction.  It is accepted that it is not on the ‘list’ contained in the Parliamentary Commissioner Act.  However that Act does give her to jurisdiction over ‘unlisted’ departments acting ‘on behalf of’ listed ones.  This is how she investigated the FSA, which is also ‘unlisted’.  Her theory is that GAD acted only as advisers, whilst the empowered regulator (Department of Trade and Industry ‘DTI’ to 1997, Treasury 1998-2000) carried the responsibility.  Penrose reports that in practice the DTI was incapable of fulfilling its functions and ‘for all practical purposes, scrutiny of the actuarial functioning of life offices was in the hands of GAD until the reorganisation under FSA was in place [in 2001].’  In short GAD did most of the job.  Why should policyholders be denied access to justice because a part of a listed department’s (DTI) functions were subcontracted to an unlisted one (GAD)?

Key New Evidence (a)

Each year the Society’s actuaries were required to present a ‘solvency’ return to the regulators comparing, on the one hand, its contractual liabilities (excluding terminal bonuses) to policyholders with, on the other hand, its assets.  This was a lengthy and technical appraisal and was studied by the regulators.  Lord Penrose shows that, in presenting these returns, the Society’s actuaries consistently used the least prudent methods of valuation and indulged in several practices of ‘dubious actuarial merit’. These included:- 

1) valuing future liabilities at an inappropriate rate of interest.  This typically understated those liabilities in the period 1990-1996 by about £500 million

2) treating selling costs as an asset, estimated in 2000 at £900 million 

3) making no provision for the guaranteed annuity rate (‘GAR’) cost applicable to the (undisputed) contractual liabilities until much too late

4) valuing a financial re-insurance policy, which proved to be worthless, at over £800 million in the years 1998-2000

5) placing increasing reliance on ‘future profits’ allowances (from £250 million in 1994 to £1,000 million in 2000)

6) taking on a ‘subordinated loan’ of £346 million in 1997 which was not counted as a liability

Lord Penrose revises the solvency figures eliminating items 4-6.  For no explained reason, he makes no adjustment for items 1-3.  Had he done so, Equitable Life would appear to have been technically insolvent for the whole decade of the 1990s.

Lord Penrose makes it clear that the regulators lacked confidence, consistency and robustness in countering these devices.  Only the re-insurance policy was considered in detail by the PO’s report.

Key New Evidence (b)

Lord Penrose attributes part of Equitable Life’s demise to its persistent practice of voting bonuses well in excess of assets (over-bonusing).  He chronicles the movement of the realistic financial position shown by the ‘office valuation’, which compared the aggregate of policy values indicated to members (including terminal bonuses) with the value of assets available to support it.  It discloses a deficiency of assets (‘un-funded policy value position’) from 1989 onwards.  

	
	
	
	Aggregate
	Unfunded
	Unfunded

	
	
	
	Policy
	Policyvalue
	as a %

	
	Year
	Assets
	Values
	Position
	of Assets

	
	
	£ million
	£ million
	£ million
	

	
	1989
	4,921
	5,166
	(245)
	-5%

	
	1990
	4,902
	6,277
	(1,375)
	-28%

	
	1991
	6,266
	7,805
	(1,539)
	-25%

	
	1992
	7,915
	9,214
	(1,299)
	-16%

	
	1993
	10,880
	11,065
	(185)
	-2%

	
	1994
	10,817
	12,956
	(2,139)
	-20%

	
	1995
	13,366
	14,962
	(1,596)
	-12%

	
	1996
	15,699
	17,424
	(1,725)
	-11%

	
	1997
	19,240
	20,598
	(1,358)
	-7%

	
	1998
	21,367
	23,567
	(2,200)
	-10%

	
	1999
	26,139
	26,873
	(734)
	-3%

	
	2000
	25,843
	28,900
	(3,057)
	-12%


The above figures include a substantial allowance for GAR costs only in 2000. The office valuation confirms the validity of the conclusions reached in the report that EMAG commissioned from Chartered Accountants Burgess Hodgson, which was published in March 2003.

