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1. Introduction
We startwith a sectionon the statutoryframework,a general

descriptionof the regulatoryframeworkandthenfollow on to dealwith
the Specific Complaintsas listed in the ParliamentaryCommissioner's
Termsof ReferenceandStatement of Complaint for the Equitable Life
Investigation available at:

 www.ombudsman.org.uk/pca/document/equitableSOC04.htm.

For eachspecificcomplaintwe will setout our commentson
theevidencefor thecomplaintandour conclusions.In a final sectionwe
pull these commentsand conclusionstogether so as to be able to
demonstratethe causationof damagedone to the policyholdersof the
Equitable Life Assurance Society (ELAS)1. 

We terminateour submissionwith someadditionalpointsand
our conclusions. In summaryour conclusionsare that the Regulators
failed to carry out their task of monitoring and regulatingin anything
approximatingto a satisfactorylevel. This failure was the result of
maladministrationin that the Regulatorsneglectedto carry out their
dutiesin aneffectiveandtimely manner. Latterly theyhavelost sightof

1 We refer to the Equitable Life Assurance Society as ELAS.  However Lord Penrose and others
frequently refer to it as 'the Society'.
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their prime duty to protect policyholders. This failure has led to
substantial financial losses by the policyholders.

2. Statutory Framework

The Statutory Framework, within which the Prudential
Regulation took place, was laid down in three Life Directives of the
European Union, several Acts of Parliament and even more Statutory
Instruments (SIs). All of this has been exhaustively examined in the
Baird and Penrose Reports. We support Lord Penrose's view2 on the
applicability of section 45 of the ICA 1982 in the face of a sophisticated
argument from the Treasury. Apart from this we are not aware of any
dispute and therefore do not propose setting out any analysis of the duties
of the Regulators other than a general description of the regulatory
framework. If however any point is taken on this statutory framework,
disputing our general description, we reserve the right to submit further
comments on them and trust we will be kept informed on any such
disputes.

The legislation  gives the Regulators ample powers to monitor,
investigate and control Insurance Companies. Again we assume there is
no dispute over this.

3.  Regulatory Framework

The Regulatory Framework for Prudential Regulation has
been summarised in the Financial Services Authority's Baird Report at
2.2:

'2.2.1 IFSD3 told us that:

“The objectives of prudential supervision of life insurance
companiescanbesummarisedasto protectconsumersby ensuring
that persons or companies who are not fit and proper or
appropriatelyresourceddo not carry on insurancebusinessin the
UK. This is largely achievedthrough a systemof authorisation

2  Penrose: paras 15-19, Chap. 15, pages 537-539.
3 Insurance and Friendly Societies Division of the Financial Services Authority
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underICA4 1982whichrequirescompaniesto demonstrateinitially
that theymeetthenecessarystandardsandthroughthemonitoring
of companies'compliancewith those standardswhile they are
authorised.”

2.2.2. In regulatingauthorisedinsurancecompanies,themainobjective
is to protectpolicyholdersagainsttherisk of companiesbeingunable
to pay valid claims. In the caseof life insurancecompanies,this
includes the risk that they will be unable to meet policyholders'
reasonableexpectations(“ PRE”). PREis a conceptwhich features
significantly in this Report; it is explained in more detail below.'

We feel the above summary cannot be bettered. The priority
given to the protection of the policyholder and the importance of PRE is
ironic; our complaints could be summarised as saying that little regard
was had to the protection of the policyholder and less as time went on and
that PRE was totally disregarded. The regulatory duties could be and
were delegated to other bodies in particular the Financial Services
Authority (FSA). There were several Service Level Agreements (SLAs)
governing this delegation. It may be that there are deficiencies and
inadequacies in these SLAs but essentially these are agreements and
arrangements internal to the Regulatory function. Any such deficiencies
and inadequacies in these SLAs cannot, therefore, be used as excuses in
the question of maladministration by the Regulators.

4. Specific Complaints.

In dealing with the SpecificComplaintsour modus operandi
will be to draw the attention of the Parliamentary Ombudsman to the
relevant evidence and then point to the relevant conclusion that can be
drawn from such evidence. We will make use of the explanation of
maladministration that Iain Ogilvie, of the PO's office, provided on the
Motley Fool discussion board in order to test our conclusions referring to
this as the 'Maladministration Explanation' or ME. We will quote the
complaints, one by one, and then comment on them numbering our
comments and conclusions [C1], [C2 ] etc for further reference.

4 Insurance Companies Act 
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1. Organisational issues
a. The regulators were not sufficiently resourced, and did not all

possess the necessary skills, to contribute effectively to the overall
regulatory process and to responsibly exercise their discretionary
powers as intended by Parliament and by the European Community
(now the European Union).  Administrative decisions as to
resourcing, priorities and methods contributed to a position in which
the regulators did not properly undertake their functions as prudential
regulator of ELAS.

[C1]  General under-resourcing.

The background here is that DTI/Treasury/FSA were the
regulators and the GAD were the advisers. But it appears that the
regulators did not have the resource or expertise to fulfil their function, to
independently assess and act on the advice and evaluation coming from
the GAD. Baird (2.23.6) quotes a source describing the improvement in
staffing from 1992 to 1998: "when I was first involved in the insurance
division, GAD had been very much the dominant player in life
supervision. Partly it was because they had more resource, partly
because they had more expertise. And there really was not the
opportunity then, certainly on a regular basis, to challenge and to
understand properly the views that we were provided with by GAD. I
think that there were particular cases where we needed to get involved in
some detail, then ... in those cases challenge had happened and had been
productive and useful. But for the generality of supervision, it was in
effect subcontracted to GAD for the Life industry." This under-
resourcing was possibly long-standing as is illustrated by our next
comment [C2]. We conclude that there was serious under-resourcing
which contributed to the maladministration.

[C2]  Failure to scrutinise regulatory returns for 1987 and 1988.

One of the most important tasks of the Regulators was the scrutiny of the
Annual Regulatory Return filed by ELAS. This was their primary source
of information as to the financial state of ELAS. Penrose tells us that the
responsibility was that of the GAD (Government Actuaries Department)
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under an SLA between DTI (Department of Trade and Industry) and the
GAD in 1984. Yet we read at para 7, Chapter 16, page 548 of the
Penrose Report (PR):

7. No scrutinyreport hasbeenfoundin eitherDTI or GAD files for 1987
or 1988, and the inquiry hasbeentold by the thenprincipal actuary,
MichaelPickford,that it is possible that no detailedscrutiny report
was prepared becauseGAD were involved in a recruitment drive
around this time to fill variousvacancies.As maybe apparentfrom
the analysisin chapter6, theseyearswerecrucial. 1987wasa poor
year for the Societyin the markets,seeinga net investmentreturn of
lessthan 9% and a total bonusallocation of 11½%(including ½%
terminalbonus).1988sawa betterreturn, 15.1%,which wasalmost
entirely allotted as bonus. The Society's available assets were
insufficient to cover  total policy values at the end of each year.

We think it safe to assume that the scrutinies were not
performed for those years. One would have thought that there would
some sort of record kept for checking, as a management procedure, that
the scrutinies had been performed. There is no mention of such a
procedure and that, in itself, seems to come under faulty procedures;
failure by managementto monitorcompliancewith adequateprocedures
in the Maladministration Explanation. The failure to scrutinise these
returns seems to fall clearly within the ME as failing to do something that
they should have done. 

[C3]  Inadequacies and delays in completing scrutiny reports.

Following on the absence of the 1987 and 1988 scrutiny
reports, that for 1989 consisted of just one page and failed to note that
ELAS's bonus policy had been revealed during 1989 in With Profits
WithoutMystery.5 1990 was the worst year that we have reliable records
for. Very little of terminal bonuses were covered by assets. In respect of
the 1990 scrutiny Lord Penrose commented “At a pageanda half it was
typical of that period, but given the concernsexisting at that time, it
appearstotally inadequate.”6 The 1991 scrutiny report grew to three

5 Penrose Report para 16, Chap 16, page 550.
6 Penrose Report para 47, Chap 16, page 556.
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pages7 and “caused some disquiet at DTI.º 8 “Possibly due to the
changesof staff at GAD and the DTIº theseconcerns“wereallowedto
evaporate.º9 The1992scrutinyreportwassupposedto becompletedby
31st December1993but wasnot completed“until 28th March 1994,and
ran to only two pages.º10 Howeverthe1993scrutinyreportranto some
17 pages,wason time, andwasa vast improvement11, but it represented
“a three-foldmissedopportunity.º12 The1994scrutinyreportwasnearly
a month late13 and despitebeing 20 pageslong the regulatorsseemed
complacentaboutELAS©sposition.14 The 1995 scrutiny report was 16
pages long and produced ahead of time.15

The above does seem to show that up to 1994 the
preparation of scrutiny reports suffered badly from under-
resourcing. 1990to 1992is where the major damageto ELAS was
done.

Thescrutinyreportfor 1996wasallocateda Priority Level of
3 - not for the first time. ThePriority Levelswent from 1 to 4 underthe
1984 SLA referred to at [C2] abovewith a lower figure indicating a
higherconcern. TheSLA wasdueto bereviewedin 1986 but therewas
no suchreview.16 Under a 1995 SLA it was said that the numberof
levelshadbeenextendedto 5, althoughthereis nothing in that SLA to
confirm that or explainwhat they were.17 Onehasto look at the Baird
Report4.13.1 to find out that level 3 meantthat thescrutinyreporthadto
be carried out within 6 monthsof receipt of the regulatoryreturn i.e.
normallyby Decemberof thefollowing year.The1996returnwasdueto
be filed by 30th June1997 and was filed on that date.18 Thereforethe
scrutiny report was due to be completedby 31st December1997.
Penrosetells usit wascompletedon 16thDecember1997.19 Howeverit
doesseemthatalthoughthesescrutinyreportsweresaidto be©completed©
it wasoften thecasethatoncecompletedfurther informationwassought
from ELAS andthe reportrevised. Thuscorrespondencecontinuedwith

7 Penrose Report para 82, Chap 16, page 565.
8 Penrose Report para 86, Chap 16, page 565.
9 Penrose Report para 103, Chap 16, page 568.
10 Penrose Report para 124, Chap 16, page 573.
11 Penrose Report para 142, Chap 16, page 577.
12 Penrose Report para 162, Chap 16, page 581.
13 Penrose Report para 179, Chap 16, page 585.
14 Penrose Report para 192, Chap 16, page 588.
15 Penrose Report para 196, Chap 16, page 589.
16 Penrose Report para 35, Chap 15, page 542.
17 Penrose Report para 37, Chap 15, page 542.
18 Penrose Report para 222, Chap 16, page 594.
19 Penrose Report para 227, Chap 16, page 595.
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ELAS relevant to the 1996 scrutiny return until 27th February 199820 and
it was only then that the report was delivered to HM Treasury.21  

The 1997 return was filed on time 30th June 1998 and the
GAD were scheduled to complete their initial scrutiny and report to the
Treasury within two months i.e. 31st August 1998.22 It is difficult to see
why completion of the scrutiny did not happen that year and, according to
the FSA, on 7th January 1999 it was decided to ask for the 1998
regulatory return early and delay the full scrutiny of the 1997 return until
then.23 Baird says the 1997 return had been considered, in part, by May
1999 but his only evidence for this is 'a briefing note given by HMT-ID to
the FSA in December 1998' prior to hand-over to the FSA. It would
seem that the scrutiny report for 1997 got so far behind that it got
combined with that for 1998 dated 20th May 1999.24 Of course 1998 saw
the explosion of the whole GAR problem and a great deal was happening
with the Regulators vis-a-vis ELAS although whether with sufficient
vigour, on the part of the Regulators is questionable.   

The scrutiny report for 1998 'headlined the Society's priority
rating as 2.''25 This indicated 'significant and substantial concerns.''26

The scrutiny report was to be completed in four months. One would have
thought that as the 1998 regulatory return had had to be filed by 31st

March 1998 that a similar deadline would have been set for the 1999
return. But 'concerns' were just that and nothing more. The 1999 return
was filed in June 2000 and GAD submitted the scrutiny report on 24th

November 2000 i.e. within five months.27 It too had a priority level of 2
but that seems to have been a dead letter. 'No action points had been
identified'.28 The report was more realistic and identified most of the
problems concluding that “the Society are very close to not covering
their RMM.”29 The GAD claimed a more realistic assessment of excess
assets was £70 million rather than £1.08 billion. Lord Penrose
comments that “This assessment of the level of understanding of
Equitable's financial position, and of the prospects for sale that the

20 Penrose Report para 238, Chap 16, page 598.
21 Parliamentary Ombudsman: 'The Prudential Regulation of Equitable Life' Part II App. C page 47

entry for 27/02/98.
22 Parliamentary Ombudsman: 'The Prudential Regulation of Equitable Life' Part II App. C page 47

entry for 30/06/98.
23 Parliamentary Ombudsman: 'The Prudential Regulation of Equitable Life' Part II App. C page 47

entry for 31/08/98.
24 Penrose Report para 139, Chap 17, page 644.
25 Penrose Report para 139, Chap 17, page 644.
26 Penrose Report Table 15.1, Chap 15, page 543.
27 Penrose Report para 90, Chap 18, page 671.
28 Penrose Report para 92, Chap 18, page 671.
29 Penrose Report para 103, Chap 18, page 674.
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regulators had at the time does not strike me as particularly realistic.”30

Within days the sale process was to fall through. Surely the Regulatory
Return should have been filed at the very latest by 31st March 2000 if not
earlier and the scrutiny done immediately by the end of April.  This might
have informed a rather different approach to the House of Lords hearing.
It just beggars belief that by the beginning of 2000 the Regulators were
not onto the financial state of ELAS like tigers instead of half-dead
sodden sheep.

The general slackness, in not having proper procedures for
ensuring scrutiny reports were being done promptly or at all, particularly
when there was a crisis, could only have added to the failures of the
Regulators promptly to detect problems with ELAS. Even when the
scrutiny reports appeared there was little or no effective action and in
part this must have been because matters had moved on as was the case
with the 1997 scrutiny report. The EEC 3rd Life Directive of 1992
requires 'vigour' and 'thoroughness' in these matters. There was no sign
of either. The lapse of time between the events recorded in the regulatory
return and their examination became an excuse for inactivity.

From our experience of public access to ELAS's regulatory
returns, we would observe that the returns are poorly presented, even
without a table of contents, and obscure, for example, with the
reinsurance contract hidden in the section on Irish policies. GAD
appeared to welcome poor presentation and enjoy the game of hide-and-
seek through the returns, which must have contributed to costly and
ineffective scrutiny. In our opinion, GAD had a responsibility to maintain
the standard of clarity and accessibility of the returns, in which they
utterly failed. The result was that the returns, which were public
documents, were effectively inaccessible to the public. In addition, we
have heard no hint that machine readable formats were used for
submission, which might have ensured more complete and prompt
supervision

[C4] Non-availability of files

Lord Penrose devotes two pages to the sorry story of how the
DTI correspondence files prior to 1991 are not available.31 It is as story
of muddle again reflecting on the management of the DTI. Lord Penrose
was shown a 'proposed policy' drawn up in 1986. The system was one of

30 Penrose Report para 104, Chap 18, page 675.
31 Penrose Report paras 35 to 52, Chap 15, pages 544 to 545.
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reviewingfiles andmarkingthemfor destructionor review,at somestage
in the future. As anyoneknows,who hastried to operatesucha system,
the problemis that the personreviewingthe files, evenif he readsthem
right through,will havedifficulty makingcorrectdecisionsunlesshe is
somebodyof sufficient seniorityandexperience.Preferablyit shouldbe
someonewho hasworkedon the files himselfwhentheywerelive. It is
thereforea very expensiveandtime-consumingexerciseandmistakesare
likely to beprolific - althoughin this casethemistakesseemto havebeen
not just at the file level but at the whole procedurelevel. The whole
problem could have been obviated by microfilming everything which cuts
out any decisionor selectionprocessandis thusvery muchcheaperand
moresecure. Furthersincethe introductionof word-processingand the
use of net-workedcomputersystemsall documentsproducedin house
shouldhavebeenbacked-upon tape- althoughthe introductionof such
systemsinto the DTI may have beentoo late to capturethe pre-1991
material.

Thereis alsothequestionof theindexingof theolderDTI and
theGAD files heldby FSA32. TheFSA claim that indexingthemwould
©involvedisproportionatecost©.Thereareabout30,000of them;thecost
would be unlikely to exceed£10,000- hardly disproportionatein the
context of the losses suffered by policyholders.  

Thesefour comments[C1-4] show a level of organisational
muddlethat is unacceptableandamountsto maladministration.Whether
this cameaboutthroughlack of resourcesor lack of skills or lack of will
is not somethingwe can commenton. If lack of resourceswas the
problemis thereany recordof thoseconcernedinforming their superiors
of such? If lack of skills thensurely therewassomebodyhigherup the
system who should have been supervisingand ensuring that proper
procedureswerein placeandbeingcarriedout andif procedureswerenot
being performed  then  something should have been done about it.

32 Penrose Report para 53, Chap 15, page 546.
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b. The regulators failed to liaise and to co-operate effectively with those
responsible for the regulation of the conduct of business by insurance
companies. In particular, they failed to ensure that proper
assessments were made of ELAS’s individual practices and its
communications with policyholders, and of the expectations that
these generated, in the light of the information that was, or should
have been, known to the prudential regulators. 

[C5]  Conduct of Business

It has been of considerable disappointment, to EMAG and
policyholders in general, that so little consideration has been given to
Conduct of Business regulation and that it is without the PO's remit.
There is a feeling that the Pension Investment Authority (PIA) are
unaccountable to anyone and without the law. The PO might like to note
that her predecessor wrote to concerned MPs an undated letter ref
45/02/COM which informed them that he could only deal with Prudential
regulation and not conduct of business. He went on to say that if
dissatisfied with the FSA's response regarding conduct of business then
"The FSA will then provide details of the further options available to
those who remain dissatisfied following consideration of their
complaint". One of our members wrote to the FSA asking for these
details on 22nd April 2002. Having had no reply he wrote a reminder on
7th December 2004 (i.e. over two and a half years later). This reminder
has been acknowledged but so far not yet answered.

However the question that does come within the remit of the
PO is 'what is the function of prudential regulation in its relation to
Conduct of Business and what were its responsibilities in that respect?'  

The Penrose Report hardly ever mentions Conduct of Business
regulation. It is difficult to come to any other conclusion than that the
Regulators of Conduct of Business never actually did anything at all in
respect of ELAS. The Baird report did devote a chapter to Conduct of
Business - Chapter 5, page 171 - but this only deals with it after 1st June
1998 when the PIA delegated their tasks to the FSA v.5.1.3. The
Financial Services Act 1986 (FSAct 1986) requires, inter alia, that the
SRO33 'must have adequate arrangements and resources for the effective
monitoring and enforcement of compliance with its rules''34. To what
extent did it do its own monitoring or to what extent did it rely upon

33 SRO or Self Regulating Organisation which in this case was the PIA.
34 See Baird 2.24.2.
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being supplied with relevant information from the Prudential Regulators? 

