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1.
Introduction

1.1 On 8 March 2004 the Government published the report of the Equitable Life Inquiry under
Lord Penrose.   The report, which runs to some 800 pages and covers a period of
approximately 50 years, gives rise to highly complex factual, legal and actuarial issues.
This factsheet is necessarily only able to set out a fairly brief overview of the Society's
assessment of the prospects that policyholders might be able to bring mis-selling claims
on the basis of Lord Penrose's findings, in particular regarding the Society's historic
approach to the allocation of bonuses.
1.2 The analysis set out below focusses on the causes behind the policy value reductions
applied in July 2001. This is because those reductions are suggested by Lord Penrose to
have been caused by alleged "over-bonusing".  This factsheet is not intended to be an
exhaustive analysis of all the points which the Society is able to raise in response.
1.3 This factsheet also specifically does not address issues relating to the cost of meeting
liabilities in respect of Guaranteed Annuity Rates (as addressed in the Hyman litigation),
or the approximately 5% bonus withheld in June 2000 with a view to funding that cost.
Any claims by with-profits policyholders in respect of such matters are now compromised
as a result of the GAR Compromise Scheme. For former policyholders not bound by the
Scheme, the Society has a separate review process designed to address complaints
relating to such matters and, where appropriate, make an offer of redress.
2.
Preliminary Issues