The above table demonstrates that Equitable Life’s ‘smoothing kitty’ was overdrawn throughout the 1990s culminating in an ‘overdraft’ of £3,057m at 31st Dec 2000.  Lord Penrose estimates that about £1,800m of this related to excess bonuses paid out to departing policyholders during that decade.  Equitable Life was running a Ponzi-type scheme.

Lord Penrose shows that by June 2001 the asset deficit from all sources had grown to £4 bn and he says that over-bonusing was a ‘major contributory factor to the weakness that required a substantial reduction in policy values in July 2001’ (Chapter 19 Paragraph 56).  He confirms that this cut applied to with profit annuitants as well as to pension and endowment investors.  Because the cut related to policy values rather than bonuses, late joiners such as Mr P were particularly hard hit.  They had enjoyed little or no benefit from past excess bonuses, but their policy values (effectively the amounts they had invested) were cut anyway.

The PO’s report did not sufficiently consider this aspect of the Society’s finances.

Lord Penrose described the smoothing of a with profit fund as follows (Paragraph 62 Chapter 19):-

‘Smoothing is generally taken to imply that payout ratios should average 100% of a projected norm over time, with aggregate policy values and payouts running below the level of available assets during market peaks, and above the level during downturns. A rigorous and prudent adherence to a clearly defined set of smoothing parameters would appear to be all the more essential in a fund that is being operated on the basis of a policy of full distribution and no estate [as Equitable Life operated].’  

In short, the existence of deficits in years when the stock market was low (e.g. 1990 and 1994) might have been acceptable if there were surpluses in years when it was high (e.g. 1993 and 1996-1999).

Lord Penrose says ‘In and after 1989, when the Society adopted a new approach to accumulating policy values, the failure to recognise accruing final bonus in its entirety was untenable, having regard to the terms of the statute and to the Society’s publications and communications with policyholders.’ (Chapter 19 Paragraph 75)

Representations were apparently made to him by the Society itself, by GAD, by the Treasury and by the FSA that the pattern of values shown above constituted an appropriate smoothing policy.  Lord Penrose rejects this approach.

‘Apart from the absence of a consistently expressed and coherently followed smoothing policy (of which more below), it is hard to reconcile what the inquiry has found with any credible approach to smoothing. The Society’s pattern of ‘smoothing across the peaks’ (to borrow Headdon’s phrase) did not represent, and could not have represented, a credible approach to smoothing for a mutual espousing the principles the Society did.’ (Chapter 19 Paragraph 240, emphasis added).

The Treasury, on advice, has now, as we believe rightly, accepted the correctness of Lord Penrose’s view. The PO’s report accepted the now discredited Equitable/GAD/FSA line.

Incorrect interpretation of Regulator’s Responsibilities and Powers

In addition to maintaining technical solvency, the 1982 Insurance Companies Act requires the regulator to assess whether the long-term insurer can meet policyholders reasonable expectations (‘PRE’). Unlike most with-profit companies Equitable Life created its own quite specific PRE by sending members annual policy valuations.  These were not ‘funny money’ estimates of prospective future entitlements, but were current values, upon which actual payments to departing policyholders were based.

Lord Penrose says that the regulator (DTI) asked for and received the responsibility to police and the powers to enforce Policyholders Reasonable Expectations in respect of the maintenance of a smoothing fund.   His report demonstrates that the policing was badly done and the enforcement powers were not used:-

‘The regulators acted as if they had power to investigate PRE with a view to taking action, and I believe that they were right to do so. They never got round to taking such action, but that is a different matter.’ (Chapter 15 paragraph 18)

The PO largely ignored PRE and the responsibilities placed upon the DTI and (later) the Treasury by the Insurance Companies Act and regulations issued under it.  In particular, she made no attempt to consider the effect of a part of all new investment being used to make excessive payments to departing policyholders.  She accepted the regulators’ excuse that the concept of ‘light touch’ prevented them identifying the problem and taking action, notwithstanding the draconian powers avialable to them under the Act.