Whenthe PIA delegatedits functionsto the FSA, asfrom 1st

June1998,this wasgovernedby anSLA. This meantthatit wastheFSA
who were to do the monitoring. Whilst there is a genuinedistinction
betweenPrudentialRegulationandConductof Businessthereis a close
nexusandanobviousneedfor exchangeof informationandco-operation
on a regularbasis. It is further difficult to seewhy thereshouldhave
beenvirtually a ©Chinesewall©betweenthetwo functionsandindeedwhy
it would be regardedasotherthantotally inefficient for thereto be total
separationof the functions. FSA surelyhada duty to ensurethat there
wasco-operationandexchangeof informationaspart of their delegated
dutiesin respectof PrudentialRegulation. Lord Penrose,writing about
thesituationimmediatelyafter theFSAct1986,says©conductof business
regulators had an interest in the prudential side to the extent that
prudentialissuesmight inform thedisclosurerequirementstheyimposed
on firms©.35 That is to say there would be occasionsupon which
Prudential Regulation should pass information to Conduct of Business.

But we aretold by Baird thatprior to 1st January1999thetwo
regulatorsoperatedasentirelyseparateentitiesandªtherewasno formal
or structuredchannelof communicationbetweenthemº.36 After thatdate
a wondrousbureaucraticarrangementwassetup with 5 differentkindsof
meetings and a Committee.  The purposes of these ©meetings© were diffuse
but one would have hoped that someof the issuesconcerningELAS
would havegot discussed.Howeverit would seemthat the passingof
informationfrom Prudentialto Conductof Businesswasseenaslimited
to only very extremecasesas related by Officer D in the PO©sfirst
report.37 Essentiallyhe seemedto think that Conductof Businessonly
needed to know if the Company became insolvent!                  

After 1st June1998 the first issueraised,in responseto an
article in the Sunday Times, was whether GAR policyholders were
informed about their GAR rights. Part of Conductof Business- IB-
Policy - raised this and noted that Prudential Regulation was also
investigating. IB-Policy prepareda memorandumon the subjectbut,
apart from copying the memorandumto their Media Department,
neglectedto sendit to any other department,which might have taken
some action, so that Conduct of Business did nothing about the issue38

35 See Penrose: Para 27, Chap 15, page 541.
36 See Baird 2.33.1
37 See Parliamentary Ombudsman: 'The Prudential Regulation of Equitable Life' Part II paras 118 &

119 page 20.
38 See Baird: 5.5.5
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On 3rd September 1998 Prudential Regulation sent a
memorandumaboutthe surveythe GAD wereperformingin relation to
reservingfor annuityguaranteesas“an example of an issue on which we
will need to work closely together to ensure a seamless regulatory
approach”. It was sent to Michael Foot, the Managing Director
responsiblefor Supervision and Authorisation at the FSA, and the
InvestmentBusinessDivision (IBD) which wasthe top level of Conduct
of Business.It nevergot copiedfurtherwithin IB-PIA or to anyoneelse.
Conduct of Business did nothing about the issue.39

On 5th November1998 PrudentialRegulationsent a further
memorandumto Michael Foot and IBD 'raising serious questions
questions about the company's solvency'.40 Again the memorandumwas
not passedon further. Again Conduct of Business did nothing about
the issue. Perhapsa barrel of gunpowderwould have been more
appropriate considering the date.

However Conduct of Businessdid seem to wake up in
December1998andfrom thenon therewasmuchactivity - internally at
least! A memorandumdated18th January1999by IB-PIA (Advertising)
'expressed the view that the approach adopted by HMT-ID was to
preserve the financial soundness of insurance companies by agreeing
that bonus rates could be reduced to GAR policyholders and that this
created “a clear conflict between conduct of business regulation and
prudential supervision”. IB-PIA (Advertising) commented that this was
particularly relevant to the wording of the press release about the
guidance, which stated that FSA was taking this action “in the interests
of protecting policyholders”. In this respect the memorandum
commented:

“I think this is a bit unfortunate - I would hate to have to
explain to a policyholder how we are protecting him by agreeing that the
insurer can pay him a substantially less pension that he was
expecting.”'41

This wasa remarkablyhoneststatementandexactlymirrors our concern
that the professedaim of the FSA 'to protect policyholders'was to be
cynically disregarded as from 1999 onwards.  

But “It appears, however, that IB-PIA never did contact
Equitable Life in relation to any of the issues identified”.42 Later in the
yearwhenthe “scenarioplanning” for theHymanlitigation wasin hand:

39 See Baird: 5.6.3.
40 See Baird: 5.6.4.
41 See Baird: 5.6.4.
42 See Baird: 5.9.5.
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“No input into the scenarios by IBD or IB-PIA was invited or given”.43

Conduct of Business did nothing about that  issue or any other.  

After the Court of Appeal judgment Prudential Regulation
informed Conduct of Business (IB-PIA) that there was no cause for panic
and the financial position of the company was “largely unaltered” by the
judgement. Considering what was about to happen in respect of ELAS
deliberately misleading policyholders actual and potential as to the real
position, this was a breathtaking misstatement which no doubt effectively
scuppered any chance of Conduct of Business doing anything. ELAS
had briefed its salesmen with lies and the notorious letter from Nash soon
followed. Conduct of Businessdid nothing other than a supervision
visit to ELAS lasting from 12th to 28th June 2000. In view of the
misleading picture that they had been fed by Prudential Regulation this
was a complete waste of time. When Conduct of Business ruled that the
Bonus notices were in order Prudential Regulation commented
“surprisingly unqualified endorsement for the bonus notices.”44

Even more astonishing is that after the House of Lords
judgment and the decision to allow ELAS to continue trading Conduct of
Business was left completely in the dark as to the dialogue that was going
on between Prudential Regulation and ELAS45. They did however
receive a complaint about the advertising but decided that there was no
grounds for complaint despite their not having seen the adverts.46 The
next complaint about advertising was dealt with by Prudential Regulation
who got IB-PIA to approve a draft letter.47 Prudential Regulation
subsequently stated to IB-PIA “I don't think we should show anything
but disinterest in response to public enquiries - it is a matter for the
company.”48 That just about sums up the then attitude to protecting
policyholders - they could be left to the mercy of ELAS.

There was however one matter in respect of which Conduct of
Business did take action and that was the PFW (Pension Fund
Withdrawal - also called an income drawdown or managed pension).
They were concerned about whether an adequate explanation was being
giving to investors. It was referred to Enforcement in March 1999. Now
under the SLA between FSA and PIA, the FSA were to second staff to
the PIA 'for the purpose of enforcing compliance with the PIA rules'. The
legislation states that whilst the PIA may delegate its monitoring

43 See Baird: 5.14.4.
44 See Penrose: para 29, Chap. 18, page 657.
45 See Baird: 5.30
46 See Baird: 5.30.4
47 See Baird: 5.30.7 & 8
48 See Baird: 5.30.11
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functions it could not delegate its enforcement functions.49 This is thus a
rather peculiar arrangement and possibly not in accordance with the
statute. However, leaving that point aside, what seems to have happened
is that the Enforcement department of Prudential Regulation seemed to be
carrying out the enforcement function of the PIA. It is clear, from
Chapter Five of Baird, that it has not been a satisfactory relationship with
quite inadequate feedback from Enforcement to IB-PIA as to how they
have been progressing the review of PFW50. At one point IB-PIA
comment “my general feeling is that Enforcement don't have an appetite
for this one.”51 

Significantly the PFW review still drags on nearly six years
after it started. On 1st January 2005 FSA issued yet another waiver
allowing ELAS until 31st March 2005 to complete it. The review has
misled those affected into thinking that they might get proper
compensation; many have already been disappointed and those who
remain to be dealt with will be told that they were gamblers because they
own a few premium bonds and that they were therefore people prepared
to accept the full risks of the equity market. Their real case for rescission
for fraudulent misrepresentation will have timed out under the Statute of
Limitations. If the policyholders attempt to rely upon the waivers they
will be told by expensive lawyers that the waiver only covered certain
issues and not the issues the policyholder is complaining about so that
any extension of the limitation period does not apply.  Very clever.

In conclusion we would submit that there was a duty for
Prudential Regulation to refer relevant issues to Conduct of Business. If
Prudential Regulation did, Conduct of Business failed to follow them up.
The matter of smoothing, appears never to have been discussed. It could
be said that Prudential Regulation came to see Conduct of Business as a
'do nothing' organisation and they saw this could be used to their
advantage in managing the crisis. Prudential Regulation seriously misled
Conduct of Business over the effect of the Court of Appeal judgment.
Conduct of Business had identified that there was a conflict of interest
which Prudential Regulation wanted to ignore. Prudential Regulation
failed to keep Conduct of Business in the picture so their plans, which
were then diverging from their professed primary aim of protecting the
policyholders, would not be interfered with. By controlling Enforcement
and denying Conduct of Business relevant information Prudential
Regulation effectively emasculated Conduct of Business. This was
maladministration falling into the turpitude category.

49 FSAct 1986 para 4(1) of Schedule 2 and see also note 40 Chapter 2 of Baird on page 32.
50 See Baird: 5.19.6 to 8, 5.24.3 and further peculiar goings-on in 5.39.2
51 See Baird: 5.24.2
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2. General operational issues
c. The prudential regulators did not operate the regulatory regime as it

was intended to be implemented by Parliament and in conformity with
EC Directives. The regulators instead chose to regulate ELAS with a
‘light touch’ – a concept not evident from or provided for under the
Insurance Companies Act 1982 and the EC Third Life Directive nor
one consistent with these statutory provisions. The approach to the
regulation of ELAS was exceptionally and unjustifiably lenient when
compared to that adopted with other companies, with inadequate
investigative site visits and lack of liaison with conduct of business
regulators. Much more rigorous standards of supervision and better
co-operation with conduct of business regulators were adopted for
smaller and unit-linked companies. This demonstrated that the
regulators applied a two-tier standard of regulation. 

[C6]  Light Touch Regulation

The words 'light touch' appear in the PO's first report Part 1 at
para 11.  What she said was:

“11. The principal actuarial and accounting provisions of the regulatory
framework, including the key statutory requirements, are described in
paragraphs 8 to 37 of Part II of my report. These clearly demonstrate
that the requirements placed on the prudential regulator were firmly
grounded in a 'light touch' approach to regulation”.

However if one reads paras 8 to 37 it will be seen that this is a
non sequitur. There is nothing in what is said in those paras, about the
Statutory Framework, which justifies 'light touch'. As we have said at
the beginning, we are happy that the legislation gives adequate directions
and powers to the Regulators to perform their duties in accordance with
the EU Life Directives. It is only when one gets to para 35 on page 6
that we are told: “The style adopted by the prudential regulators was
variously described by them to my staff at interview as “passive”, “light
touch” and “like negative vetting”, meaning that, while no regulatory
intervention would be taken against a company unless a regulatory rule
had been broken, informal pressure would be brought to bear.” The
situation is therefore not that the Legislation allowed “light touch” but
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that the Regulatorsthemselvesexercised“light touch” when the EU
directivesconstantlyusefirm mandatorylanguage. It seemsto us that
para35 is more an admissionthat the Regulatorswere failing in their
dutiesratherthana criticism of regulationaslaid down in the Statutory
Framework. It is not possible to argue that becausethe Regulators
performedtheir dutiesin a particularway that thepolicyholdershavegot
to acceptthat way. The way must be in accordancewith the Statutory
Framework.

Para 35 concludes:  ©This approach was generally characterised
as ªfreedom with disclosure”. According to the head of prudential
supervisionat the FSA (Officer J) disclosuremeant ©detailed public
disclosure of financial information'.52  As a principle that might have been
acceptableif therehadbeen ªdisclosure “. UnfortunatelytheRegulators
failed to ensure that there was adequatedisclosure e.g. adequate
disclosure,for instanceof the financial situationof ELAS, the disparity
betweenassetsandaggregatepolicy values,andtheburdenof guarantees,
and this failure undercuts any idea that 'light touch'  was appropriate.  

Baird sets out the position more fully:

'IFSD described to us two important elements of the prudential
regulatory regime:

“The whole essence of regulation was “freedom with disclosure”.
That the substantial amount of information put in the public domain,
by contrast to the banking world, allowed the regulator, the
analysts, everyone out there to look and see the position. That as it
were allowed a much more relaxed system of regulation than was
the case in many other countries and that had been so since the
twenties or thirties.”53

Whetherthe authorof that had any direct experienceof the
twenties or thirties is doubtful, but surely what was good enough then was
hardly likely to fulfill the requirementsof the modern statutory
frameworkandthesamepoint applies:thedisclosurewasinadequateand
therefore ©a much more relaxed system of regulation' was totally
inappropriate. It could be arguedthat freedom with disclosure was a
conceptin regulationdifferent from that usedin continentaland USA
regulatory systemsin order to enable innovation in product design.
Thoseregulatorysystemswerevery restrictiveon productdesign,i.e. the
productswere regulated,or the reservingbasiswas so restrictive only
certainwell-protectedproductswere approvedand investmentproducts

52 See Parliamentary Ombudsman: 'The Prudential Regulation of Equitable Life' Part II para 140 page
23.

53 See Baird: 2.9.1
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were not offered by Life Offices. It could be said that the UK system was
'light touch' in comparison with continental and USA systems but we are
not arguing that the UK should follow those systems but that the UK
regulators should have followed the statutory framework as laid down by
Parliament.

If one looks at the EU Directives there is no hint of 'Light
Touch'. Directives direct. They tell member states what to do. They use
words like 'must', 'require' etc and require judicial sanctions for non-
compliance.  See for example Article 23:

Article 23  
1. Each member state shall require every undertaking whose head office is situated in
its territory to produce an annual account , covering all types of operation , of its
financial situation and solvency .  
2. Member states shall require assurance undertakings with head offices within their
territories to render periodically the returns, together with statistical documents,
which are necessary for the purposes of supervision.  The competent authorities  shall
provide each other with any documents and information that are useful for the
purposes of supervision. 
 3. Every member state shall take all steps necessary to ensure that the competent
authorities have the powers and means necessary for the supervision of the business
of assurance undertakings with head offices within their territories, including
business carried on outside those territories, in accordance with the council
directives governing those activities and for the purpose of seeing that they are
implemented.  These powers and means must, in particular, enable the competent
authorities to: 
 (a) make detailed enquiries regarding the undertaking's situation and the whole of its
business, inter alia by: 
 - gathering information or requiring the submission of documents concerning its
assurance business, 
 - carrying out on-the-spot investigations at the undertaking's premises; 
(b) take any measures, with regard to the undertaking, its directors or managers or
the persons who control it, that are appropriate and necessary to ensure that the
undertaking's business continues to comply with the laws, regulations and
administrative provisions with which the undertaking must comply in each member
state and in particular with the scheme of operations in so far as it remains
mandatory, and to prevent or remedy any irregularities prejudicial to the interests of
the  assured persons; 
(c) ensure that those measures are carried out, if need be by enforcement, where

appropriate through judicial channels. 

Where is the 'light touch' in any of that? If one then considers the
relevant UK legislation insurance companies are mandated to supply
certain information and conform to the legislation. The Treasury is
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mandatedto considerthatinformationandto acton it andintervenewhen
necessary.Thereis no choicein the matterto do thesethingsalthough
theremay be discretionin the exerciseof powersoncethe Treasuryhas
considered.Our caseis that theTreasuryfrequentlyfailed to considerat
all or to exerciseits discretion at all. Lord Penrosestatesª... the
responsibilityof theregulatorwasto considerwhetherthestatutory test
wasmet,or whetherthepowerswereexercisable,andit wasappropriate
to exercise them, in the circumstances of the time.º54

We would repeatthat thosewho would assert©LightTouch©
must make their caseon the legislation. If they do so we would be
grateful if we could have the opportunity to consider such representations.
We do not want to go into the details of our view until such
representationsaremadeso asnot to wastetime. A particularargument
aroseover the interpretationof Section45 ICA 1982. We trust that this
argument has been sufficiently demolished by Lord Penrose in paras 15 to
19 of Chapter 15, pages 537 to 539 and that is no longer a live issue.

[C7]  Variations in Standards of Supervision.

Lord Penrosementionsthat the fact that ELAS wastheoldest
insurancecompanyin the world seemsto haveswayedthe Regulators
into a false senseof security persuadingthem to do nothing: ªThe
Society,it appears,wastoo venerableto be of real concern,and lack of
information providedgroundsfor inactionº.55 We understandthat this
wasnot theapproachwith newerandsmallercompanies.AppendixA is
anaccountby Mike Nealof his experienceasChief Executiveof Eurolife
AssuranceCo Ltd56 until his retirementin June1997 which gives an
entirely different view of the standardof regulationfrom that usedwith
ELAS.

54   Penrose: para 14, Chap. 15, page 537.
55   Penrose: para 21, Chap. 16, page 551.
56   Formerly Property Equity & Life Assurance Co Ltd until 1990.
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d. The regulators and GAD allowed successive chief executives or
managing directors of ELAS also to hold the post of appointed
actuary, despite recognising the potential for conflict of interest in this
position. These decisions were not consistent with the basis of the
regulatory regime. 

[C8] The Appointed Actuary.

At the end of C5 above we quoted from what Baird tells of
IFSD's view of regulation. He goes on to tell us what IFSD said about
monitoring the financial soundness of insurance companies:

“So that is one part of it [disclosure of information]. The other part of it
... is the reliance on the appointed actuary and his statutory
responsibilities. He was conceived by the actuarial profession certainly
as rather a guardian of PRE and almost, if not in legal terms, almost a
trustee of policyholders. So he was a safeguard there to make sure that
decisions were taken properly and carefully and with proper regard to
contractual liabilities and PRE. You have the professional guidance of
the Institute, discipline and all that.”57

One of the over-arching duties of the Regulators was
monitoring the companies once they had been authorised. Monitoring
was to be done by the examination of the regulatory returns but their key
point of entry into the Company was the Appointed Actuary (AA). The
key role of the AA was as a professional.  Baird explains:

'2.13.6 The relationship between the Appointed Actuary and the board of
directors of an insurance company is one which is regarded by the
profession as being between a professional and his principal. The
normal professional relationship of confidentiality and independence of
advice applies, whether the Appointed Actuary is an employee or an
external consultant. The Appointed Actuary, as such, has no executive
powers and, in many cases, is not a board member. It is his duty to
advise the board of directors'.

According to the Faculty and Institute of Actuaries he is
“central to the financial soundness of the life companies in the UK. The

57 See Baird: 2.9.1
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Appointed Actuary has responsibilities to the Company©sBoard of
Directors, to its policyholders and to [IFSD] for monitoring and
reporting on the Company©s financial progress.º58 

The AA is thereforea professional. As regardsthe Boardhe
will thereforebe instructedby themandgive advicein accordancewith
those instructions. He also owes duties to the policyholdersand in
particularto the Regulatorsto reporton suchmattersas is laid down by
law. He had a particular role in respectof Policyholders©Reasonable
Expectations(PRE) which we will cometo later as it one of the most
importantissuesin this saga.He further hasto providea certificateasto
financial health in the regulatory return and ©to advise the prudential
regulatordirectly of a situationwherethecompanyis following a course
of action which could lead him to qualify a subsequentactuarial
certificateº.59 As a professionalhehasno executivepowersassuch(see
Baird above). It is therefore abundantly clear, to anyone who
understandsthe role of a professional, that he must not exerciseany
executivefunction at all. To do so would be fatally to compromisehis
independenceand role as a professional. In the caseof ELAS and
Ransonhe combined,not only the role of AA, but also that of chief
executiveandvirtually ran the Companysingle-handed,asis abundantly
clearfrom the PenroseReport. How could onepossiblyimaginean AA
giving an independentprofessionalview on his own activities as an
executive?This shouldnot havebeenallowedto happenfor a singleday.
For the Regulators to have allowed an Appointed Actuary to occupy
any executive position, let alone that of Chief Executive, was their
single biggest mistake. By doing so they wreckedany hopeof being
able to get any real insight into the Company©sdealings. This was an
intelligence failure that lost them the war. For the Faculty to have
allowed this, was to reduce the profession of Actuary to a joke.