2.1 It is important to emphasise a number of preliminary matters about Lord Penrose's
findings.   Most importantly, although they were at times expressed in uncompromising
language, it was no part of Lord Penrose's remit to address questions of legal fault or
redress. He made it very clear that his report "has not provided answers to two questions:
who is at fault? ... and who deserves redress".  Lord Penrose also recognised that to do
so "inevitably involves issues of the scope of duty and of breach of duty that I was not
asked to consider".
2.2 Furthermore, Lord Penrose freely admitted that some of his calculations were "necessarily
crude" and that, in looking for lessons for the future, he had considered matters with the
benefit of hindsight.    He recognised that "any court... resolving issues of duty or
professional conduct will require to make an independent assessment of the facts... and
that may agree or disagree with the views I have expressed". Indeed, the Penrose report
records that the FSA, in its representations to the Inquiry "maintained that there was no
over allocation of bonus, or 'overbonusing'".
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3.        The Policy Value Reductions in July 2001
3.1 Lord Penrose's key assertion was that the policy value reductions applied in July 2001
(16% for pension policies, 14% for life business) were an attempt to "claw back past over-
allocation from in-force business". This is important because, in order to obtain redress, a
claimant has to identify losses which were caused by the defendant's wrongful act.   In
fact, however, the policy value reductions in July 2001 can for all practical purposes be
accounted for by the substantial falls in the equity markets during 2000 and 2001, and are
in line with cuts applied over the last few years by other life offices.
3.2 According to the Penrose report as at the end of 1999 aggregate policy values exceeded
asset values by approximately £700 million (representing about 2.7% of policy values). In
other words, on Lord Penrose's analysis, the fund was essentially "in balance" at that
date. If the fund was essentially in balance at the end of 1999 it necessarily follows that,
rather than being caused by any historic factor, the policy value reductions in July 2001
must have been caused by events in 2000 and the first half of 2001.    In order to
understand the position in July 2001 it is therefore necessary to consider the investment
return and the additions to policy values over that nineteen month period, during which
the FTSE 100 fell from a high of nearly 7000 to around 5,500 in July 2001, a fall of some
20%.
3.3 The with-profits fund has of course never been solely invested in equities.   Over the
period from December 1999 to July 2001, the Society's investment return (net of
expenses and allowing for the cost of the House of Lords decision in the Hyman litigation)
was -7.9%. Over the same period policy values increased by +3.3%.
3.4 In addition to the collapse in the equity markets, shortly prior to the reductions in July
2001 the Appointed Actuary reviewed the valuation of the Society's liabilities and made a
number of adjustments, including to reflect increasing life expectancy. Those adjustments
amounted to some £0.2 billion, approximately 1% of policy values.
3.5 The combined effect of these events from 1 January 2000 onwards was to cause a
divergence of over 12% between policy values and the assets backing the with-profits
fund.   In July 2001 the new Board resolved to act and restore the position. As discussed
below, policy values are not guaranteed and the new Board understandably wished to
reduce the large "negative balance" particularly as the fund was by then closed to new
business and experiencing a high level of surrenders and maturities.
3.6 Rather than simply achieving "equilibrium", the reductions applied (16% for pension
policies and 14% for life policies) produced an estimated "surplus" of £600 million,
representing some 2.4% of the pre-cut policy values. This was seen as prudent given the
uncertain outlook.
3.7 The sum of all these factors occurring after the end of 1999 amounts to some 14.5%, in
other words virtually all of the July 2001 reductions. For all practical purposes, therefore,
the entire adjustment made in July 2001 can be explained by market events after 1999.
As a result, there is no case for claiming that any material component of the cuts could be
attributable to any alleged "over-payments" in the 1990s.
3.8 This conclusion appears to be borne out by the results of other with-profits funds.   A
recent article published by the FSA on with-profits performance (Money Management,
October 2004) provides an indication of the cuts applied by other life offices in response
to the volatile markets of the last few years. Whilst the figures quoted are not necessarily
directly comparable to the reductions applied by the Society, the article notes that the
average maturity value for a 10 year single premium pension was cut by 30% between March 2002 and March 2004. For 15 and 20 year policies, the cuts were over 35%.
3.9 
Having conducted its own investigation following the publication of the Penrose Report, the FSA has also come to a conclusion consistent with the Society's position. In a letter to the Parliamentary Ombudsman (dated 7 July 2004 and appended to the Ombudsman's Special Report) the Chairman of the FSA stated: "[o]n Lord Penrose's view, many policyholders were in fact paid out more than their asset share. While others will get less than they had come to expect, it is very unclear, even after considerable analysis by legal and actuarial experts, that this can be shown to result from any culpable conduct by the company itself ...we think it is much more likely that losses were in fact caused by a combination of a full distribution policy, about which the company made no secret, and very substantial falls in the equity market which as a result of this policy the company had no cushion to absorb".
4.
Alleged Historic "Over-Payments"
4.1 The analysis in the Penrose report is based on a comparison of aggregate policy values
with total assets, and it is on the basis of that comparison that Lord Penrose purported to
identify historic "over-payments".  However, for the majority of policyholders policy value
is neither guaranteed nor "encashable".    If individuals leave before the contractual
maturity they have no contractual or other right to their policy value.   As a result, an
excess of policy values over assets is not of itself necessarily significant.
4.2 Even if, notwithstanding this key point, it is nevertheless appropriate to draw comparisons
between aggregate policy values and assets in the manner suggested by Lord Penrose,
we note that Lord Penrose himself recognised that his calculations were "necessarily
crude".
4.3 The Society also takes issue with the assumption which appears to be made by Lord
Penrose that any amounts paid in excess of an aggregate policy value to asset value ratio
of 100% constitute an unreasonable "over-payment".   It goes without saying that with-
profits returns are smoothed. This is after all an "integral part of the with-profits concept"
(October 2004 Money Management article referred to above).   In a firm which made clear
to its members that it had a policy of not maintaining any "inherited estate" (the "full
distribution" policy identified by the FSA) one would not expect the aggregate ratio to be
always at or below 100%.
4.4 In addition to the assertions of "over-payments", Lord Penrose also indicated some
criticism of the Society's regulatory solvency position and use of financial adjustments in
its returns to the DTI and later the FSA.  It is important to bear in mind that much of the
focus of Lord Penrose's criticism was on shortcomings in the regulatory regime itself and
that, in looking for lessons for the future, Lord Penrose necessarily considered matters
with the benefit of hindsight.
5.
Legal Issues
5.1 
Lord Penrose did not identify, or assess the merits of, any potential legal claims and recognised that to do so "inevitably involves issues of the scope of duty and of breach of duty that I was not asked to consider". As discussed above, having conducted its own review following publication of the Penrose report, the FSA's public conclusion was that "generic claims against Equitable Life regarding its basis for allocating bonuses during the 1990s are unlikely to succeed".
5.2 The Society has received clear legal advice that it has very substantial defences to any
claims which might be asserted based on Lord Penrose's findings.  By way of example,
we do not consider that a policyholder could reasonably have had any anticipation that he
would receive benefits at the precise level of the return earned on his premiums or that
total policy values would correspond precisely to total asset values. Indeed, either would
be contrary to the very nature of "with profits" business (of which smoothing is an "integral
part").
5.3 In  this  regard  it  is  also  necessary to  bear in  mind  the  information  provided  to
policyholders.   By way of illustration, the 1998 With-Profits Guide specifically explained
that the investment return passed on to policyholders was subject to "smoothing and
averaging".  This was indeed the case.  The Society's policyholder communications are
equally clear that terminal bonus is not guaranteed and "is only finally determined... when
a claim becomes contractually payable" (With-Profits Guide 2001). This was recognised
by the Treasury/FSA in evidence to Lord Penrose.
5.4 The significance of the terminal bonus not being guaranteed is that the Society is entitled,
if in its commercial judgment it is necessary, to reduce policy values. We therefore do not
consider that policyholders have any valid grounds for complaint in relation to the
reductions applied in July 2001.   In any event, as discussed above, those reductions
resulted from underlying market falls in 2000 and 2001, rather than alleged historic "over-
bonusing".
6.        Conclusion

6.1 The analysis of the July 2001 policy value reductions set out above presents a significant
obstacle to any complaints or claims which might be asserted on the basis of Lord
Penrose's findings.   Those reductions are the only loss which Lord Penrose suggests
might have been suffered by individuals as a result of alleged "over-bonusing".  In actual
fact, there is no case for claiming that any material component of the cuts could be
attributable to any alleged "over-payments" in the 1990s. It therefore follows that there is
a very strong argument that, even if (which this factsheet has not sought to address)
claimants were able to establish any historic "over allocation" of bonus, they would be
unable to demonstrate any recoverable loss.
6.2 In any event, as addressed above, Lord Penrose himself recognised that his calculations,
based on a comparison of aggregate policy and asset values, were "necessarily crude".
The Society has received clear legal advice that it has very substantial defences to any
claims or complaints which might be asserted on the basis of Lord Penrose's findings.
Furthermore, having conducted its own investigation, the FSA has come to a conclusion
consistent with the Society's position.