Penrose stresses the regulators’ statutory responsibilities and barely mentions the ‘light touch’ concept. The principle, as we understand it, rejects heavy additional reporting requirements, but expects the regulator to act where he picks up PRE issues from the solvency returns.  If he does so, the Insurance Companies Act 1982 gives the regulator wide powers to protect PRE.  Lord Penrose reports that the PRE numbers (the office valuation) were actually supplied to the regulator from 1991 onwards.  The figures (reproduced in the above table) consistently showed a deficit of asset vales as compared to the aggregate of policy values represented to members.  Lord Penrose’s report shows that the regulators took no effective action to protect PRE in the form of Equitable Life’s promise of a ‘smoothed asset share’.  

PART 11 – SPECIFIC MATTERS

In addition, Lord Penrose takes a more rigorous view of some of the regulatory actions ‘cleared’ by the PO. 

The FSA’s Gross Error of Judgement and Administrative Failure

The main complaint against the FSA during the limited period covered by the PO’s Report was the undue reliance that it placed upon the Society’s market value.  Equitable Life was allowed to continue to trade and advertise aggressively after it lost in the Court of Appeal (January 2000) and even after it lost in the House of Lords (July 2000) on the assumption of a substantial market value (£3 to £5 billion).  In the event no one was prepared to pay anything at all for Equitable Life’s goodwill.

Bidders were surprised by the poor state of the Society’s finances and by the risks inherent in the fund.  They concluded that the cost of making good the asset deficit was greater than the goodwill of the world’s oldest life insurer running a £30 billion fund.   They came to that conclusion in a matter of weeks.  

Lord Penrose report shows that the FSA and its predecessors had known for almost a decade that the Society had a deficiency of assets, which any purchaser would need to make good out of whatever amount he was prepared to pay for the business. Nevertheless the FSA with little thought or calculation, managed to assume that Equitable Life’s goodwill carried a substantial value. The FSA were wrong to the tune of several thousand million pounds. 

Lord Penrose says:

‘…it remains my view that the regulators’ inability to make an independent and reliable assessment of the Society’s financial position from information gathered through the regulatory process at this critical stage was a serious impediment, and is a further indication that there are serious issues about the effectiveness of regulation generally at that time.’ (Chapter 18 Paragraph 63)
This valuation was crucial to Mr P’s case, since the FSA deliberately sacrificed his and many other ‘late joiners’ interests so as to safeguard existing policyholders’ rights to this goodwill. 

Of the absence of a ‘Plan B’ Lord Penrose says:-

‘The question that regulators and GAD failed properly to address was not whether the actual result [of the Hyman case – July 2000] should reasonably have been anticipated, but whether the outcome was within the range of possible results for which contingency planning should have been in place so as to instruct their enquiries and supervision over the material period. As discussed above, the possibility of failure was included in the list of scenarios, but that did not lead to significant planning for the event.’ (Chapter 18 Paragraph 66)

Of the failure of the FSA to protect the interests of ‘late-joiners’ Lord Penrose expressed concern. 

‘It appears that the regulators proceeded on an assumption that, if anyone were disadvantaged by the decision, compensation would be available. No legal assurance was sought that this would be so, and there was no examination of the legal issues involved. There was no recognition recorded that, if compensation claims were sustained, those claims would be at the expense of the with-profits fund, nor any attempt to quantify the risks to which potential policyholders were exposed relative to the benefit claimed by management for continuing to trade. No consideration was given to measures that might have mitigated the potential for subsequent claims of misrepresentation. The Society was even permitted to continue its advertising, and so those taking new or further policies with the Society did so by invitation and not as mere volunteers, without the risks of doing so being made known to them.’ (Chapter 18 Paragraph 115).