The actualsequenceof events,as relatedby Lord Penrose60,
needs further investigation:

1. 28th March 1991 ELAS informs GAD that Ranson, the
appointed actuary since 1982,  is to become Chief Executive.

2. 17th April 1991. Christopher Daykin, the Government
Actuary, says this should only be very temporary.

3. 16th May 1991The Secretaryof StateauthorisesRansonto
continueasAppointedActuary for a further12 to 18 months
to give a chance for somebody else to be trained up.

58 Quoted by Baird at 2.14.1 from the Faculty's paper “The Role of the Appointed Actuary” May
2000.

59 see Baird 2.14.8
60  Penrose: paras 35-39, Chap. 16, page 554.
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4. 31st May 1991 ELAS put up 'a point of principle' that a
condition is being put on Ranson's appointment as Chief
Executive. This was an utterly bogus point of principle. As
Lord Penrose points out the real point of principle had been
settled back in November 1988 by the then Government
Actuary, Sir Edward Johnston, who had argued against
combining the two posts.

5. 17th June 1991. After intervention by Pickford the DTI
removed its condition.

Just what was Pickford's relationship with Ranson and how
was it that he was able to get the Secretary of State's decision reversed?

The Regulators, themselves, put the matter, succinctly, in a
note of  14th May 1992:
“6. Mr Ranson's position as Principal Executive and Actuary may create
problems because there is nobody to blow the whistle when things go
wrong.”61

e. The regulators and GAD failed to keep pace with developments in the
pensions and life insurance industry and to assess and adapt their
methods to reflect those developments. This was particularly critical
in a situation in which narrow, technical interpretations of regulatory
solvency were becoming an increasingly irrelevant measure of any
insurer’s realistic financial position as the industry moved more and
more towards non-guaranteed bonus declarations. 

[C9]  Failure to keep pace with industry developments.

A key feature of the ELAS story was the shift from declaring
guaranteed bonuses to 'allocating' non-guaranteed, terminal or final
bonuses. From the early seventies the strategy of ELAS was to expand
and get new business. To do this it marketed itself as having a
particularly good bonus record. The problem in declaring bonuses was
that you had to guarantee them and the Regulators were there to ensure
that there were the necessary assets to back them. If however your
investment performance was not sufficiently good to justify a bonus
record sufficient to attract new business you had a problem. The way
round this problem was to 'allocate' final bonuses which were not
guaranteed and which were not therefore going to have to be reserved for.

61 See Penrose: para 63, Chap. 16, page 561.
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Increasingly there was a shift from declaring guaranteedbonusesto
©allocating©final bonuses. ELAS took this to an extreme when it
announcedanOverallRateof Return(ORR)which wasmadeup of two
elements- guaranteedandnon-guaranteed.Effectively this wasdonein
the hope that the regulatorswould not notice that the whole point of
regulationwasbeingunderminedandthatpolicyholderswould not notice
that a large part of the ORR was not guaranteed. Policyholderswere
consistentlyreceivingfull ORRon maturityor earlierdeparture,andthis
providedthe senseof security to the policyholderhimself in respectof
otherpoliciesandto remainingpolicyholdersthat they would be treated
likewise. 

The whole point of regulation is that insurancecompanies
should not make promisesthat they know they cannot fulfill. ELAS
thought they could avoid regulationand the Regulatorseither did not
notice or thoughttherewas nothing they could do aboutit. In fact the
Regulatorsshouldhaveknown what washappeningand that they could
do something about it. Under the InsuranceCompaniesAct 1972
(Amendment) Act 1973 the idea of Policyholders©Reasonable
Expectations (PRE) was created.  This said that account must be taken not
only of the guaranteedpromisesbut alsoof ©promises©which, whilst not
guaranteed,gaveriseto expectations.It gavetheRegulatorsa weaponto
deal with the attempt by ELAS to shift out of regulatory control.
Unfortunately they failed to use this weapon.

The evidence for the above overall view is as follows:

1. The strategy wasto expandand get new business: Lord
Penrosetells that ©sustainedgrowth becamean independent
objectivepursuedwith somethingapproachingmissionary
zeal...©62.  That was in the early 1970s. 
1977: ª..the pursuit of growth was sustained at a
considerable price.º63

1980: Chairman David Murison expresses:©the ªguiding
intentº of the Society as ªTo achieve growth....º.64

Therapidexpansionof ELAS becamethedominantthemeof
celebration in the Chairman©s report:
1981: Caldecott: ªsubstantial growthº 65

1986: UnderSir RolandSmith: ªControlled growthwasre-

62 Penrose Report: Para 4, Chap 3, Page 68
63 Penrose Report: Para 37, Chap 3, Page 78
64 Penrose Report: Para 10, Chap 3, Page 71
65 Penrose Report: Para 58, Chap 3, Page 84
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emphasised as the guiding statement of intent”.66  
1987: Smith: “significant increase in new business”.67

1988: Smith: “Growth targets set for 1991 had been
exceeded.”68

1989: Smith: “... significant increase ... major leap
forward...”69

1990: Smith: “... substantialprogress...” when in fact it
was a year when there had been a negative overall
investment return.70

1993:  Smith: “ ... quite remarkable results...”71

What Penrose calls this “tone of celebration”72 was of course
justified if expansion of the fund was the sole criterion of
success. Investment assets of £114 million in 1970 grew to
over £33 billion in 2000. See Table 6.8, Chapter 6, page 214
of Penrose and Table B in the Financial Tables.

2. Marketing to expand was what guided the setting of
bonuses:
“By 1976, the Board had used almost the whole of the
Society’sinherited unrealisedcapital appreciationand the
hiddenreservesin liabilities to maintain competitivelevels
of declared and interim bonus at time of market volatility.”73

1977: “Marketing considerationslay at the root of the
distribution policies pursued at this time.”74

1978: “A further significant factor was the emphasison
setting bonuses at 'desired' levels. “75 

By 1985 we have “a marketingadjustmentto terminal bonus
rates”76 and Penrose comments: “The discussion above
[Murchison's outgoing statement to policyholders] points to
marketing as the motivating factor in the bonus strategy

66 Penrose Report: Para 119, Chap 3, Page 101
67 Penrose Report: Para 132, Chap 3, Page 106
68 Penrose Report: Para 155, Chap 3, Page 113
69 Penrose Report: Para 30, Chap 4, Page 125
70 Penrose Report: Para 58, Chap 4, Page 133
71 Penrose Report: Para 95, Chap 4, Page 145
72 Penrose Report: Para 95, Chap 4, Page 145
73 Penrose Report: Para 38, Chap 3, Page 78
74 Penrose Report: Para 41, Chap 3, Page 79
75 Penrose Report: Para 45, Chap 3, Page 80
76 Penrose Report: Para 113, Chap 3, Page 99
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implementation.”77

1987 Ranson tells the Board: “Although a bonus declaration
is essentially to deal with existing business, we cannot
overlook the implications in the market place”.78

1988 Penrose: “The desired level had been the driver of policy
rather than the product of the valuation.”79

1989: Ranson and Headdon go public with With Profits
Without Mystery  in which they state:

“Naturally the choice of the precise level of declared rates is
clearly arbitrary... Naturally, such choice has to have regard
to the marketing implications of any decision”.80

and Penrose tells us:

“In 1989, when there was a good return, the Society
deliberately distributed a high proportion of the available
return for market-related reasons, and accordingly entered
the 1990s with a negative estate.”81

ELAS continued with this head-long course throughout the
1990s: “Therefore while the Society sought to compete head
to head on allocations with others in the industry, the risks it
exposed the with-profits fund to were considerably greater
than those faced by its competitors.”82

3. The shift from declaring guaranteed bonuses to
“allocating” final bonuses.

There was a tightening in the reporting requirements in respect
of valuations in that the Insurance Companies Act 1982
required them to be reported to the Department of Trade and
Industry (DTI) each year in respect of 1982 onwards.83 At the

77 Penrose Report: Para 117, Chap 3, Page 100
78 Penrose Report: Para 145, Chap 3, Page 112
79 Penrose Report: Para 157, Chap 3, Page 115
80 Penrose Report: Para 6, Chap 4, Page 120
81 Penrose Report: Para 36, Chap 4, Page 127
82 Penrose Report: Para 29, Chap 6, Page 210
83 Penrose Report: Para 82, Chap 3, Page 91
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sametime ELAS started“a material shift towards terminal
bonus in the overall mix.”84 “By 1988, there had been a
progressive shift in policy towards relative reductions in
reversionary bonuses and increases in terminal bonuses.”85

“The Society changed the bonus mix progressively towards
terminal bonus.”86 Penrosein discussinga reportby Nashin
1998 says: “Management's policy was made plain: the
removal of guarantees with the 'beneficial' effect of reducing
reserving requirements was well established”.87 This move
from declaredbonusesto allocatedfinal bonusis graphically
illustrated in Figure 6.7 in Chapter 6 of Penrose, page 209.

4. The effects of the shift.

The first effect of the shift from guaranteedto non-
guaranteedbonuseswas that ELAS could announcebonuses
without havingtheassetsto coverthem. This is shownclearly
in Table6.3 in Chapter6 of Penrose,page204. It is illustrated
graphicallyat Figure 6.4 on page208. ELAS was seriously
misrepresentingits position to the policyholders. Penrose
comments: “Since only the guaranteed return and
reversionary bonuses elements of the return were reserved for
as liabilities, the accounts progressively lost touch with the
real nature of the Society's business, in which terminal bonus
was increasingly material as an element in total returns to
policyholders, and, significantly for marketing purposes, in
policy proceeds.”88

Thesecondeffectwasthat,becauseon a contractual
eventor a maturity ELAS was paying out the full amountof
the guaranteedandnon-guaranteedbonuses,ELAS wasbeing
drainedof assets.Whilst the first effect couldhavebeendealt
with by reducing final bonus rates the second was more
intractable. It becamea moreacuteproblemin the1990swhen
manypoliciesmaturedandmorewasbeingpaidout thanthere
wereassetsto support. This is discussedby Penroseat pages
217 to 220of his report. Theproblemis shownin Table6.10,
page218 and illustrated graphically in Figure 6.11 on page
219. This problem could have been dealt with by the

84 Penrose Report: Para 84, Chap 3, Page 91
85 Penrose Report: Para 164, Chap 3, Page 117
86 Penrose Report: Para 35, Chap 4, Page 127
87 Penrose Report: Para 36, Chap 5, Page 169
88 Penrose Report: Para 27, Chap 6, Page 209
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introduction of a Market Value Adjustment (MVA) to reduce
the payments on maturity. Obviously for marketing reasons
ELAS did not want to announce publicly an MVA which
would have taken a bit of explaining in the bull market of the
1990s. It was left to the new Board in 2001 to carry the can.
However it does seem that they did operate one secretly at their
discretion.89

ELAS, in their responses to the Penrose Report,
have made much of the sentence “The financial exercise that
could be and that has been carried out remains necessarily
crude.”90 It should be noted that Penrose only says this in
respect of the second effect and he qualifies it: “I am satisfied
on the advice I have received that, both in respect of the
period computed by Headdon and in respect of the extension,
the approximations are sufficiently reliable for present
purposes.”91 It should be further noted that the discussion of
this second effect and the methodology for calculation was the
work of Headdon of ELAS in 1997 and Penrose merely
extended the period covered.92 It is therefore not very clever
of the new Board of ELAS to criticise Lord Penrose on this
point. In fact the exercise carried out by Headdon and
extended by Lord Penrose was a differential calculation which
homes in precisely on the question.  

5. Should the Regulators have known about the shift?

As we have explained the shift took the 'promises'
out of the purview of the regulatory returns as they did not
have to be reserved for as guaranteed promises. However the
ICA 1973 as re-enacted in the ICA 1982 had made it clear that
Policyholders' Reasonable Expectations (PRE) did come within
the purview of the regulators and that PRE included
“expectations of benefits beyond their contractual rights”93.
(We discuss PRE in greater detail elsewhere). However the
Regulators were fully aware of this as is illustrated in the paper
by George Newton, directing actuary for the assurance
directorate at the GAD, dated 8th July 1988. This is quoted at
length in paragraphs 107 and following, in Chapter 13 of

89 Penrose Report: Para 53, Chap 6, Page 216
90 Penrose Report: Para 54, Chap 6, Page 217
91 Penrose Report: Para 55, Chap 6, Page 217
92 Penrose Report: Para 55, Chap 6, Page 217
93 Penrose Report: Para 50, Chap 13, Page 439
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Penrosestartingat page455. This wasan excellentpaperand
extremely percipient even prophetic:

ªHowever, from the company©spoint of view there are other
advantages in terminal bonuses in that compared with
reversionary bonuses the time when surplus funds are
converted into additional contractual liabilities to
policyholders is deferred, thus increasing the company©s
capital resources available, for example, for financing
expansion.Increasingpressureon capital resourcesfor some
companiesin the future could well lead to a situation where
profits cameto be distributedlargely in the form of terminal
bonuses,but in theextremecasesthis could raise the question
of policyholders© expectations.º94

Thepaperwenton to recommendinter alia thatªThe company
doesnot engagein practiceswhich are obviouslyunfair. For
examplethe saleseffort and promotionof a companyshould
not give a picture to potential policyholders which the
companyknowsor shouldknow at the time is unlikely to be
fulfilled.º 95

Newton'spaperwas written in 1988, which was a
crucial year for ELAS with the introductionof productswith
no annuity guarantees. Newton's paper shows that the
Regulatorswere apprisedof exactly what could happento
damagePREbut they did nothingaboutit. It is clear that the
Regulatorsshould have known what was happening. They
shouldalsohaveappreciatedthata guaranteeof anannuityrate
many years into the future was a common feature of the
‘deferredannuity’ policiesissuedby muchof theindustryfrom
1957(ish) to 1988 in responseto tax relief for pension
contributionsby theself-employed.Falling interestratesmade
these contractsvulnerable,but DTI/GAD did nothing until
1997 – about 10 years too late!

Lord Penrosewrites: ªThe regulators acted as if
they had powers to investigatePRE with a view to taking
action,and I believethat theywereright to do so. Theynever
got round to taking such action, but that is another matter.º96

94 Penrose Report: Para 112, Chap 13, Page 458
95 Penrose Report: Para 115, Chap 13, Page 460
96 Penrose Report: Para 18, Chap 15, Page 539
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They had the power under s.45 ICA 1982  but not the will.

6. Did the Regulators know about the shift?

As explained earlier in [C8] there was heavy
reliance on the Appointed Actuary in respect of monitoring
PRE. The Regulators had shot themselves in the foot over this
by allowing the Chief Executive to be the Appointed Actuary.
However the scrutiny report for 1986, being the first year for
which an annual return was required, had already noted the
shift from guaranteed reversionary bonuses to non-guaranteed
final bonuses.97 The source of the GAD's information on this
“was not disclosed”.98 It was certainly not contained in a press
release by ELAS in respect of which Ranson claimed he had
successfully “fudged” the issue.99

Having discovered the shift the Regulators then
failed to carry out any scrutiny reports for the next two years -
see [C1] above. For 1989 no DTI file is available.100 This was
the year of With Profits Without Mystery which again should
have informed the Regulators of what was going on. When
Ranson was asked about how the guaranteed and the terminal
or final bonuses could be supported he replied “The question
of what rate of growth is needed to support 'current
reversionary and final bonuses' is not, therefore, meaningful in
our case”.101 This was a breathtaking assertion which should
have been picked up on. Instead what do we have, but Paul
Burt of the Regulators saying:

“At present we do not have enough information about the
society to be more specific and indeed, unless the society
makes more signals, we do not suggest that further information
should be sought. The society is our longest established life
company and is well respected in the market.”102

Lord Penrose makes it clear in Chapter 16 paras 25
and following that if the Regulators did not have sufficient

97 Penrose Report: Para 4, Chap 16, Page 547
98 Penrose Report: Para 5, Chap 16, Page 547
99 Penrose Report: Para 5, Chap 16, Page 547
100Penrose Report: Para 8, Chap 16, Page 548
101Penrose Report: Para 17, Chap 16, Page 550
102Penrose Report: Para 21, Chap 16, Page 551
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information to monitor the situation there was nothing to stop
them getting that information.  They just failed to do so.

At this point (1991) they allowed Ranson to assume
his dual role as Chief Executive and Appointed Actuary.103

Within days Ranson corrupted the Regulators by letting
Pickford have “confidential” Board papers which told the
whole story but which Pickford was supposed to conveniently
forget.104 Lord Penrose makes one of his rare judgments at this
point: “He was in error in allowing a private understanding
with Ranson to cloud his duties to the regulators.”.105 Pickford
was now complicit in anything that Ranson did. This goes way
beyond maladministration. He knew from the papers that
“Ranson's use of the terminal bonus (as emphasised again
within these papers) was designed effectively to bypass
'constraints' imposed by the regulatory system ...”.106 The
regulatory system was being abused, the regulators knew about
it and they did nothing.  They were totally at Ranson's mercy as
is illustrated by Pickford's comment that he was angry and
frustrated after a visit to ELAS because he had “not been able
to see and assess any other of the Society's managers.”107

Burt was then sent further material on 10th

September 1992 which “laid bare the current reality of the
excess of aggregate policy values ... over asset shares”.108 The
GAD knew that ELAS were over-distributing wrote Burt in the
minutes of a meeting with the GAD.109 This worried the
Regulators.110 But the Regulators have shown no evidence that
they ever took action to prevent over-distribution.

The following year Penrose notes about the 1992
Scrutiny: “The nature and extent of the abnormalities required
further investigation. None was undertaken.”111 His remarks
become more and more critical.112 Finally he concludes: “A
dramatic shift from reversionary to final bonus reduced the
scope for effective regulation of total bonus through the
returns system. Officials should have been alerted to the need

103Penrose Report: Para 35, Chap 16, Page 554
104Penrose Report: Para 41, Chap 16, Page 555
105Penrose Report: Para 45, Chap 16, Page 556
106Penrose Report: Para 52, Chap 16, Page 558
107Penrose Report: Para 70, Chap 16, Page 562
108Penrose Report: Para 77, Chap 16, Page 563
109Penrose Report: Para 78, Chap 16, Page 564
110Penrose Report: Para 86, Chap 16, Page 565
111Penrose Report: Para 131, Chap 16, Page 574
112 Penrose Report: Paras 132,135,162,163 Chap 16, Page 574,575,581
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to ensure careful monitoring of the Society's practice”.113  
In conclusionit is clearthattheRegulatorswereduty boundto

haveregardto the shift towardsnon-guaranteedbonusesas a matterof
PRE. Internallytheyknewthis from Newton'spaper. Theycompromised
themselvesasfar asmonitoringwasconcernedin a mostseriousmanner.
They were sufficiently informed about the matter as a matter of fact.
They just failed to do anything about it.

f. GAD had recommended ELAS as a pension plan or additional
voluntary contribution scheme provider in its advice to the
administrators of the Principal Civil Service Pension Scheme and to
other public sector pension schemes. This led to a lack of proper
separation of its responsibilities and to a clear conflict of interest
between GAD’s role in providing advice to government bodies in
relation to public sector pensions and in assisting the prudential
regulators of ELAS. This conflict of interest compromised the proper
discharge of GAD’s regulatory functions.