 He goes on to suggest an obvious but unconsidered alternative.  ‘But there might have been contractual options open in the case of new contracts at least that would have allowed for penalty-free transfer of funds to another provider, for example, in the event of failure of the sale: that could have been seen as an appropriate counterpart of the proposal to exclude such policyholders from the benefit of the proceeds of sale. Other possibilities could no doubt have been developed. To allow business to continue without exploring means of protecting those who were exposed to risk by the decision, and relying on an untested view that there would be a remedy was unfortunate.’ (Chapter 18 Paragraph 116)

In short, Lord Penrose exposes the regulators’ failure to discharge their responsibilities to investors in 2000, in a way not appreciated by the PO, who had less knowledge of Equitable Life’s history and practices and less detailed understanding of the regulators’ duties and powers.

The Re-Insurance Policy

During 1999 the Society bolstered its technical solvency position by taking out a re-insurance policy with Irish European Reinsurance Company Limited.  The contract was at best an agreement to refinance GAR costs and at worst a sham.

Lord Penrose found it ‘difficult, if not impossible’ to bring the refinancing arrangement with Irish European Reinsurance Company Limited within the scope of the regulations.  He said ‘Treating the contingent rights of the Society as a present asset appears to involve a very strained construction of the regulation’  (Paragraph 105 Chapter 7).  Even if it were allowed, he found the sums ascribed to it [over £800m] were ‘disproportionate to the benefit understood by the Society and regulators to be conferred by the treaty.’  The regulators bent over backwards to facilitate this arrangement, giving credit in the 1998 return, even though the agreement was not signed until September 1999. They also knew that Irish European was taking no real risk. Other re-insurers had suggested very much higher premiums for policies that did take on real risk.

The PO considered that episode and cleared the FSA of mal-administration.  In the light of Lord Penrose’s analysis we believe she was wrong to do so.

In addition to points upon which Lord Penrose sheds more light, EMAG found other unsatisfactory aspects of the PO’s report including factual errors, which we have been able to identify from our own knowledge.

Errors in taking evidence leading to factual mistakes

In exercising the quasi-judicial role of Parliamentary Ombudsman Ms Abraham erred in taking extensive evidence from those complained about, but NONE AT ALL from the complainants or anyone else who might have contributed some degree of balance to the process.

The PO clearly but mistakenly believed that Mr P (the complainant) was able to transfer his investment in Equitable Life elsewhere. He is not so able; with-profit annuitants are locked in.  This is a simple but crucial error of FACT.  She also criticised Mr P for nor taking professional advice, which was also incorrect in fact.  The PO did not check either matter with Mr P.  She did not interview him at all before publishing her report.

The report describes a meeting of an ELAS spokesman (Alistair Dunbar) with members of the Equitable Members Action Group (EMAG) in 2000.  Notes taken at the time and then published on the EMAG web-site record doubt as to ELAS ability to meet its solvency requirements.  At least one of those present (Tom Lake) is a continuing EMAG committee member.

The PO discounted that evidence, by quoting the response of the Society’s current lawyers, who were NOT appointed at that time and were NOT present at the meeting.  She took no steps to verify the position with Tom Lake or indeed anyone who had been present at the meeting (including apparently Mr Dunbar, who still works for Equitable Life).

PART 111 – SUMMARY OF CRITICISMS

Points of Principle

Lord Penrose’s report undermines the basis of the PO’s report in the following fundamental ways:

1) The PO’s report did not consider the over-bonusing, which was a contributory factor in the Society’s demise and in the losses sustained by those who held policies on 16th July 2001 and thus suffered the policy value cuts.

2) The PO’s report did not consider the question of PRE in the context of the relationship between policy values and assets.  To the extent that she knew about the asset deficit, she accepted the Equitable Life/GAD/FSA line that it was part of its smoothing policy.  Penrose conclusively discredits this approach.

3) The PO’s report accepted the regulators line that the ‘light touch’ approach required them to consider only ‘technical solvency’ (which ignored terminal bonuses) and virtually to ignore PRE in the context of balancing total policy values (including terminal bonuses) against assets.  Lord Penrose found that the regulators had the responsibility and the powers to police PRE, but shows that they were ineffective.

4) The PO’s report examined only some of the practices of dubious actuarial merit by which the Society maintained its technical solvency.

5) The PO’s report covers a short period, long after the real damage was done

6) The PO’s report claims to lack jurisdiction over the GAD, whose actions (and in-actions) were criticised by Lord Penrose.  His descriptions of the manner, in which GAD worked, supports the view that it carried out part of the regulatory functions of the DTI, which was ill-equipped for the role.  In our view this brings GAD within the jurisdiction of the PO.

Specific Matters

Lord Penrose correctly identified the regulatory failures, which were insufficiently considered by the PO.

1) The regulators failed to use the information and powers at their disposal to make a reasonable assessment of how much of the total amount a purchaser might pay for the Society’s business would be consumed by the need to make good the asset deficit. Given the previous history of misconduct of the Society’s affairs, of which the regulators had notice, they should have been extremely dubious about accepting the director’s assurances that the Society’s business could be sold.  In fact they assumed those assurances were well formed and sacrificed the interests of ‘late-joiners’ to protect a goodwill value that proved to be illusory.

2) The regulators considered no ‘Plan B’ in the event that a sale could not be achieved.

3) The regulators failed to insist upon even the simplest steps to be taken to protect late joiners, instead relying upon untested legal remedies.

4) The regulators accepted a high value for the re-insurance agreement, whereas in fact it was effectively worthless.

In addition:

5) In EMAG’s view, the PO’s original report was unbalanced in taking evidence, which led to both factual errors and undue influence from those being investigated

In the light of the factors shown in Lord Penrose’s report the PO’s earlier report was clearly prepared upon unsuitable assumptions, did not investigate the actions and in-actions of regulators with appropriate rigour, was biased in taking evidence and should be withdrawn.

PART IV QUESTIONS RAISED BY LORD PENROSE’S REPORT

Lord Penrose was not instructed to apportion blame.  However his report provides ample evidence for policyholders to form their own views.  Obviously the main fault lies with the old directors.  However they could not have perpetrated their activities for as long as they did and get the Society into a state of terminal decline, without a regulatory system that was badly organised, lacking in rigour and self-confidence and almost totally ineffectual.  Policyholders have a right to be outraged that a major insurer was so badly regulated.  They are also entitled to ask the Parliamentary Ombudsman to investigate aspects of this fiasco for mal-administration. Examples include:

a) Regulators did not identify that guaranteed annuity rates would become a problem as interest rates fell during the 1980s, even though it was inherent in the deferred annuity contract that was widely used by the industry for pension provision from the mid 1950s until the late 1980s.  By the time the matter was belatedly examined by the actuarial bodies in 1997 it was estimated that policies worth £35 billion were involved.  Why not?  Whose job was it?  Why was it not done?

b) In 1989 Equitable Life actuary executives Roy Ranson and Chris Headdon published ‘With Profits Without Mystery’.  This was a technical statement for the actuarial profession of how Equitable Life was run.  It disclosed that Equitable operated without an ‘estate’ of surplus assets that helped other companies finance expansion and provided security for the inevitable ‘rainy days’.  It also set out the Society’s intention to distribute profits fully as they arose.  This should have put regulators on their guard that Equitable was taking unusual risks, but there is no indication that it did.  Why not?

c) The amazing fact revealed by Lord Penrose is that the awful state of the Society’s affairs in 1990 (assets fell short of values indicated to policyholders by 28%) was reported to GAD in 1991.  This should surely have initiated closer inspection of Equitable Life’s finances, which might have revealed its substantial guaranteed annuity rate problem and the practices of dubious actuarial merit that it used to bolster its technical solvency.  Why was no such inspection undertaken?  