[C10] GAD and other pension schemes

Many public servantstoppedup their governmentpensions
with AVC schemeswith ELAS – MP’s and judges were prominent
examples.GAD advisedasa sortof IFA. Therewasa very clearconflict
of interest. Therewould havebeenmanyunkindwordssaidby powerful
peopleif Gadhadbeenobligedto reportthatELAS wasin trouble.– So
they kept their eyesshut and hopedfor the best. We haveno further
evidenceon this and must leaveit to the ParliamentaryOmbudsmanto
enquirefurther. PresumablytheRegulatorswill know to whomadviceof
this naturewas given. Our concernis that not only would therebe a
conflict of interestin thedayto dayregulationof ELAS but thatafter the
Houseof Lords judgmentcertain group schemeswere enabledto exit
from ELAS on extremely favourable terms comparedwith ordinary
individual members.Onceagaintheconceptof fairnessto policyholders
which must include fairness as between policyholders was lost sight of.

113 Penrose Report: Para 170, Chap 16, Page 553
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3. Supervision of regulatory solvency
g. From the mid 1980s until 1997, the regulators failed to

evaluate the potential effect of Guaranteed Annuity Rates
(GARs) on the solvency of ELAS in a context where current
annuity rates were falling steadily, in line with the Bank of
England’s base rate, to below contracted GARs. The
regulators learned explicitly in November 1993 of the degree
of ELAS’s exposure to risks associated both with the GAR
issue and with ELAS’s lack of prudent reserves. The
regulators’ failure to take action then or to impose reserving
until 1999 played a direct part in the closure of ELAS to new
business and to subsequent cuts in policy and annuity values.
The regulators did not prepare a study on the extent of GARs
in the industry until 1997: a decade too late.

[C11]  Reserving for GARs.

GuaranteedAnnuity Rateswere introducedshortly after the
FinanceAct 1956but therewasno compulsion to do so. It is not at all
clear why they were introducedor why the risks associatedwith them
seemto havebeenignored. GARs were a featureof the most popular
type of policy the ‘deferredannuity’. The policyholderpaid a premium
for an annuity, paymentof which was deferreduntil he retired. The
insurertook a view of annuityratesmanyyearsinto the future. Initially
they were basedupon conservativerates of interest (3 or 4%). For
reasonswe havenot understoodELAS (andprobablyotherswhich may
havemeantthe increasewas onceagainpurely for marketingreasons)
increasedtheseratesto about7% or 8% in 1975.This wasthemovethat
made the insurer vulnerable to falling rates. He (the insurer) was
guaranteeingto his futureannuitantsto pick up the tab if ratesfell below
this level. ELAS seemsto haveissuedpolicieswith especiallyhigh rates
and as Lord Penrosesaysit is “difficult to understand why the Society
persisted in writing new business reflecting those rates until 1988”.114 As
early as the autumnof 1982 interestrateshad fallen, for a time, below
the interest rate in possessionimplicit in most retirement annuity
contracts.115 ELAS's actuaryrealisedthat this could causea problem.

114 Penrose Report: Note 7, Chap 2, Page 44
115 Penrose Report: Para 57, Chap 2, Page 54
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ELAS was particularly vulnerable becauseit specialisedin annuity
contracts. In early 1990’salmostall it businesswaspensionbasedand
almost all of it had the higher rate of guarantee.

The questionis at what stagedid the Regulatorsrealisethat
guaranteedannuityratescould give rise to problemsif interestratesfell.
As thesewereguaranteedratestherecouldbeno doubtthat theymustbe
reservedfor. Unlike final bonusesthis wasnot just a questionof PREbut
a questionof fundamentalreserving.Fromwhatwe know theRegulators
do not appearto haveaddressedtheproblemof their own accord. It does
seemthoughthat it would havebeenthe duty of the AppointedActuary
to reporton GARsasin theInstituteof ActuariesGuidanceNote1 (GN1)
effectivefrom 1st May 1975to reporton GARs.116 In the Penrosereport
thereis no mentionof the GAR problemvis-a-visthe Regulatorsuntil a
meetingon 30th November1993whenELAS revealedto themthat they
hadGARs.117 It would seemthatthefact theywerementionedat all arose
becauseELAS had beenfeeling the effectsof “excess of payouts over
asset shares which had been a recent feature”118. Soit is arguablethat,if
the Regulatorshad been paying any attention to PRE, as we have
suggestedtheyshouldhavebeenin [C9], theymight havefoundout even
earlierabouttheGAR problem. It doesseemthat the lack of a proactive
approach,on anysubject,by theRegulators,wasonceagainthecauseof
them not making enquiries,much earlier, about a subject which had
becomeof importancewheninterestratesbeganto fall. Indeedboth the
regulator and the actuarial professionshould have been aware of the
potentialfor problemswith GARswhentheywerefirst introducedin the
1950swhich wasaneraof low interestrates. Theregulatorswereaware
of stochasticmethodsbeingdevelopedin the1980s/90sto providea way
of evaluatingsuchrisk. A leadingexponentwasProfessorDavid Wilkie.
GAD were aware of his work. 

Equitable Life invented a life insurancesystemin the 18th

centurywhich was basedupon the idea that annuitiescould be granted
based upon the current rates on Governmentbonds at the time of
granting. To the foundersof ELAS any idea that someother rate of
interestcouldbeused,asthestartingpoint of their calculations,let alone
a GuaranteedRate,would havebeenregardedasnonsense.Would any
actuaryincluding thosewithin theGAD disputethis? As far asELAS is
concernedtheimplicationof (F) in theMemorandumof ELAS is that,for
anysuchspecialright, suchasa GAR, to begranted,thena specialfund
should have been created which would have required a Special

116 Penrose Report: Para 22, Chap 2, Page 46
117 Penrose Report: Para 115, Chap 16, Page 571
118 Penrose Report: Para 115, Chap 16, Page 571
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Resolutionof theCompanyto bepassedat a Generalor SpecialMeeting.
This was not done and it is thereforearguablethat GARs were ultra
vires.

As ELAS was not providing for the GARs becauseof their
relianceon the Differential TerminalBonusPolicy (DTBP), which they
hadinstitutedin about1982,therewasnothingaboutit in the regulatory
returns. Of coursethe improperdestructionof all the regulatoryfiles
prior to 1991 has not assisted in making any further discoveries.  

However, despite the revelation at the meeting of 30th

November1993,no action was takenby the Regulators.119 Apparently
ELAS’s GAR of 7% wasnot a causeof concernasit wasthesameasthe
gilt-edgerateat that time.120 The ideathat the gilt-edgeratemight drop
further did not seemto enterthe Regulatorsheads- this was incredible.
JustsupposetheUK hadjoinedtheEuroandrateshadgonedownto 2%.
TheRegulatorshadactuarieswho aresupposedto beskilled in looking at
just this kind of thing. Their failure to do anythingis quiteunacceptable-
a “serious error “ in Lord Penrose'sview.121 It wasevensuggestedthat
theGAR wasreally a Conductof Businessissueratherthana Prudential
one.122  Lord Penrose comments:

“Casual acceptance of the Society's position on guarantees as a selling
issue, and not one raising prudential issues, reflects complacency for
which there could be no justification on information available to the
prudential regulator and GAD.”123

That is a judgment that there was maladministration.
Inaction continued into 1994 when the 1993 return was scrutinised:
“The regulators failed to respond to the existence of the guaranteed
annuity rates...”124  The failure went without explanation.

Nothing further seemsto have happenedon this issueuntil
January1997, when an actuarial working party was set up125 which
reportedin November1997. GARs hadthenbeenin existencefor over
40 yearsand as Lord Penroseremarks“The inability of a professional
working party to identify and describe an 'entirely satisfactory' approach
to the actuarial computation of the resulting liabilities at the end of the

119 Penrose Report: Para 117, Chap 16, Page 571
120 Penrose Report: Para 117, Chap 16, Page 572
121 Penrose Report: Para 132, Chap 16, Page 574
122 Penrose Report: Para 134, Chap 16, Page 575
123 Penrose Report: Para 135, Chap 16, Page 575
124 Penrose Report: Para 163, Chap 16, Page 581
125 This was a working party of the Institute of Actuaries but  the GAD was represented on it.  See

Parliamentary Ombudsman: 'The Prudential Regulation of Equitable Life' Part II entry for 30/11/97
page 46.
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centuryis remarkable.º126 Perhapsthis wasa problemquite without the
experienceof actuariesas the only satisfactorysolution to the GAR
problemmight haveexistedin hedginginterestrates. Howeverif that is
the casethenthe actuariesshouldhaveseenthat GARs in the contextof
annuitieswere an utterly dangerousconceptwhich should have been
stoppedin 1956. The deferredannuitywasa commonway of providing
pensionpoliciesuntil well into the1970swhenunit linked insurersfound
analternative. Theydid not havethespareassetsto do annuitybusiness
so they concentratedupon building an investment pot during the
policyholdersworking life. Whenheretiredtheyusedmostof his pot to
buy an annuity in the market at current rates. This avoided making
estimates of annuity rates well into the future.

It took until October1998for HM Treasuryto call a meeting
with ELAS127 as a result of a report in Septemberthat ELAS might be
©technicallyinsolvent©.128 Later thatmonththeRegulatorslearnt that the
possibleliability was £1.5 billion.129 All of this was much too late in
solving the GAR problembut it was not too late to inform actualand
potentialpolicyholdersof thesituation. It hasbeensaidthatin December
1998ELAS threatenedjudicial review andthe Regulatorsbackeddown.
This is not quite accurate. The Regulatorssaid they were going to do
somethingand told ELAS that theonly way to stopthemwasby judicial
review. ELAS took thehint andthroughNashªsaidthat theymightwell
haveto takethat course.º130 The regulatorsno doubtbreatheda sighof
relief andbackeddown. The FSA thentook over andªlight touchº was
enforcedwith a vengeance.ªEquitable was to be left to carry on as it
proposed.º131  ªThe FSA did not insist.º132

h. From about 1990 onwards, the regulators and GAD failed to
give sufficient consideration to the fact that some of the
measures used to bolster ELAS’s solvency position were
predicated on the emergence of a future surplus.  As a
consequence, they did not properly assess the overall impact
and adequacy of those measures. The regulators also allowed
ELAS to mis-use the term ‘surplus’ and failed to consider the
use of that word in the context of policyholders’ reasonable

126 Penrose Report: Para 8, Chap 17, Page 607
127 Penrose Report: Para 25, Chap 17, Page 611
128 Penrose Report: Para 19, Chap 17, Page 610
129 Penrose Report: Para 33, Chap 17, Page 614
130 Penrose Report: Para 63, Chap 17, Page 623
131 Penrose Report: Para 107, Chap 17, Page 636
132 Penrose Report: Para 110, Chap 17, Page 637
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expectations.

[C12].  'Surpluses' and Future Profits.

Despite ELAS's progressive shifting of its liabilities into non-
guaranteed form, which did not have to be reserved for, as discussed
earlier in [C9], it still had problems ensuring regulatory solvency.

ELAS wanted to be able to declare guaranteed bonuses but in
order to do so it had to show a 'surplus' which could be used to support
the new bonus. The distributable surplus was not an audited measure, it
was used on the recommendation of the Appointed Actuary alone.133

Chapters 3, 4 & 5 of Penrose detail how the Board was told each year that
a 'surplus' had been achieved and a bonus could be declared yet again.
However these 'surpluses' became more and more mythical as various
devices were used to bolster the assets side. We deal with each of these
devices separately.  The term 'surplus' became to be abused and mis-used.

One of these devices was the use of future profits for which an
order under section 68 of the ICA 1982 had to be obtained. Baird
explains this at 3.17 and 3.19. The actual calculation was described by
the PO in her first report.134 It effectively allowed a company to take the
average investment returns for the last five years, halve them and then
project them forward for up to ten years or the life of each policy
whichever was earlier. The Appointed Actuary was entrusted with this
task although he did not have to 'state the assumptions used in the
prospective calculation, or to provide the results of the calculations' but
he had to use 'cautious assumptions'.135 To allow the use of the previous
five years of investment returns to be used as a prediction for the next ten
years would strike anyone with experience of the Stock Exchange as
fairly barmy. However against that the DTI guidance did say 'that any
exceptional profits that might have accrued over the period in question
had to be excluded from the calculation.''136 It was obviously a device
that could be used used 'creatively' and one that required actuarial
judgment that needed to be exercised correctly which was not done in the
case of ELAS as Lord Penrose explains.137 According to Baird the
Regulators as the supervisor could exercise their discretion.138 This
meant they had to exercise their discretion and exercising their discretion

133 Penrose Report: Paras 37-38, Chap 12, Page 389
134Parliamentary Ombudsman: 'The Prudential Regulation of Equitable Life' Part II para 28 page 5.
135Parliamentary Ombudsman: 'The Prudential Regulation of Equitable Life' Part II para 28 page 5.
136 Parliamentary Ombudsman: 'The Prudential Regulation of Equitable Life' Part II para 28 page 5.
137 Penrose Report: Para 6, Chap 7, Page 243
138 Baird: 3.19.2
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meanthavingregardto ©soundand prudentmanagement©asrequiredby
the 3rd Life Directive.

Thefirst mentionof futureprofits is in a reportto theBoardof
ELAS by Ransonon 25th January1995whenhetold themhehadapplied
for andobtainedanorderfor £450million. ©Carefulconsideration©hadto
begivento its usefor marketingreasons!139 Baird tells usthatfrom 1994
to 2000 ELAS applied for future profit amountsfrom £500 million to
£1,900million.140 The Regulatorsalways grantedexactly what ELAS
askedfor. So much for using their discretionin any sensiblemanner.
Penrosediscussesthis in para4 to 17 of his report in Chapter7, pages
242 to 245.  He comments:  ªHowever, there was no indication that there
wasa seriousassessmentof the Society©soverall financial health in the
contextof makinguseof this adjustmentby the Society©sactuaries.º141

The Regulatorsfailure to do their duty is clearly illustrated by the
granting of the final application in September2000. Did not the
Regulatorshavesomereservationsaboutgrantingyet anotherapplication
for future profits after the Houseof Lords judgment? Did they haveno
doubtsover future profits at that point? The relevantcommittee(ISC -
InsuranceSupervisoryCommittee)could not evenbe botheredto meet.
It disliked too muchpaper.142 This truly unbelievableepisodeis setout
by Baird at 4.59.12to 4.59.17. Or wastherealreasonthattheRegulators
hadto pretendthat ELAS wassolventat all costsat that juncture? Lord
Penrose is clear that ELAS by its communications established
expectations143 in the policyholdersthat policy returns,evenwherenot
guaranteed,could be expected to move in accord with market
conditions.144 Given theseexpectationstherewas little room for "profit"
exceptwhereexceptionalfinancial managementproducedresultsabove
the marketnorm.Regulatorsseemto haveacceptedthe identificationof
"profit" as used in legislation with "distributable surplus" which
identification was implicit in ELAS©sapplications.This identification
couldonly bemadeby ignoringPRE.If PREis acceptedasLord Penrose
describesthen the profits available to be capitalisedas implicit assets
would be very much less or non-existent.The Treasuryhad retained
responsibilityfor approvalof Section68 claimsfor futureprofits implicit
assetsto be allowed in the reservingcalculation.It is the Treasurythat
must answerthe casethat it paid no attentionto PRE in its actionsin

139 Penrose Report: Para 106, Chap 4, Page 148
140 Baird: Appendix 10.
141 Penrose Report: Para 12, Chap 7, Page 244
142 Baird: 4.59.15
143 Penrose Report: Para 46, Chap 13, Page 437
144 Penrose Report: Paras 14-153, Chap 14, Pages 484-525 & especially Para 83(vi), Chap 14, page

505.
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respect of these claims.
The sheer idiocy of allowing future implicit profits has now

been recognised and they are to be disallowed.

i. Over this same period, the regulators allowed ELAS to publish
financial results and projections that were misleading in that
they did not reflect the Society’s true position. In particular,
ELAS was allowed to habitually report growth rates alongside
bonus rates, which gave the impression of a prudent margin
for error, whereas the true position was that:

�
assets were consistently less than policy values so that higher
rates of growth were needed to cover any given rate of bonus;
and

�
as part of the growth was needed to cover expenses and the
contractual liability for conventional annuities, the growth
available to meet with-profits bonuses was always materially
less than the rate quoted in ELAS literature. This was never
made clear. 

[C13].  Misleading claims as to growth and the financial state of the
With-Profits Fund.

ELAS made many claims in its literature as to its supposedly
excellent performance to both existing and prospective policyholders.
Appendix B to this submission shows a typical example entitled '1999
Investment returns' published in February 2000. It is notable that this
leaflet was published in the month following the Court of Appeal
judgment with not a hint of the disaster that had just occurred. On the
second page of this leaflet there is a section entitled 'Recent bonus
history' and there is a table which in part reads as follows:
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Actual Allocated returns
    Year returns Pension

   %     %
1999 16.0 12
1998 13.3 10
1997 17.2 13
1996 10.7 10
1995 16.6 10
1994 -4.2 10
1993 28.8 13
1992 17.1 10
1991 13.5 12
1990  -8.3 12

A memberof the public would probablylook at thesefigures
and think that the actual returns were much better than the allocated
returns. A morenumeratepersonmight work out that the actualreturns
averageout at 12.7% whilst the bonusesaverageout at 11.2%. The
impressionboth would havehadwasthat the bonusesweresmoothedto
iron out thevolatile actualreturnsandsomethingwasbeingheldbackfor
a rainy dayasa smoothingreserve.Thoseinterpretationswould bewhat
ELAS would hopethat the figures would elicit in the averageactualor
prospective policyholder.  

A very sophisticatedandnumerateinvestormight go asfar as
modelinga fund on thesefigures and would seethat £100 investedin
1990 would have grown to £299 using the Actual Returns and an
allocatedfund of £289sothattheeventualsmoothingfund wassmallat a
positive£10or 3%. Whathecouldnot haveknownfrom anypublished
source was:

1. At the start of the seriesi.e. at 1st January1990 therewas
deficit of 5% in the fund.145

2. As throughouttheperiodof the tablefrom 1st January1990
to 31st December1999 there was always a deficit, the
percentagesare not comparablebecausethe percentages
shown for the actual return were calculatedon a lower
figure, i.e. the value of the assets,whilst the bonus was
calculated on the higher aggregatepolicy value (APV)

145 Penrose Report: Table 6.3 Chap 6 page 204 For 1989 there is a difference of £245 million  between
available assets of £4,921 million and aggregate policy values of £5,166 million which is 5% of
available assets.
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figure. Thus in 1996 the actual return is given as 10.7%
whilst the bonus was 10%. However at the end of 1995
assets were below APV by 12%. So to pay a bonus of 10% it
would have been necessary to have a return of 11.2%.
Record growth in new business covered up the shortfall.146

Burgess Hodgson have estimated that if the percentages had
been worked out consistently (based on with profit assets)
bonuses would have been seen to cost about 1% more than
their nominal value (nominal bonuses averaging 10.2%
actually cost 11.2%) when expressed on the same basis as
the growth rate.

3. The actual return quoted took no account of annual running
costs, typically 1.25%.  

4. In most of the years from 1990 to 2000 a sizable amount of
the asset growth was needed to support the non-profit side of
the business - principally conventional annuities which were
affected by falling interest rates. Typically this removed 2%
from the asset return.

Points 2-4 above were anticipated in the Burgess Hodgson
Report of March 2003 which forms Appendix C. This was written before
the Penrose Report was published one year later. With the benefit of the
Penrose Report Burgess Hodgson have reworked their calculations as
appears at Appendix D. Effectively they say that the 2.5% average
surplus in the above table should have been more correctly as more like a
0.8% or 1% loss. It now appears, from the Penrose Report, that never in
the 1990s did the asset values exceed the APV even in 1993. Point 1
about the previous deficit was only revealed precisely in the Penrose
Report although anticipated by Burgess Hodgson. ELAS must have
known that the table was thoroughly misleading and deceitful. The
further claim in the leaflet that there was 'an appropriate smoothed
overall rate of return' was utter rubbish. At Appendix E we exhibit a
further leaflet dated March 1998 showing the results of buying a WP
annuity on 1st April 1997 with 3 different rates of anticipated growth rate
to be selected by the policyholder. The figures for the start and finish
annual annuities are as follows:

1987 1998

3.5% 5,857 14,823
6% 7,550 14,563
10%                  10,486 13,275

146 Penrose Report: para 19, Chap 5, Page 165.
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Given ELAS’s knowledgethat APV exceededassetsat the
endof 1997by £1.358billion or 7%147 andthat by thenany experienced
fund managermust havebeenwonderingwhen the bull marketwould
stop,the ideathat an annuitywith a 10% anticipatedgrowth ratewould
carryon growingwasludicrous. Yet this simplistic leafletwith its pretty
pastelpink gaveno hint of the real situation. Thereis no indicationof
any of the risk factorspeculiarto theseannuitiesin that the guaranteed
part of the annuity is graduallyconvertedinto an unguaranteedannuity
whetherthe bonusesare good or bad. The executivemanagementof
ELAS knew that there were not enoughassetsto support the current
payments,let alone during a turn-down in the marketsand they knew
(evenif theBoardof ELAS might still havebeenignorant)thattherewas
a problemover theGARs. In respectof the DTBP policy Lord Penrose
tells us“Thereweresomesettlementswith policyholderswhoobjectedto
the practice before 1998º.148 That practice being the Differential
Terminal Bonus Practice.

The Regulatorswere slow to cometo this issueof the APV
exceedingassets. Theyhadbeentold about1989,1990and1991on 10th

September1992.149 In the minutesof a meetingon 15th September1992
Paul Burt of the GAD wrote:

©iv.GAD©sviewwasthat ªthe societyhasover-distributedin the last few
years compared with the return on investments.  This has eroded the level
of free assetsavailable in the society,which are neededto provide for
market changes in the value of assetsº.©150

Thereis a curiouspassagewherethe scrutinisingactuaryfor
the 1995 report told the Penrose Inquiry:

ªWe had long sinceappreciatedthe probability that total assetshares
exceededadmissibleassets.On the8th November1996meetingwewere
givenan indication that thedifferencewasrepresentedby investmentsin
inadmissible assetsº.151

Apparentlybecauseit wasnot a ©large©figure, they werenot
frightened. It wasin fact a mere£1,725million at 31st December1996.152

147 Penrose Report: Table 6.3 Chap 6 page 204
148 Penrose Report: para 6, Chap 1, Page 2.
149 Penrose Report: para 77, Chap 16, Page 564
150 Penrose Report: para 78, Chap 16, Page 564
151 Penrose Report: para 206, Chap 16, Page 591
152 Penrose Report: Table 6.3 Chap 6 page 204
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How large does large have to be before the Regulators make a move?
What did they suppose these inadmissible assets could be? The
Regulators did nothing.153  

So the Regulators knew about the excess of APV over assets
from at least 1992 onwards. What should they have done about it? Here
we come to a crucial question. Our view is that the declaration or
allocation of a bonus is effectively a statement to existing and prospective
policyholders that the company can afford to announce such a bonus.
That is to say that at the time the bonus is announced they have sufficient
assets to cover the APV. Unless one accepts such a principle what is
there to stop an insurance company announcing any old bonus? Why not
announce a 100% bonus? Well, of course, if you did do something so
foolish, there would be marketing considerations. Nobody would believe
you. Believe what? Believe that you had the money to support such an
announcement. We find it difficult to get away from such a principle.
The sole exception is that, if you are operating a smoothing policy, there
may be times when your smoothing fund has been exhausted and,
although you reduce the bonus rate in a smoothed manner, you still have
not got enough assets. This is where it is important to have, not only a
smoothing fund, but a 'free estate' to fall back on in very hard times. If
there are contractual maturities to pay out, before you can bring bonuses
back in line, you can cut the payment with a Market Value Adjustment
(MVA).  The problem with ELAS is that it never had a smoothing fund, it
had lost its free estate built up over the previous two centuries, and it
never publicly announced the possibility of an MVA until very late in the
day. However it did apparently operate an MVA surreptitiously in
certain cases and the Differential Terminal Bonus Policy was a form of
MVA operated surreptitiously.154 ELAS, by announcing high bonuses
which were not in fact covered by assets, was making false claims and its
persistent practice became a fraudulent misrepresentation of its financial
position, operated to attract further business.  

There is also the question of Policyholders' Reasonable
Expectations (PRE). Effectively the Regulators did have a duty to do
something to make sure policyholders were not misled and that their
PRE, as raised by these bonus announcements, was protected.

However the Regulators really only seem to have engaged
with the issue of over-bonusing some five years after finding out about it.
In December 1997 a correspondence between Headdon and the

153 Penrose Report: para 206, Chap 16, Page 591
154 Penrose Report: Para 53, Chap 6, Page 216
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scrutinising actuary started including a discussion of the bonus notices.155

The concern seemed to be that where bonuses were based on capital gains
on investments there could be a downturn in the market which would
wipe out those capital gains.156 They seem to have elided the real
problem which was not about capital gains that might disappear but about
capital gains that had never happened in the first place. It was not assets
that might disappear but assets that were not there in the first place.
“Naive” is Penrose's judgment.157 Headdon's note of the meeting with the
GAD describes it as going through “somewhat of a ragbag of not
particularly well thought through concerns that they have.”158 We would
suggest sheer incompetency. There is no evidence that we have found
that anyone suggested that Conduct of Business should look at the bonus
notices at that stage (December 1997 to May 1998). Lord Penrose wrote
“they [the GAD] viewed their remit in this area as limited to one in
which they sought and received reassurance from the Society that they
were alive to the problems.”159  

In fact there was a misguided policy contained in a memo
dated 28th August 1998 not to refer the bonus notices to Conduct of
Business. In respect of which they had gone so far as to obtain legal
advice.160 This was one of several occasions when the legal advice was
plainly wrong.  

There seems to have been little activity by Conduct of
Business on the subject of what the bonus notices and other literature was
telling policyholders until the following year in June 1999 when they said
they felt the need to review them.161 They came up with a clean bill of
health on 20th September 1999.162 They seem to have been oblivious to
the point that the bonuses announced were unsupported by any assets.
Perhaps Prudential Regulation had been careful not to point this out to
them. the GAD said “ a surprisingly unqualified endorsement for the
bonus notices.”163  A sigh of relief perhaps?  

In summary the bonuses announced by ELAS in bonus notices
and used in other literature were quantified for marketing reasons to give
a misleading view of the company's financial position. Prudential

155 Penrose Report: Paras  234ff, Chap 16, Page 597
156 Penrose Report: Para  242, Chap 16, Page 600
157 Penrose Report: Para  242, Chap 16, Page 600
158 Penrose Report: Para  243, Chap 16, Page 600
159 Penrose Report: Para  248, Chap 16, Page 601
160 Penrose Report: Para  16, Chap 17, Page 609
161 Parliamentary Ombudsman: 'The Prudential Regulation of Equitable Life' Part II App C Entry for

24/06/99 page 71.
162 Parliamentary Ombudsman: 'The Prudential Regulation of Equitable Life' Part II App C Entry for

20/09/99 page 76.
163 Penrose Report: Para  29, Chap 18, Page 657
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Regulationknew that the bonuseswere excessive. This should have
prompted them to look at what the policyholders were being told and then
referred the matter to Conduct of Business with the appropriate
information about over-bonusing.  They simply failed to do so.

j. During this period, the regulators and GAD failed to act
when ELAS adopted what Lord Penrose described as
practices of ‘dubious actuarial merit’. These included valuing
future liabilities at an inappropriate rate of interest between
1990 and 1996; treating selling costs as an asset; making no
provision for GARs until much too late; valuing a financial re-
insurance policy (which proved to be of no value) at over £800
million; allowing credit for ‘aspirational’ (i.e. effectively
unrealisable) assets; responding too slowly to widely
evidenced changes to mortality expectations; and the issuing
of a subordinated debt worth £346 million which did not count
as a liability.

[C14] Practices of 'dubious actuarial merit'.

Lord Penrosegivesanotherlist: “six areas of specific concern
about the regulatory response to the Society's practices in relation to the
computation of its mathematical reserves and the computation and
treatment of the implicit items.”164  These were:

(i) the interest rate differential (between the bonus rate
projected forward and the rate of return used to discount
liabilities back to present values)  between 1990 and 1997;  

(ii) the quasi-zillmer adjustment (through which acquisition
costs for recurrent single premium business were annuitised)
from the early  1990s;  

(iii) implicit items for future profits employed in and after
1994;  

(iv)  the subordinated debt;   

164 Penrose Report: Para  166, Chap 19, Page 712
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(v)  the GAR liability valuation, and  

(vi)  the financial reinsurance treaty. 

In his conclusions he gives another list:

(5)TheSociety'ssolvencypositionwasbolsteredovertheperiodby
the consistent(and frequentlyacknowledged)adoption of the
weakestvaluation basis, plus a seriesof particular valuation
practices of dubious actuarial merit (the interest rate
differential, financial reinsurance and the quasi-zillmer
adjustment) and other financial adjustmentsand supports
(increasingreliance on future profits and subordinateddebt)
that sought to anticipate future returns.165

We therefore have three lists and to avoid confusion we intend
to use the second list but add two further items:

(vii) allowing credit for ‘aspirational’ (i.e. effectively
unrealisable) assets 

and

(viii) respondingtoo slowly to widely evidencedchangesto
mortality expectations;

The background to these eight points of concern is that ELAS
had guaranteed liabilities which had to be supported by assets. This
position had to be reported in the regulatory returns so that they could
show regulatory solvency. However, for marketing reasons, they were
announcing very high bonuses which were not completely supported by
assets and to do this the unsupported part of the bonuses were not
guaranteed so as to avoid regulatory insolvency. They were also
introducing 'technically efficient' products where any guaranteed part was
rapidly converted into unguaranteed liabilities as with the managed
pension. However ELAS always had this initial problem with its
guaranteed liabilities and it had to use various devices to overcome this
problem. The fact that ELAS had these problems with its guaranteed
liabilities shows just how its unguaranteed liabilities were far from
receiving any adequate support. This was quite contrary to Policyholders'

165 Penrose Report: Para  240, Chap 19, Page 727
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ReasonableExpectations.We will considerthepointsof concernoneby
one:

(i) the interest rate differential (between the bonus rate
projected forward and the rate of return used to discount
liabilities back to present values)  between 1990 and 1997;

This is dealtwith in paras168 to 171,Chap19, pages713 &
714 of Lord Penrose©s Report.  There is no need for us to add anything.

(ii) the quasi-zillmer adjustment (through which acquisition
costs for recurrent single premium business were annuitised)
from the early  1990s;  

This is dealt with first of all in paras18 to 34, Chapter7,
pages245to 249andagainin paras172to 175,Chapter19,pages714&
715of Lord Penrose©sReport. It is notablethatLord PenrosesaysªThe
GAD actuary engaged in the correspondence with Ranson in 1992
declined to complete the interview process with the inquiry”. 166 He goes
on to say ªThis is an area where the lack of powers of compulsion has
prevented me from following up a detailed study of the background to an
issue”.167 TheParliamentaryOmbudsmanhaspowersof compulsionand
this seemsto be an areawhere further investigationis required. This
adjustmentwas describedin WPWM at 3.2.17 in 1989, but it was not
discoveredby the Regulatorsuntil oneof the prospectivebiddersalerted
them in late 2000. We have no further evidence on this point.

(iii) implicit items for future profits employed in and after
1994;  

We have already dealt with this item at [C11] .  Lord Penrose©s
final commentson this areat paras176to 182of Chapter19 pages715&
716. The Regulatorsrelied upon a “mechanistic approach”.168 This
was quite inadequate.“As applied throughout the relevant period, the
assessment of present value took no account of actual anticipated
financial conditions generally, as affecting the particular officeº.169 Lord
Penrosetalks of the “artificiality” of the approvalof an implicit future
profits item in September 2000170; ªabsurdityº would be a better word.

166 Penrose Report: Para  173, Chap 19, Page 714
167 Penrose Report: Para  174, Chap 19, Page 714
168 Penrose Report: Para  176, Chap 19, Page 715
169 Penrose Report: Para  178, Chap 19, Page 715
170 Penrose Report: Para  178, Chap 19, Page 715
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(iv)  the subordinated debt; 

Lord Penrose deals with this at paras 35 to 64 of Chapter 7,
pages 249 to 256. The problem is that the members of ELAS may well
be liable for this loan on a liquidation and Lord Penrose gives a warning
“But, given the attitude of the bondholders as intimated to me, the
subordinated loan could represent a potential cost that could impact on
the policyholders' realistic expectations of improvement in their financial
position.”171 He comments further in paras 183 to 187 of Chapter 19,
pages 716 to 717 and in particular says: “Regulators failed to consider
whether or not members might ultimately be personally liable for the
debt so far as it was not recovered from the Society.”172 The standard
civil service excuse of blaming it on a junior official has been used.173

This was a serious lapse by the Regulators as it exposed the members to
substantial personal liabilities. 

Ruth Kelly in her statement to the House of Commons after
the presentation of the Penrose Report stated that 'at the earliest
opportunity' the Government would publish and consult on draft
legislation to protect policyholders.174 The consultation paper that
appeared from the the Treasury was rubbish; it was quite obvious that the
Government could not legislate without itself underwriting the loan.
Instead of admitting this honestly, they said in November 2004 that they
would only legislate in the event of ELAS going into liquidation. They
partially solved the problem by allowing ELAS to buy back a part of the
loan in December 2004 at very nearly par. We suggested a buy-in in
September 2001 when the bonds were standing at less than half their
nominal value.  The cost to ELAS members of this particular oversight by
the Regulators is probably in excess of £100 million.

(v)  the GAR liability valuation  

We have dealt with this issue at [C11]. Lord Penrose adds
further comment in paras 188 to 189 of Chapter 19 page 717. We have
no further comment.

171 Penrose Report: Para  63, Chap 7, Page 255
172 Penrose Report: Para  185, Chap 19, Page 716
173 Penrose Report: Para  186, Chap 19, Page 716
174 Hansard 8th March 2004 col 1260.
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(vi)  the financial reinsurance treaty. 

The position with the reinsuranceis quite simple. To be
allowableit hadto be a reinsurancetreatywhich transferredrisk. It did
not transferany risk and was merely a refinancingarrangementlike a
temporaryoverdraftfacility. ªIt wouldbeunusualto treat theun-drawn
balance of an overdraft facility as an asset.º says Lord Penrose.175

ªSenior regulatory officersº knew that it was just a financing
operation.176 Yet they still brought it within Regulation 64 as an
allowableasset. Lord Penrosesaysthat to do so ªis at leastdifficult, if
not impossible.º177 FurtherELAS wereallowedto useit in its regulatory
return for 1998 when the final termshad not beenagreed. HMT were
informed about it on 21st January1999 and ªidentified a number of
flawsº178 FSA did not seethesignedtreatyuntil 14th October1999.179 In
the meantime- on 22nd February1999 - the FSA hadallowed ELAS to
declarea bonusfor 1998 prior to the terms of the treaty having been
agreed.180 There were therefore three grave errors - allowing the
declarationof the bonusbeforesigning, allowing the treatyat all under
Regulation64 andthenallowing ELAS to usethetreatyto showsolvency
at 31st December 1998 valuing it at over £800 million when the
agreementdid not exist at that date. Ordinary folk would call that
cookingtheaccounts.Otherswould call it collusionwith theRegulators.
We would emphasisethat the defectsof the reinsurancetreaty were ab
initio and were separatefrom the situation createdby Headdon©sside
letter.

(vii) allowing credit for ‘aspirational’ (i.e. effectively
unrealisable) assets

Thephrase©aspirationalassets©appearsin a statementto the
Penroseinquiry by Chamberlainof the GAD when reporting to the
inquiry on a meeting with Ranson on 9th December 1994: ªRanson would
say nothing if not forced to, but it was obvious that non-guaranteed
liabilities werebackedin part by ©aspirationalassets©suchascomputer
systemsandfuturesavings. In fact,Ransonboastedthat this waspart of

175  Penrose Report: Para  196, Chap 19, Page 718
176  Penrose Report: Para  98, Chap 7, Page 262
177  Penrose Report: Para  105, Chap 7, Page 263
178  Penrose Report: Para  71, Chap 7, Page 257
179  Penrose Report: Para  75, Chap 7, Page 257
180  Penrose Report: Para  115, Chap 17, Page 638
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Equitable's distribution calculation. There was no regulatory
consequence to their bonus mechanism....”.181 But of course there were
regulatory consequences as part of PRE. Computer systems have no
realisable value and policyholders would have been surprised to hear that
part of their pensions was going to depend upon ELAS finding some
future savings in their operations when they claimed to be already very
efficient in keeping down costs. The Regulators were sufficiently
complacent to reduce ELAS's urgency rating from 3 to 4.182 This had
been prefigured in WPWM 2.1.2 (iii) which states that "the policyholders
return ... will include the return of his 'investment in the business' i.e. his
contribution to financing the expansion of the office". Unfortunately the
regulators did not pick this up at the time.

(viii)responding too slowly to widely evidenced changes to
mortality expectations;

There seems to be no mention of using new updated mortality
tables prior to the year 2000. Lord Penrose comments on this in paras 85
to 86 of Chapter 6, pages 226 and 227: “a major problem”.  

In conclusion we would draw the PO's attention to para 109,
Chapter 7, pages 264 and 265: 

“109. Individually, and in the aggregate, these adjustments removed the
regulatory statement of the Society s financial position from the realistic
position shown on the office valuation. The Society was able to meet the
regulatory requirements by the use of these techniques because, in large
part, it was known that regulatory scrutiny was concentrated on the
returns and on solvency measured in terms of the regulations, with
little, if any, attention to realistic solvency in the context of regulation.
The publication of the Society's financial position on the regulatory
basis, in its returns, assisted in deflecting from the Society the attention
that would have followed disclosure to the public of that internal
position.”

We would say that these adjustments were designed to
misrepresent the financial position of ELAS to all policyholders both
actual and potential and the Regulators allowed that to happen.

181  Penrose Report: Para  157, Chap 16, Page 580
182  Penrose Report: Para  192, Chap 16, Page 588
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k. On several specific occasions, as set out in the Penrose
report, the regulators and GAD ignored or failed to act on
information that might have led to formal or informal regulatory
action against ELAS, thus also failing to alert new investors to
the risks of investing. These include when ELAS board papers
were sent to GAD by the appointed actuary on 11 June 1991,
and when information was provided to GAD on 10 September
1992 which showed that, for the years 1989 to 1991, the
aggregate policy values very significantly exceeded the value
of the underlying assets.