d) Roy Ranson appears to have supplied GAD with the 1990 figures in the expectation that the department would take no action, would be ‘implicated’ in the Society’s wrongdoing and consequently allow him plenty of time to turn things around.  His poor opinion of GAD was justified by events.  How was this allowed to happen? 

e) Lord Penrose further reveals that the ‘office valuation’ figures for later years were supplied to GAD from time to time and both could and should have been required every year.  Yet as individual scrutinising actuaries changed the matter seems to have been ‘forgotten’.  For example, it was not used to illuminate annual decisions on ‘future profit’ allowances.  Why not?

f) The weakness of the Society’s finances was not communicated to the conduct of business regulators, who may well have taken action upon the clear conflict between Equitable Life’s ‘safe and prudent’ projection of its activities and the facts of its finances.  How many policyholders would have started/continued to invest in the Society if they had known that their terminal bonuses were only partly covered by assets even at stock market peaks and that the Society’s much vaunted past performance was largely hot air?  Why were conduct of business regulators not informed? 

g) Lord Penrose reveals that even the solvency numbers, which GAD studied in detail, were riddled with imprudent assumptions and practices of dubious actuarial merit.  Why were none of these found and acted upon?

h) Bidders for Equitable Life were surprised by the poor state of its finances and by the practices that the regulators had allowed it use.  They were clearly concerned that if they acquired the business the regulators would require them to inject money to fill the holes.  Did regulators adopt a different (much lower) standard for Equitable Life than they applied to the rest of the industry?  If so, why?

i) The Burgess Hodgson report showed that the non-profit (conventional annuity) side of the Society’s business was a drain on its finances during the 1990s.  Lord Penrose report effectively confirms that this was the case, but does not say so explicitly.  Was this aspect being run at a loss?  Should regulators have identified it?  This is important, because any loss was being borne by the with profit investors.  Furthermore the Society repeatedly included in its investment performance claims, growth which supported the non-profit side, which was not available to with-profit investors and which exaggerated the apparently healthy margin between growth and distribution.  The Society’s presentation was misleading.  Should not the regulators have identified this?  Should they not have insisted in changes of presentation? 

j) The DTI allowed Roy Ranson to hold the conflicting roles of both Appointed Actuary and Chief Executive during the critical early years of the 1990s.  This was clearly against their considered judgement. It must have been apparent from ‘site visits’ that Ranson dominated Equitable Life at this time. Why did they allow it?

k) It is known that in addition to its regulatory functions GAD also advised other public service departments upon pension matters.  For example civil servants, MPs, judges and health workers all had policies with Equitable Life.  Did this conflict of interest affect the way the Society was regulated?

Finally, Lord Penrose has identified relevant issues that were not properly considered in Parliamentary Ombudsman’s first report.

l) The Treasury demanded that full provision for GAR costs be made in the 1998 solvency return.  To have done so would have rendered Equitable virtually insolvent.  When threatened with judicial review the Treasury backed down.  Why? 

m) Lord Penrose concluded ‘In the case of the reinsurance agreement, it is not clear on what basis the Society was permitted to take the credit against its potential annuity guarantee liability that it did [£800+ million].’ Why was that credit allowed?  How was the amount justified?

n) Lord Penrose reports that in spite of the information gathered over many years the regulators were not able to make a reliable assessment of the Society’s financial position to assess the prospects of a sale in 2000.  As a result the FSA failed to protect the interests of ‘late joiners’ such as Mr P.  Why was this?  Why was there no ‘Plan B’? 

PART V CONCLUSION

There is ample evidence that the PO’s first report looked at the wrong period and the wrong people and was based on a wrong interpretation of the regulators’ duties and powers.  It should be withdrawn forthwith and a new one prepared to address the questions raised above.
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