[C15]  Regulators failure to act on information

We havealreadydealtwith thequestionsof thepaperssentto
theGAD, which seriouslycompromisedthepositionof theofficial in the
Regulators,at point 6 of [C9]: ªDid the Regulatorsknow about the
shift?º. We havealsodealt with the information given to the GAD on
10th September1992at point 5 of [C9]. As to alertingnew investorswe
have mentionedthatwe believethatPrudentialRegulationhada duty to
draw the attentionof Conductof Businessto the weaknessof ELAS so
thatConductof Businesscouldcheckon whatwasbeingsaidto potential
policyholders. This becamea moreandmoreacutefailure astime went
on andbecameparticularly critical after the Court of Appeal judgment.
We have dealt with under [C5] .
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4. Payment of excess bonuses
l. Over a period of many years the regulators and GAD permitted
ELAS to operate an unsound business model, of which they were
aware. ELAS had made public its policy of reliance on ‘goodwill’ in a
1989 actuarial paper With Profits Without Mystery, but the regulators
never addressed the issue or challenged ELAS about it or about the
consequences of the model. Instead, they allowed ELAS to operate
the model, which entailed declaring bonuses in excess of admissible
assets, while at the same time operating without a significant estate
and with a smoothing fund persistently in deficit.  These were major
contributory factors to ELAS’s development of what Lord Penrose
quantified as a £3 billion asset deficit at the time of closure to new
business and to the losses incurred by all those who held policies on
16 July 2001.

[C16].  Over-bonussing

At [C9] we have pointed out that the strategy of ELAS from
the early 1970s was to expand the business. This was to be achieved by
a marketing strategy which would govern the setting of bonuses. Bonuses
should have been set using actuarial guidance to ensure there were
adequate assets to cover the bonuses. In order to escape regulatory
oversight there was a shift from declaring guaranteed bonuses to
“allocating” final bonuses. The Regulators knew about this shift but took
no notice of it although they should have done as part of their duties to
monitor Policyholders' Reasonable Expectations (PRE). The shift, of
itself, need not have breached PRE, if there had been sufficient assets to
cover the non-guaranteed bonuses at the time of allocation and there had
been a proper smoothing policy in force. The problem was there were
not sufficient assets and there was no smoothing policy. This allocation
of bonuses without sufficient assets is what has come to be called 'over-
bonusing'.  

The over-bonusing antedates the 1989 actuarial paper With
Profits Without Mystery by some years. Lord Penrose writes of the 1983-
1985 triennium: “By the end of the period the Society was moving
towards over-allocation relative to available assets”.183 In the next
sentence he says that Ranson as actuary reported precisely that on 21st

183 Penrose Report: Para  118, Chap 3, Page 101
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December 1988. In parenthesis it should be noted that there are two
aspects to over-bonusing. You first have 'over-allocation' i.e. announcing
an excessively large bonus and then you have 'over-payment' when the
bonus is paid out to a policyholder on maturity or some other contractual
event. The story goes on from the 1983-1985 triennium as detailed in
Chapters 3, 4 & 5 of Penrose. Numerous further references could be
cited such as paras 78 and 79 of Chapter 10 on page 353 of Penrose.

The question that has arisen is whether over-bonusing is
accepted as a fact. Recently ELAS has seemed to cast doubt on this -
particularly in a letter to the Financial Ombudsman dated 15th November
2004. EMAG commissioned a further report from Burgess Hodgson
'FACT-SHEET ON EQUITABLE LIFE' which appears as Appendix F.
The first three pages state EMAG's view: there was over-bonusing.

We would further point out that ELAS initially accepted the
fact of over-bonusing. The newly appointed actuary Peter Nowell,
brought in by the new Board, reported on 27th June 2001 to the Board as
follows: 

ii. Policyholderswhowereelectingto retire and invokea maturityclaim
weregenerallywithdrawingcashin excessof assetsharesevenbefore
allowing for the costof any GAR. This resultedfrom over allocation
of bonuses in the period before 1991 as well as later experience.º184

There are other similar references, indicating that, at that time,
the new Board of ELAS accepted that there had been over-bonusing.185

Their present, more equivocal view, has come about, we would suggest,
because of the realisation by ELAS that the publicly announced bonuses
were misleading because the assets position were hidden from view.
These bonus announcements were serious misrepresentations of ELAS's
financial strength and this has implications in the assessment of damages
for mis-selling and misrepresentation which ELAS is facing. We believe
it is for this reason that they are equivocating rather than any doubt as to
the truth of the allegations of over-bonusing. The PO will be aware that
ELAS has taken exception to Chapter 6 of the Penrose Report: “... the
Societydoesnot acceptmuchof thedetail and theconclusionssetout in
chapter6 of the report.º186 We take it that ELAS largely accepts the
preceding Chapters 3,4 & 5 where the history of over-bonusing is related.

The question therefore arises as to what it is in Chapter 6 that

184  Penrose Report: Para  67, Chap 6, Page 221
185  e.g.  Penrose Report: Para  130, Chap 18, Page 681
186  Parliamentary Ombudsman ªA Further Investigation of the Prudential Regulation of Equitable

Life?º Page 31.
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they do not accept.  The key table is Table 6.3 on page 204.   This sets out
the excess in policy values (APV) over available assets in every year
from 1989 to 2000. The same data is shown graphically in Figure 6.4 on
page 208.  If this table 6.3 is accepted then there was over-bonusing.

The problem is that there is a deal of confusion about who is
saying what as to what somebody else's view is. Julie Houston of ELAS
in her letter of 15th November 2004 to the Chief Financial Ombudsman187

at para 2.2f says that 'ThePenrose Report records that the FSA in its
representations to the Inquiry “maintained that there was no over
allocation of bonus, or 'overbonusing'”'.This needs to be put in context.
as what Chap 6, para 9 on page 203 actually says is:

“At the date the inquiry was instructed there was a common belief that
the decision of the House of Lords had 'caused'the collapse of the
Society. From representations received first from policyholders, and
later from HMT and FSA in the course of the maxwellisation procedure,
it seems that that belief persists in certain quarters. HMT and FSA in
particular continue to maintain that that there was no over-allocation of
bonus, or 'over-bonusing'  in their terms.”

Leaving aside what is meant by 'in their terms' it is surely
significant that neither HMT nor the FSA have repeated their earlier view
when writing to the PO as shown in her report of 19th July 2004.   

ELAS having told us what HMT and the FSA think, HMT
tells us what ELAS thinks:

“In this context the finding of over allocation of bonus by Equitable,
which forms one of the main conclusions of Lord Penrose's report,
provide a particularly difficult example [of complexity]. Lord Penrose
drew the information for this section of his report from figures held by
Equitable. However, working from the same basic data, we understand
that Equitable Life itself and its advisors strongly dispute that any
inappropriate bonus allocations were made. Lord Penrose accepts that
the financial analysis exercise he carried out on this information in order
to reach his conclusions was 'necessarily crude' (chapter 6, paragraph
54), this provides one example of how the issues raised in this case ... “188

Well actually Lord Penrose was referring, not to the
calculation of table 6.3 as 'crude', but to the calculation of the deficit

187 The letter is available upon the FOS website.
188 Parliamentary Ombudsman “A Further Investigation of the Prudential Regulation of Equitable

Life?” Page 34.
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when distinguishing between 'in-force liabilities' and 'accumulated excess
credits' or the splitting of over-bonusing into its components: over-
allocation and over-payments as described on pages 217ff.189 We would
further point out that nowhere in the 'Fact Sheet' prepared by ELAS in
October 2004190 and the letter of Julie Houston of ELAS of 15th

November 2004, referred to above, is over-bonusing actually denied. It
is referred to as 'alleged' and assertions are made that it would be difficult
to prove but nowhere do they actually deny it. The current board of
ELAS is just playing the guilty party who says 'prove it!'

The PO will be able to ask the parties concerned - ELAS,
HMT and FSA - whether they themselves, individually, accept that there
was over-bonusing.

The FSA raised an objection to table 6.3 on the grounds that it
took no account of 'embedded value'.191 Embedded value is rather a
vague concept and seems to be the value of a with-profits fund over and
above the market value of the underlying investments possibly in the
form of goodwill or likelihood that policyholders would go on paying
premiums in the future. However in the case of ELAS one has to offset
against this the fact that table 6.3 takes no account of the existing GAR
liabilities and the right of GAR policyholders to add further premiums
creating further GAR liabilities in a totally unforeseeable manner. ELAS
never had any such embedded value as was proved conclusively when it
was impossible to find a buyer, at any price, in 2000. In any case it is
important not to confuse the sums paid out on demutualisation with
embedded value since in the case of demutualisation the policyholders
are giving up some of the fruits of their capital in the future, so that
shareholders can receive their 10% of profit. In other words, the sums
paid on demutualisation represent REAL value and not EMBEDDED
value. As it turned out even on demutualisation terms ELAS had no
value.

If it is accepted that there was over-bonusing it is surely
inevitable that there will be excessive over-payments on maturities and
other contractual events when money leaves ELAS. These over-
payments necessarily weakened the financial strength of ELAS.  

Our submission is that there was over-bonusing and that the
Regulators knew about it and should have taken action to prevent it as it
meant that Policyholders' Reasonable Expectations would not be
fulfilled.

189 We have mentioned this  previously at the end of  point 4 of [C9]
190 ELAS: ©The Penrose Report Policy Value Reductions and Alleged ªOver-Bonusingº© October 2004
191 Penrose Report: Para  11, Chap 6, Page 204
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m. The regulators failed to ensure any satisfactory correlation
between the total of declared policy values and ELAS’s admissible
assets in a context where ELAS, uniquely in the industry, had
declared total policy values that included terminal bonuses and had,
without exception, always paid all claims (both contractual and non-
contractual) in accordance with these declarations. 

[C17]. Over-allocation and Over-payments.

ELAS in its annual bonus notices informed policyholders of
both guaranteed and unguaranteed bonuses. No other company, to our
knowledge, did this.  Other companies might, on request, give an estimate
for unguaranteed bonuses, that might be allotted on maturity, but it was
always made very clear that this was merely an estimate and the actual
amount would depend upon factors only available at maturity. ELAS, on
the other hand, announced non-guaranteed bonuses annually quoting an
amount clearly indicating to the policyholder that the amount was
accumulating year by year thereby raising his expectations year by year.
This was a matter of PRE which the Regulators should have paid
attention to. Furthermore ELAS almost invariably paid out the full
amount of the guaranteed and unguaranteed bonuses upon maturity or
some other contractual event thereby further increasing PRE. As we have
mentioned elsewhere there is evidence in Penrose that a Market Value
Adjustment had been applied in non-contractual surrenders and transfers
“when there was a major discrepancy between policy values and
underlying assets and a risk of transactions indicating selection against
the fund”.192 Although MVAs were started in January 1995 their use
before 2000 was infrequent and discretionary as to when they were used
and as to quantification.193 We believe that this must have happened very
rarely as we have never heard of it. A publicly announced and consistent
use of an MVA would have mitigated194 the problem of over-payments
discussed above at [C16]. But of course such a public stance coupled
with a reduction in the bonus would have had severe marketing
consequences very damaging to the strategy of for ever attracting new
money in the hope of burying the problems.

The Regulators never concerned themselves with this as they
believed that unguaranteed bonuses did not come within PRE. We will
deal with this in the next section.

192 Penrose Report: Note  2, Foreword, Page vii.
193 Penrose Report: Para  53, Chap 6, Page 216
194 Penrose Report: Para  53, Chap 6, Page 216
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5. Policyholders’ reasonable expectations (PRE)

[C18].   Policyholders' Reasonable Expectations (PRE)

Lord Penrosedealswith PRE in Chapter13. We needto look at his
interpretation of PRE which is set out in para 52, Chapter 13, page 439:

©52. On the basis of the decision in Hyman, one can say with
confidence:
 �

The expressionis not confinedto contractual rights. In a question
with a life office issuinga policy the policyholderhasan unqualified
right to expecthis contract to be satisfied.If the expressionwere
confined to contractual rights it would be wholly redundantin an
absolutesense quite apart from the immediate context. Further
one of theexpresspurposesof those who conceivedthe provision
was to reach beyond contractualrights to interestsin future benefit
in the case of with-profit  insurance.  �

Theexpressionwould not encompassmerespeculative possibilities
of futurebenefit:onewould beconcernedwith expectationsthat had
a  foundation in practical reality. �

Theexpectationswould haveto havea basisin fact for which there
was  reasonable evidence.©

The question of what constitutes practical reality and
reasonable evidence lies in what ELAS communicated to the
policyholders viz:

ª46. There is no indication in the Act as to how policyholders©
reasonableexpectationsmight be formed, or as to where one might
find evidence to support those expectations,generally or in the
particular case.Sincethe emphasisis on policyholdersand potential
policyholders,it is reasonableto infer that reasonableexpectationsare
a function, at very least, of information communicated to the
policyholderor potentialpolicyholder,by whatevermeanstheparticular
officeelects to employ, related to the office©spolicies and practices.
There is, therefore, an intelligible contextfor the power,which one
can define in termsof the life office©sbusinessrelationshipswith its
policyholders, and policyholders©  responses.©º195

195 Penrose Report: Para  46, Chap 13, Page 437
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Lord Penrose further adds:

“Again, in the case of with-profits business, while future bonuses must
be a significant element in the expectations of policyholders, those
expectations may reasonably extend to the whole conduct of the
business, encompassing the operation of the long-term business as a
whole, the approach to new business growth, the investment of the
office's funds, the ascertainment of surplus, the smoothing of returns and
the operation of bonus policy generally.”196

Lord Penrose then goes on to discuss at length the views of the
Actuarial profession and the Regulators on PRE, in respect of both of
which he is extremely critical. In Chapter 14 he analyses ELAS's
approach to PRE which he condemns as totally inadequate. However, at
this point, we would emphasise Lord Penrose's view of PRE and how that
view can be seen in the context of ELAS's operations. Applying his
view, with which we agree, we suggest that PRE for ELAS should have
been interpreted as follows:

Policyholders' Reasonable Expectations are the reasonable
expectations that a policyholder has as a result of the information and
literature provided to him by ELAS over the life of his contract. It is
important to bear this in mind and not get too bogged down in
discussions about asset shares and complicated actuarial discussion. It
is what a reasonable man would expect to get as a result of what he has
been told.

The Equitable Policyholder was basically told three things:

1. That he was investing in a With Profits funds and he would share in
those profits.
2. That he would get reversionary or guaranteed bonuses which once
declared could not be removed.
3. That he would get non-guaranteed bonuses which once declared
gave rise to a reasonable expectation that he would get them but they
were not absolutely guaranteed.

196 Penrose Report: Para  54, Chap 13, Page 440
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1. With Profits

It is not possible to argue that PRE did not include the expectation that
the policyholder was to share in the profits of the fund.

2. Guaranteed Bonuses

Once declared these bonuses became a contractual liability of ELAS to
be paid at maturity to the policyholder. The reasonable expectation of
the policyholder would have been that these bonuses were bankable i.e.
supported by funds which could not disappear in any circumstances.
An ordinary policyholder might not be expected to know how these
liabilities were in fact provided for or how they should have been
provided for. It was the duty of ELAS and the Regulators to ensure that
the funds were absolutely safe i.e. existed in the form of cash in the
bank or at the very least Government gilt-edge stock. It is perfectly
obvious that the devices used by ELAS such as future profits, quasi-
Zillmer adjustments, reinsurance contracts, subordinated loans were
never appropriate assets for guaranteeing these bonuses. However in
no way should these highly technical matters be regarded as being
something of which the policyholder should have been aware. He
rightly expected his guaranteed bonuses to be as safe as the Bank of
England and that was the beginning and end of it.

3. Non-guaranteed Bonuses.

Penrose says "Ministers made it clear in debate the intention that the
test should go beyond the contractual rights of with-profits
policyholders, and that it should reflect their entitlement to participate in
profits"197. Thus PRE goes beyond the contractual rights under 1 & 2
above and includes the share in profits that arises in the form of non-
guaranteed bonuses. "The aim was to give Policyholders' reasonable
protection"198. Unlike guaranteed bonuses therefore the protection is
not absolute but "reasonable".  

The question is what is meant by "reasonable". Lord
Penrose says:

"Again, in the case of with-profits business, while future bonuses must
be a significant element in the expectations of policyholders, those
expectations may reasonably extend to the whole conduct of the
business, encompassing the operation of the long-term business as a

197  Penrose Report: Para  30, Chap 13, Page 433 
198 Penrose Report: Para  26, Chap 13, Page 432
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whole, the approach to new business growth, the investment of the
office's funds, the ascertaining of surplus, the smoothing of returns and
the operation of bonus policy generally" 199

It is notable that for Lord Penrose there are two elements in
this - the first is that reasonable expectations arise in respect of non-
guaranteed bonuses that have been already declared but also secondly
that there is a reasonable expectation that similar bonuses will arise in
the future. Lord Penrose says that these reasonable expectations
should be dealt with in the following manner: "The expectation of future
investment success that motivated management might be said to be the
source of the obligation to acknowledge that as a concomitant of that
anticipated success there was a requirement to recognise the financial
implications either by making provision in some form to meet the
expectations generated or by retaining general reserves sufficient to
cover emerging liabilities"200. That is to say that there should have been
reserving for non-guaranteed bonuses to some extent in order to
comply with the Statute.

ELAS was unusual in announcing non-guaranteed bonuses
on an annual basis. It is surely the reasonable expectation of the
policyholder, that at the time that the non-guaranteed bonus was
declared, that ELAS had the assets to back up such a bonus. The
policyholder would have realised that insofar as the assets were in
equities or some other volatile investment that they might drop in value
but that they were in fact at the time of the declaration adequate to back
the announcement. He was usually told that the earnings on the funds
greatly exceeded the amount of any bonus. We now know that in the
case of ELAS this was never true and the assets were insufficient to
justify the bonuses - they were misrepresentations of the true position.
Therefore the first element was never complied with.

As regards the second element - future declarations - the
policyholder was told that there was a smoothing policy being operated
so that while future bonuses might be reduced as a result of falls in the
equities market these falls would be attenuated by the fact that money
was kept back to form a smoothing fund. We now know that no such
smoothing policy ever existed. The policyholders were consistently told
that they could not lose their money as there was a smoothing policy.

The reasonable expectation of the policyholder in respect of
non-guaranteed bonuses would have been the following:

a. That the announcement of a bonus indicated that there
were sufficient assets to provide for that announcement at that time.

199 Penrose Report: Para  54, Chap 13, Page 440
200 Penrose Report: Para  179, Chap 14, Page 532
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b. That some profits were being held back to provide a
smoothing fund.

c. That if at some later date the market fell then this was
would be covered by reducing the level of future non-guaranteed
bonuses but that this reduction would be attenuated by using the
smoothing fund.

Lord Penrose further makes it clear that the only reason for
adjusting bonuses was as a result of movements in the markets i.e.
rises and falls in the value of the underlying funds.201 Adjustments to
bonuses as a result of previous over-bonusing or any other kind of
difficulty such as the GAR problem was not justifiable in terms of PRE.
This is made clear by Lord Penrose:

“The reasonable expectation would not be that the precise policy value
quoted would be payable, regardless of market conditions or
smoothing, but that any reduction would reflect adverse market
conditions. A position where the Society could not afford to honour
the policy values without rising market values or inter-generational
transfers would not have been understood by the Society's
policyholders on the information provided to them, and would not have
informed their reasonable expectations.”202

To acceptany contrarypositionit is necessaryto acceptthat
Lord Penrosewasquite mistakenin his detailedanalysisof the law and
his interpretation of ELAS©scommunications. This is inherently
improbableand the weight of evidencesupportingsucha positionmust
be substantial to be  convincing.

201 Penrose Report: Para  83(vi), Chap 14, Page 505
202 Penrose Report: Para  220, Chap 19, Page 722
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n. Ministers and officials decided that regulatory activities in
relation to safeguarding PRE should be based solely on the
regulatory returns, but failed to put in place adequate
procedures and Regulations to enable this to be achieved.
This failure was particularly critical in respect of ELAS, which
had unique practices that elicited PRE.  

[C19]. The safeguarding of Policyholders Reasonable 
Expectations.

This is discussed at the start of Chapter 13 in the Penrose
Inquiry. Much has been made of the idea that regulation could not
provide complete protection. That is commonsense but it is not an excuse
for deliberately having flaws in the system of regulation. No boat is
going to be unsinkable but it is not an excuse for not checking that there
are no holes in the bottom and not checking the bilges from time to time.

That ministers and officials decided that regulatory activities
in relation to safeguarding PRE should be based on the regulatory returns
is stated by Lord Penrose at para 56, chapter 13, page 440 and he
comments thereon:
“The provision [the Act of Parliament] was deprived of much of its
potential as a result. In substance, the responsibility for proper
recognition of policyholders' reasonable expectations devolved on the
appointed actuary, as an aspect of his duty to report on the valuation,
and regulatory response to the issue depended on the returns, and in
particular for the aspects of the returns for which the appointed actuary
had specific responsibility. That leads to a discussion of the professional
and industry approach to PRE.”.

However he does not use the word 'solely'. If the
responsibility for PRE devolved on the Appointed Actuary then the
Regulators should have taken notice of what the Appointed Actuary told
them in this respect and whatever the shortcoming of the professional
guidance of the actuaries and in what Ranson, as the Appointed Actuary,
told them he did tell them about the excess of aggregate policy values
over assets on 10th September 1992.203 We have dealt with this
information given to the GAD on 10th September 1992 at point 5 of [C9].
It is clear that the Regulators had a duty to go beyond what was told them
in the regulatory returns and in the Baird report IFSD are quoted as
saying:

203  Penrose Report: Para  77, Chap 16, Page 564
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ªHence its [IFSD] approachis to reviewcasesin responseto complaints
or information included in annual returns and any other information
that comesto light that may cast doubt over the ability of a particular
companyto meetPREor raisesquestionsas to whethera companyhas
acted(is acting or proposingto act) in a mannerwhich is not consistent
with PRE.º204 [Our emphasis]. In any case Article 23 of the EU First Life
Directive as amended by the Third Life Directive makes it very plain that 

"on-the-spot investigations"must be possible in addition to use of
returns, and that "any measures... to ensure that the undertaking
complieswith the laws, regulations... in each memberstate" must be
available to the authorities. Further although the form of Regulatory
Returns was laid down by Statutory Instrument there was nothing to stop
the Regulators asking for it to be reviewed in respect of developments in
the industry as discussed in [C9] above and in the light of information
emerging from the Appointed Actuary.

o.  As a result, the regulators and GAD failed over many
years properly to monitor and assess ELAS’s asset position
and its practices in the light of PRE. The regulators and GAD
did not properly determine PRE or act to protect them as
intended by Parliament and to the standards set by EC
Directives.

[C20]  Monitoring of ELAS and PRE.

It would seem that the monitoring of ELAS by the Regulators
was generally confined to scrutiny of the Regulatory Returns which had
been done since 1870.205 From 1973 they were also charged with
monitoring PRE. This was to be by means of the regulatory returns but
also using information supplied by the Appointed Actuary. The question
arises as to what the Regulators did from 1973 onwards. The regulatory
returns up to 1981 are no longer available and from that date onward they
are incomplete.206 The correspondence files prior to 1991 have also been
destroyed.207 The correspondence files would be where any concern

204  Baird: 2.22.1
205 Penrose Report: Para  5, Chap 15, Page 535
206 Penrose Report: Para  47, Chap 15, Page 544
207 Penrose Report: Para  46, Chap 15, Page 544
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about PRE would have been recorded. The reviewer, responsible for the
destruction of the pre 1991 files, told the Penrose inquiry that the files
were checked for signs of concern over ELAS's ability to meet PRE.208

As none were retained it seems obvious that there were no concerns about
PRE appearing in those files which is not surprising if only the regulatory
returns were being used as a basis of monitoring PRE. It seems that
muddle and indecision included the file destruction system.209  

It should not be thought that the Regulators were unaware of
or ignored the subject of PRE. It was evidently discussed in 1986210 and
in 1988 there was the excellent paper written by Newton to which we
have already referred at point 5 of [C9] above. He pointed out that PRE
was not just about what appeared in the Regulatory Returns. Lord
Penrose comments:

“It appears equally clear from this insight in 1988 into the background
to the Act that GAD had been proceeding for a material time on a false
assumption about the scope of scrutiny that would have been
appropriate. Regarding PRE as a peg for the valuation regulations
would have led to the assumption that PRE was irrelevant except in so
far as reflected in the valuation regulations.”211

As we have said Newton went on to predict exactly how
ELAS could evade the regulatory system as it was currently operated.
Discussion continued. A paper in September 1988 recommended that the
Department should continue to use its powers in the Insurance
Companies Act to ensure that:

(inter alia)
“c. The company does not engage in practices which are obviously
unfair. For example the sales effort and promotion of a company should
not give  a  picture to  potential policyholders which the  company  knows
or  should  know  at  the  time  is  unlikely  to  be  fulfilled.”.212

Such good intentions and such discussion continued and
occupy the final twenty pages of Chapter 13. But nothing ever happened
either to monitor or to act. With the GAD “No problem was considered
to serious that it could not be left until next time.”213  

208 Penrose Report: Para  49, Chap 15, Page 545
209 Penrose Report: Para  51, Chap 15, Page 545
210 Penrose Report: Para  103, Chap 13, Page 453
211 Penrose Report: Para  107, Chap 13, Page 456
212 Penrose Report: Para  115, Chap 13, Page 460
213 Penrose Report: Para  221, Chap 19, Page 723
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Matter did however come to their attention. In 1986 the
scrutiny report noted the shift from guaranteedto unguaranteed
bonuses.214 The source of this information was not disclosed.215

ªEquitable©s regulatory returns failed fully to reflect the way in which the
businesswasrun.º 216 TheRegulatorswereeffectively in thedarkat that
time. Howeverin 1989With Profits WithoutMysteryappeared,in 1991
Pickford of the GAD allowed himself to be compromisedand on 10th

September1992 the Regulatorswere sent the information about the
excessof aggregatepolicy values (APV) over assets.217 Newton had
predictedwhat might happenandtheRegulatorsnow hadclearevidence
that it hadhappened.But no attentionappearsto havebeenpaid to this
evidence as a matter of PRE. ªThe nature and extent of the
abnormalitiesrequired further investigation. Nonewas undertaken.º218

Insteadthere seemedto develop an idea that if the policyholder had
expectationsbeyond contractualentitlementshe had only himself to
blame for not understanding the meaning of ©not guaranteed©.   A ªnarrow
anderroneousviewº saysLord Penrose.219 TheRegulatorsfailed in not
introducingªa moreparticular or moreintrusiveform of regulation.º220

They had the factsaboutover-bonusing,over-paymentsand the general
stateof thecompany,with APV exceedingavailableassets, but theystill
did nothing effective to protectPRE. Did it not occur to Pickford and
others in the GAD to ask themselvesas to why they were given this
information by Ransonand Headdon? Did they not realise that they
might be trying to covertheir own backs? The GAR problemthenrose
up to put everythingin the shade. Howeverquite apartfrom the GAR
problemif PRE had beenproperly providedfor it is quite possiblethat
ELAS would havebeenshownto beinsolventat somepoint in the1990s.
Lord Penrosesays:ªHad the Societyrecognisedterminal bonusin its
statutoryaccountsand regulatory returns on any basisconsistentwith
PRE, its financial weaknesswould have beenexposedthroughout the
1990s.º221

214 Penrose Report: Para  4, Chap 16, Page 547
215 Penrose Report: Para  5, Chap 16, Page 547
216 Penrose Report: Para  27, Chap 16, Page 552
217 Penrose Report: Para  77, Chap 16, Page 563
218 Penrose Report: Para  131, Chap 16, Page 574
219 Penrose Report: Paras  168 & 169, Chap 16, Page 582
220 Penrose Report: Para 170, Chap 16, Page 583
221 Penrose Report: para 186, Chap 14, page 534.
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p. During the course of the Hyman litigation, the regulators
failed in their duty to all policyholders in respect of PRE and
postponed consideration of issues related to assets and
reasonable expectations, both for GAR and non-GAR
policyholders, until after the House of Lords judgment (20
July 2000). In addition, the regulators totally failed to assess
properly either the impact or the scope of the judgment and
to evaluate the range of scenarios for ELAS following it. They
failed to take appropriate action to mitigate the adverse affect
of the judgment on the majority, non-GAR policyholders, and
on new investors into the same with-profits fund. Their
judgement that there was a 99.9% probability that ELAS
would be sold demonstrated that, despite the extensive
information that they possessed, the regulators failed to
understand the parlous state of ELAS which was apparent to
all prospective bidders. 

[C21]  The Hyman Litigation Period.

Up to the 31st December 1999 HM Treasury had been
pursuing the question of reserving for the GAR liabilities but ELAS had
taken up their suggestion that the only way to stop them was by seeking
judicial review. As so often in this matter the legal advice was peculiar.
HM Treasury felt that something should be done but their legal advisor
Ford said “that she doubted in the circumstances that powers under
section 45 should be used because it was not clear that such an action
was an appropriate remedy to ensure sound and prudent management or
protect policyholders”.222 Apparently, for her, the Regulators were
completely toothless.

From the moment that the FSA took over on 1st January 1999
the story that we have from the Treasury Select Committee, the Baird
Report, the PO's first report and the Penrose Report is one of
unbelievable inactivity. Instead of pursuing the reserving problems with
ELAS they concentrated on sending out a feeble letter of guidance to all
insurance companies. Consideration of PRE in respect of ELAS was to
be postponed until after the court case,223 except for some of the ground

222  Penrose Report: Para  73, Chap 17, Page 625
223 Penrose Report: Para  102, Chap 17, Page 633
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work. The reinsurancetreaty to support ELAS position as at 31st

December1998 was far from being agreedor signedbut when ELAS
proposedan overall rate of bonusof 10% ªEquitable was to be left to
carry on as it proposedº.224 Readingparas107 to 110of Chapter17 the
FSA were obviously worried. Without the reinsurancetreaty ELAS
would have beeninsolvent. The FSA thought it would be unwise to
declarea bonusbut it wasup to theDirectors. ªIn anycase,theFSAdid
not insist.º225 Effectively the FSA gave up any responsibility in the
matter.  

One might have expectedthat having decidedto postpone
further considerationof the PRE issue the Regulatorswould have
followed the Hyman litigation closely. We note that Nash of ELAS
recordeda noteof a telephoneconversationwith the Regulatorson 11th

June 1999:

ªShe [the supervisor] makesthe point that all FSA/GAD
currently knowabout the caseis what theyhaveread in the
press.They don©teven know what it is the Court is being
asked to decide.º226 

And in the minutesof a meetingon 29th June1999 ELAS
wrote possibly indicatively:

ª Themoodof the meetingwasaffableand constructive.The
regulatorswere clearly as interestedin their ownpositionas
in that of the Society.º227

HowevertheFSA in August1999did considerthatELAS was
a ªhigh financial riskº .228 After theHigh Court judgmentthereis another
peculiar piece of legal advice from Ford summarising the judgment:

©Her note pointed out that:  

i. The decisionhad determinedthat GAR policyholdersdid
havea reasonableexpectationthat theywould receivefull
terminal bonus with a GAR annuity;

ii. Basedon theevidenceseenso far, FSAwouldbe likely to

224 Penrose Report: Para  107, Chap 17, Page 636
225 Penrose Report: Para  110, Chap 17, Page 637
226 Penrose Report: Para  3, Chap 18, Page 650
227 Penrose Report: Para  20, Chap 18, Page 654
228 Penrose Report: Para  22, Chap 18, Page 654
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come to the  same conclusion;  

iii. FSA would therefore need to consider whether action
should be taken under section 45 of 1982 Act to ensure
sound and prudent management;  

iv. However if it were concluded by FSA that the Society had
not had due regard to PRE there would be a “real
awkwardness” in taking action against them for “all sorts
of reasons” (including the use of grounds directed at
good management rather than conduct of business);  

v. “There is also a PIA 'ring' to this case” (the summary
had been copied to them); and  

vi. “Given that the Court of Appeal may overturn the
judgement or in effect alter its contents, including the
findings on PRE, you have decided to defer reaching a
decision on whether to take action until the appeal is
concluded.”'229 

She seems to omit the rather crucial point that the Judge said
that the Directors had the discretion to override the PRE of a full terminal
bonus.  As recently quoted by ELAS in their letter of 15th November 2004
to the FOS the Judge held “a reasonable expectation does not become a
contractual right”. However Ford seems to be saying that ELAS had
ignored the GAR's PRE and that consequently FSA should do something
about it but there would be“real awkwardness” in actually doing
anything. ELAS and everyone else thought that ELAS had won but Ford
did not think so. The scrutinising actuary did not agree with Ford and
wrote quoting the judge's conclusion:

“I am not satisfied that the Society failed, when exercising its
discretion regarding final bonus over the period since 1994,
to take into account PRE.”230   

Perhaps Ford's talent for misinterpreting judgments was to
come to the fore again after the Court of Appeal judgment in January
2000.  We cannot be sure as, soon after the Court of Appeal judgment:

“Both Ford and Roberts felt that any evaluation of the judgment might be

229 Penrose Report: Para  24, Chap 18, Page 655
230  Penrose Report: Para  31, Chap 18, Page 657
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premature given the appeal  to the House of Lords.”231

Whatever the legal advisors to the Regulators thought about
the Court of Appeal judgement, Nash of ELAS was allowed to go ahead
with his amazing letter of 1st February 2000 claiming that ELAS had not
really lost:
“45. The Society wrote to policyholders on 1February informing them
that the High Court decision had been overturned, but offering the
reassurance that there would be no significant costs imposed if this
decision were upheld by the House of Lords. Any speculation about
financial difficulties was said to be unfounded. The letter was to become
a focus of controversy.”232  

Lord Penrose then tells us:

“Foot reported to the FSA Board on 17 February that the Society did
not appear to face any immediate financial risk or any additional threat
to its independence and that even if the judgment was upheld potentially
the new approach need not lead to significant additional costs . On 22
May the senior line supervisor offered the opinion that [The Society] are
not the strongest life office you will find but nor is there an immediate
prospect of them going broke (even if they lose in the House of Lords).”233

We find that report by Foot to the FSA Board totally baffling.
The appeal was an appeal by Hyman. You only have to read to the
bottom of the first page in the All England Law Reports to read: “Held -
(Morritt LJ dissenting) The appeal would be allowed....”234 ELAS lost
comprehensively. There was nothing in the ratio decidendi to give them
any comfort whatsoever. Britain's oldest Insurance Company was on the
verge of insolvency. The full £1.5 billion liability for the GAR problem
was to fall on ELAS.  The Regulators knew that there was an even greater
problem with over-bonusing and over-payments. They had been
discussing the fatal 'topping-up problem' with ELAS the previous
autumn.235 Yet Foot reported that there was no problem. It is simply
unbelievable.

Lord Penrose further tells us:

231 Penrose Report: Para  43, Chap 18, Page 660
232  Penrose Report: Para  45, Chap 18, Page 660
233Penrose Report: Para  46, Chap 18, Page 660
234 CA [2000] 2 All ER page 331 at j.
235  Penrose Report: Paras  32 to 34, Chap 18, Pages 657 & 658.
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“47. In short, the adverse judgment was not seen as affecting materially
the Society's financial position, and very little was done by FSA in
relation to the court case between the Court of Appeal judgment in
January and whispers of the possible outcome in June and July of the
House of Lords hearing. There was no updating of the earlier scenario
document (prepared for the High Court hearing) until the day before
the House of Lords  judgment.”236

In the context of supposedly tracking the Hyman case the rest
of that paragraph is truly bathetic:

'On 31 May 2000 FSA were sent a copy of the agreed statement of facts
for the case by the Society's solicitors who added that they had not
provided a copy of Hyman's case because his solicitors had not
indicated their consent. The senior line supervisor noted to Ford on the
face of this letter:   

“Having discussed this briefly with [one of the legal
advisers], I do not propose to approach Norton Rose direct
for a copy as the reasons we would need to give for wanting
the papers might suggest we would/could do something
depending on the outcome of the case. I would not want to
generate this expectation and I do not see problems in
waiting until the case comes to court and the document thus
becomes public.   

The hearing began on 12 June. On 27 June the Society applied for a
future profits implicit item of £1.1 billion for 2000 and on 30 June the
returns  for 1999 were  submitted.'

There was one straw in the Court of Appeal namely Lord
Justice Waller's obiter dicta on 'ring-fencing'. The Regulators had been
aware of this as a possible solution on 29th June 1999 before the first
hearing.237 This was an issue of importance not only to the survival of
ELAS but to the industry as a whole. This was an issue that vitally
affected the PRE of about 75% of the members of ELAS - the non-GARs.
The non-GARs had no separate representation in the Hyman case and the
representation order that ELAS held on their behalf did not extend to this
issue. If only the Regulators had taken proper legal advice on the Court
of Appeal position they could have intervened in the House of Lords
appeal to get a much more comprehensive result with the non-GARs
properly represented independently. They could have saved ELAS and

236 Penrose Report: Paras  47, Chap 18, Page 660.
237 Penrose Report: Paras  7, Chap 18, Page 651.
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protected the policyholders not only of ELAS but of many other
companies with similar GAR problems.  But did they clutch at that straw?
As ever the answer is no.  Just what did they think they were doing? 

[C22]  From the House of Lords till Closure.

The outcome of the House of Lords decision in July 2000
meant that the financial situation was very serious. The GAR liability
had crystallised and there had never been sufficient assets to cover the
non-guaranteed bonuses.  

This brings us to the sale of ELAS. The Board and the
Regulators decided that the solution was to sell ELAS and that during the
sale period it was perfectly in order for ELAS to continue trading taking
in more money from old and new policyholders. The Board had
Schroders (SSSB) to advise them and they had advised the Board on 7th

July 2000 (i.e. prior to the House of Lords judgment) that:

“As regards valuation of the Society, SSSB were not able to assess the
goodwill value and could not be confident that it would necessarily be
sufficient to provide the additional capital required as a result of a
Scenario 6 ruling. It would be necessary to manage carefully members'
expectations regarding windfalls, as these were likely to be
negligible.”238

Thus the Board had had advice that goodwill or 'embedded
value', as discussed above at [C16], might be valueless and that therefore
there might be no money to recoup in respect of the GAR liability. Yet
after the judgment Nash was allowed to say in a letter of 2nd August 2000:

This [the sale] will provide additional funding needed for the restoration
of policy values in due course...239

Once again the policyholders were misled. There was a valid
reason for going ahead with the sale, despite the fact that ELAS was
worthless, in that a strong purchaser could inject capital to stabilise
ELAS. Once again the members were not told the full story. They were
even told they would be asked to approve any sale at an EGM. In the
event a large part of ELAS was sold to Halifax without any member's
238 Penrose Report Chapter 5, para 74, page 179.
239 This letter of 2nd August 2000 is discussed by Lord Penrose in para 147 of Chapter 5, page 197 of

his Report.
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approval.

Therewashoweveronekey featureof ELAS thatwasto sink
any chanceof a sale- the ability of GAR policyholdersto pay further
premiumsfor anunlimitedamountinto their policiestherebygainingfor
themselvesthethenvery valuableGAR rightsat knock-downprices- the
©topping-upproblem©or additional premiums problem. Effectively this
meant that there were unquantifiable liabilities to these GAR
policyholdersand this meantthat no buyer when he cameto examine
ELAS©s financial position would do other than withdraw.

Now this additional premiums problem wasknown to the
Boardandthemanagementof ELAS. TheyhadtakenCounsel©sopinion
on it in November1998andthis opinionwassentby Equitableto HMT-
ID on 23rd November1998 and it wascirculatedto the GAD andTAD
(TreasuryAdvisory Division) for comment.240 Counseladvisedthat the
right to addpremiumswasnot easilyremoved.241 Thustheproblemwas
known to the Regulatorsbut it seemsto havebeenforgottenabout. The
Board of ELAS themselvesseemto haveoverlookedthis issue. Lord
Penrose is kind to them:

“With the benefit of hindsight it may be seen to have reflected a degree of
self-delusion, but I have to emphasise that I have found no evidence to
suggest that the expectation of a sale on advantageous terms was less
than genuine.”242

But the Regulatorsshouldhaverealisedthat the Boardmight
be deluding themselvesand that therefore the Regulatorsthemselves
shouldhavebeenlooking at thefinancialpositionmoreclosely. It might
be arguedthat this questionof the additional premiums problem for
GAR policies was an obscureissue. It must have beenknown to the
financially competentwithin ELAS, i.e. theexecutives,evenif theBoard
had forgotten about it.  

The saleprocesswas that biddershad to makebids by 28th

September2000. After that the Board would considerthe bids on 5th

October 2000 and then selectedbidders would be offered the due
diligence process: “the due diligence process would be based on
documentation in a 'data room' which had been prepared”243. At that
stagethe additional premiums problem would havebeenrevealedto

240  Baird Report 4.16.6ff
241  Baird Report 4.16.14
242  Penrose Report: Chapter 5, para 83, page 181.
243  Penrose Report: Chapter 5, para 90, page 183.
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any bidder. In fact however the bidders were aware of the additional
premiums problem BEFORE making their bids and going through the
due diligence process. Penrose says that at the Board Meeting on 9th

August 2000 Schroders “stated that a third party would prefer to
complete the purchase of the Society with some limit to the GAR
liabilities having been set.”244 It seems more likely than not that the GAR
liabilities included the additional premiums problem. At the Board
Meeting on 5th October Schroders told the board 'a number of potential
bidders had expressed concern about the take-up rate and payment of
additional contributions on guaranteed terms under the policies. For
two bidders this was critical to whether they made any offer at all, not
just the price”.245  

The additional premiums problem was obvious to the
bidders at the first stage - they did not have to go into the detailed due
diligence process to discover it. Schroders recommended formulating a
contingency plan in the event of no sale. This suggests they thought the
chances of a sale were small.

As for the Regulators it was reported in the PO's report that
they considered a sale close to 99.9% likely.   It took one of the bidders to
remind them of this additional premiums problem on 1st November
2000.246 Apparently the FSA's senior line advisor had considered it in a
“different context during October and November 1999, but [it] appears
to have been taken no further after January 2000 so far as the records
show.”  

In conclusion one can say that the stumbling block of the
additional premiums problem had been known to the Board and the
Regulators for some time and it was sufficiently obvious for bidders to
identify without their having to do any due diligence. No bidder could
have proceeded without this obstacle being removed. It is difficult to
believe that the executives of ELAS were not aware of the problem
throughout; the Board may have been in denial but what were the
Regulators doing? Surely they should have made themselves aware of
the full financial picture before claiming that the sale was 99.9% certain.
Lord Penrose's view was “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

244  Penrose Report: Chapter 5, para 88, page 183.
245 Penrose Report: Chapter 5, para 92, page 184.
246 Penrose Report: Chapter 5, para 78, page 668.
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serious issues about the effectiveness of regulation generally at that
time.” The fact is that the Regulators seem to have done nothing to
inform themselves adequately. That failure was not only a failure of
prudential regulation but also led directly to a complete failure of
Conduct of Business regulation in that they failed to warn Conduct of
Business of the problems, instead allowing ELAS to continue deceiving
actual and potential policyholders by continuing to trade.

However whether or not the Regulators knew of the
additional premiums problem they must have known that there was
always a chance that the sale would fail. The claim that it was 99.9%
certain was plainly ridiculous and the Regulators should have looked at
the possible failure to sell much earlier than they apparently did. The
delay until November 2000 in completing the 1999 scrutiny report could
not have helped in keeping the Regulators informed about the financial
state ELAS. This was not the first failure in contingency planning; they
had already failed to anticipate the House of Lords decision. Lord
Penrose comments on that first failure: “The question that regulators and
GAD failed properly to address was not whether the actual result 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”.247 This comment could equally be made about the sale
process. The Regulators should have looked at what the result of the sale
not going through would be and in particular its effect upon those who
paid money to ELAS between the date of the House of Lords judgment in
July 2000 and the closure of ELAS in December 2000. The regulators
knew:

i. That the GAR liability was in excess of £1.5 billion.

ii. That ELAS had still not told the policyholders the full story about the
magnitude of this liability even after the House of Lords judgment.

iii.That the assets were insufficient to cover the non-guaranteed bonuses.

iv.That ELAS's appointed actuary wrote to the FSA on 26th July 2000 that
“the company's position would be unacceptably weak on a continuing
basis”248

247  Penrose Report: Chapter 18, para 66, page 665.
248  Parliamentary Ombudsman: The Prudential Regulation of Equitable Life Part II HC 809-11 p.86.
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v. That ELAS had informed the FSA on 11th August 2000 that they were
unable to pass the new resilience test 2. If this test reduced explicit
assets by £600 million to £980 million then the required minimum
margin of £1.19 billion would be uncovered.249

Even though they may be able to claim that they overlooked
the additional premiums problem the above five factors must have
made them pause in allowing ELAS to continue writing new business.
They should have looked carefully as to what ELAS was saying to actual
and potential policyholders. According to the available evidence they did
nothing. It was only when a member complained about the Equitable's
advertisements in early October 2000 that Conduct of Business
considered the question at the request of the Prudential Division.
Whether the Prudential Division fed any information, as to the financial
state of ELAS, to Conduct of Business is not known. But, judging from
the response from Conduct of Business, the latter seem to have been
blissfully ignorant of any problems to the extent that they felt they could
rule that the advertisements were not misleading even though they had
not seen them.250 Lord Penrose (who does not mention that Conduct of
Business made the judgment without seeing the advertisements)
comments:

“The complaint about advertising highlighted the absence from the
available documents of any record of discussion thus far about the
situation of incoming policyholders.
....
Even this exchange, therefore, did not include or lead to any formal
consideration of the wider issues concerning the FSA's responsibilities to
those joining the fund...”251

There are puzzling lacunae in the record, as so far revealed,
which require further investigation. Lord Penrose says: “It is one of the
continuing mysteries of the approach of the Board and management over
the second half of 2000 that there was no attempt to develop a scheme for
settlement of the annuity guarantee claims. Had the Society taken the
initiative its prospects of achieving a satisfactory sale of the business as
a whole must have been improved.”252

249  Parliamentary Ombudsman: The Prudential Regulation of Equitable Life Part II HC 809-11 p.87.  
250  Parliamentary Ombudsman: The Prudential Regulation of Equitable Life Part II HC 809-11 p.89.
251  Penrose Report: Chapter 18, para 75, page 667.
252  Penrose Report: Chapter 5, para 107, page 187.
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One could say the same about the Regulators.  Why could they
not have evolved a scheme? They were not totally inactive. For
example page 94 of the PO's first report records for 13th November 2000
“An internal note recorded that FSA had successfullyencouraged
journalists…nodisasterin the making”. Less than a month before the
bottom fell out of ELAS.  

[C23] The neglect of the position of late joiners after the Court of
Appeal decision.

Lord Penrose says that, subject to a specific criticism, he does
not criticise either ELAS or the FSA in respect of the decision to stay
open for business. However he makes the point “It is a legitimateand
necessarypart of prudential regulationthat the interestsof existingand
potential policyholders need to be balanced. It is clear from the
documentaryand witnessevidencethat the essentialconflict of interest
was recognised”253

It does seem, however, that that conflict of interest was only
considered rather late in the day according to the documentary evidence.
The GAD submitted its scrutiny report of the 1999 regulatory return on
24th November 2000 : “... it highlighted(for all practical purposesfor
the first time) the precariousposition of new joiners ... Howeverthese
improvementsin regulatory practice had comerather too late for the
Societyand its policyholders”254 i.e. some two weeks before closure. As
for ELAS, Lord Penrose records that, in respect of a meeting one week
later on 1st December 2000 (seven days before closure) between ELAS
and the Regulators: “It is certainlythecasethat theSocietytookno steps
to consideror makeprovisionfor theprotectionof late joiners.”255 That
is the sum total of the documentary evidence. 

Witness evidence consists of statements made to the Penrose
Inquiry by Hewitson and Allen both of HM Treasury or the FSA telling
their story some considerable time after the event. One needs to read
para 107 of Chapter 18 on pages 675 and 676 to get the full evidence.
Important sentences are:

Hewitson: Quite a numberof earlier non-GARpolicyholdersmight also
have been disadvantaged.

253  Penrose Report: Chapter 18, para 112, page 677.
254  Penrose Report: Chapter 18, para 97, page 672.
255  Penrose Report: Chapter 18, para 106, page 675.
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Allen: Thebenefit[of closingto newbusiness]wouldhavebeenthat late
joiners ... would not havejoined; but theymaybe able to bring a claim
for missellingif theyhad enteredinto the agreementon a falsepremise.
Our judgementwas that the balance of interests betweenexisting
policyholdersandnewjoinerslay clearly in favourof allowing Equitable
to remain open to new business.

Lord Penrosegiveshis viewsin thelastparagraphof this para
107:ªBut theconclusionthat late joinerswouldbeableto bring a claim
for mis-sellingstill begs the questionof how they would individually
establishgroundsfor compensation,and, if theyweresuccessful,of who
would meetthe cost of any compensationorderedas a result. As the
Hyman litigation shouldhavedemonstratedby now, the outcomeof any
legal proceedingsinvolvedrisk: the material complaintthat the Society
and the regulatorshaveto faceis relatedto exposingthe late-joinersto
risk, without consideringthe alternativesthat might have beenopen.º
Lord Penrosemakesclear in his coveringletter addressedto Ruth Kelly
that he was not making judgmentsas to liability etc but this sentence
comesas close as anything else in his Report to saying that the late-
joinershavea valid claim againstELAS andthe Regulatorsandthat he
seesno defenceto this claim. In fact Lord Penrosegoeson aboutthis
point at some length. We have referred to his specific criticism
mentionedin para112 of Chapter18 page677 above. He setsout this
specific criticism in full in paras 115 and 116 of Chapter 18 on page 678.

The moral obligationwas to ensurethat the late joinerswere
compensated.In fact the FSA, asthe regulator,hasdonenothingabout
this. They should have seenthat all late joiners were contactedand
compensationpaid by ELAS sufficient to cover all their lossesand put
thembackin thepositiontheywould havebeenin if theyhadnot joined
ELAS. On the contrarythey havedonemuch to hinder the late joiners
obtaining compensationby issuing endlesswaivers and it is strongly
suspectedthat they haveinterferedwith the independentfunctioning of
the FOS. The FSA©sclaim, that the PenroseReporthasgiven rise to no
new causes of action, is utterly ridiculous and disgraceful.

Lord Penrosesays : ªNor subject to the specific criticism
mentionedbelow, do I criticise the Societyfor wishing to continueto
carry on business,asnear to usualaspossible,after theHouseof Lords©
decision,nor FSA for the decisionto permit the Societyto continueto
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sell new business.”256 We would suggest that he is saying that unless his
“specific criticism” is dealt with i.e. the late joiners are compensated,
then he would criticise both ELAS and the FSA for continuing to trade.

Our conclusion on the regulation during the Hyman litigation
up to the House of Lords is that the story is literally unbelievable. We
would hope that the Parliamentary Ombudsman is able to investigate this
period with particular care. As regards the period after the House of
Lords until closure we believe that there has been very serious
misfeasance where the interests of policyholders have been seriously
damaged and that there is a strong moral obligation towards those
policyholders who invested money in ELAS from the Court of Appeal
judgment onwards. Prudential Regulation and Conduct of Business
should have taken steps to see they were warned and they should be
compensated for that failure.

q.  In March 2001, the regulators permitted ELAS to declare a
bonus for 2000 and an interim bonus for 2001 that were both
inappropriate and unjustifiable given the then state of ELAS’s
finances, thus raising misleading expectations about the true
state of ELAS just prior to significant across-the-board cuts
that were imposed only four months later. Instead, ELAS’s
asset deficit of 13% at year-end 2000 in a closed fund should
have precipitated regulatory intervention at that time.

[C24] The bonus declaration for 2000 in March 2001.

The closure of ELAS in December 2000 was a profound shock
to its members, policyholders and staff. However any question of
anybody accepting responsibility for the catastrophe or any proper
response to the catastrophe was to be postponed. Directors just feathered
their own nests. “At the meeting [20th December 2000], substantial
severance payments were agreed for three outgoing directors, Bowley,
Thomas and Nash.”257 The financial position at 31st December 2001
showed an investment return on with-profits business of only 2.7% as
there was a disclosed unrealised loss on investments of £2.7 billion.258

The provision for the GAR liabilities was raised to £1.8 billion.259 A

256  Penrose Report: Chapter 18, para 112, page 677.
257  Penrose Report: Chapter 5, para 107, page 187.
258  Penrose Report: Chapter 5, para 110, page 188.
259  Penrose Report: Chapter 5, para 121, page 190.
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report, dated 24th January 2001, prepared by the actuarial department in
the name of Thomson recommended NO declared bonus for 2000.260 The
unfunded liabilities in respect of the non-guaranteed bonuses had now
risen to over £3 billion or 112% of available assets.261 But this did not
prevent the report recommending an overall rate of return for 2000 of 8%
for UK pension business and an ongoing rate of 6% for 2001.262

Thomson was able to review this report and his revised report was
available on either 7th or 14th February with the same recommendations
which were then approved by the Board.263

The effect of this allocation of a quite unjustifiable bonus was
twofold:

1. For those in the know it enabled them to get out of ELAS
with the maximum amount of money considerably in excess
of asset share.

2. For those not in the know it gave great reassurance that the
goodship ELAS could still steam on as in the past and many
who would otherwise have left at that point were persuaded
to stay on.

It would certainly be of interest to inquire whether, among
those policyholders who did leave ELAS at that point, there were any
who were in the privileged position of knowing what the true financial
position was.

As to the Regulators. Previously they may have warned and
worried about ELAS declaring guaranteed bonuses but had always ended
up wringing their hands and saying it was up to the Directors as to what
they did. They certainly never objected to the overall rate being made up
to a rate suitable for maintaining market dominance regardless of assets
being available. This time they had a Board and Chief Executive who
were new to ELAS. One would have thought that close involvement
with the allocation of the bonus for 2000 would have been helpful at the
very least. Unfortunately there is nothing in Penrose to suggest that the
Regulators did anything whatsoever. 'Light touch' had finally been seen
to be 'No touch'. Those 'in the know' having presumably left by then the
savage 16% cut was brought in in July 2001. It has been said that
anybody 'not in the know' seeking independent advice was difficult as the
FSA had warned all Independent Financial Advisors from about early

260  Penrose Report: Chapter 5, para 122, page 191.
261  Penrose Report: Chapter 6, Table 6.3, page 204.
262  Penrose Report: Chapter 5, para 126, page 192.
263  Penrose Report: Chapter 5, para 138, page 195.
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2000 to be very careful about giving any advice to ELAS policyholders.
The result being that IFAs just did not give advice at this crucial juncture
- they were too fearful of the FSA and losing their indemnity insurance
protection.

r.  In July 2001, the regulators failed to protect PRE by
permitting policy value adjustments worth more than £4,000
million in the form of an inequitable uniform percentage cut
across all with-profits policies, rather than the fairer
alternative of reducing policy values by cutting only non-
guaranteed bonuses. The regulators also refused to
comment meaningfully on this to policyholders while
discouraging independent financial advisers from giving
proper advice to policyholders.

[C25]  The July 2001 policy value adjustments.

The appointment of a new Board in the Spring of 2001
encouraged many policyholders to believe there was going to be a new
era of openness and fairness. It was not long before they were to be
disillusioned not by the necessity for the July 2001 cuts, but the manner
of their implementation and presentation. “Although there had been a
change of Board, there was little immediate improvement in the
communication skills of the Society.”264 “Reconciliation of all of the
statements and rates might have been expected to cause a degree of
confusion in policyholders' minds”.265 “Without access to the current
Board's thinking on these matters, I can only express sympathy for those
who have found difficulty in understanding their position.”266  

“But there were unanswered questions”267 writes Lord
Penrose. ELAS explanatory notes on the reductions (all of ten lines long)
stated “The Board has reduced policy values of with-profits policies by
16%”. As a matter of contract, if such a reduction cut into the
guaranteed portion of a policyholder's fund, then that was simply not
possible. There was no explanation about this and having regard to the
arrogance of ELAS both past and present vis-a-vis the law policyholders

264  Penrose Report: Chapter 5, para 150, page 198.
265  Penrose Report: Chapter 5, para 150, page 198.
266  Penrose Report: Chapter 5, para 152, page 199.
267  Penrose Report: Chapter 5, para 151, page 199.
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were deeply shocked to effectively find what they regarded as their life-
savings capital being eroded in this way. This was particularly hard on
those who had just joined ELAS. Lord Penrose details all this in paras
150 to 152 of Chapter 5 pages 198 and 199 with an example.    

It is worth citing another typical example of a person in the
Managed Pension fund with a fund of say £100,000 invested a year
earlier at 1st July 2000 anticipating a growth rate of 8% to give a gross
income of £8,000 per annum.   For July 2000 there was no bonus.  For the
period 1st August 2000 to 31st December 2000 the overall rate of return
was 8% wholly non-guaranteed giving him 3.33% or £3,333. However
the £4,000 which he withdraws in the first six months would be applied
pro-rata to guaranteed and non-guaranteed amounts so that his guaranteed
fund at 31st December 2000 would be £96,129 and his non-guaranteed
fund would be £3,204 making a total of £99,333. It was that total that
was to be reduced by 16% to £83,439.72.   From this had to be deducted a
further £4,000 in respect of withdrawals in the first six months of 2001
reducing the sum to £79,439.72. With bonus rates having been
previously advertised at 10% and above, an anticipated rate of 8% did not
seem excessive but the policyholder who might have expected his fund to
stay level would have been surprised to find his fund reduced by over
20%. He was then told that if he wanted to transfer his fund to another
provider there would be a further reduction of 7.5% reducing his fund to
£73,481.74 making a total reduction of over 26% in one year. He had of
course 'income' of £8,000 in the year but that would have been taxed at at
least 22%. Having invested £100,000 he has lost over 20% net in the
space of one year.

What was not explained was that he could get out immediately
with his guaranteed fund of £96,129 less £4,000 to give him £92,129 or a
loss of just under 8%. However this meant engineering a contractual
event and the only way that could be done was to buy an immediate
annuity. This had substantial cost involved, depending upon his
circumstances, as he would lose the flexibility of a managed pension.
For instance in a managed pension his family can inherit the fund whilst
once in an annuity he loses the lot on death.

What was further not explained was that if he stayed in the
fund he would eventually pay the full 16% as any future non-guaranteed
bonuses would be confiscated until it was paid. In the event there were
not going to be anything other than small non-guaranteed bonuses. His
capital was going to be converted into taxable income without any
compensating growth by way of bonuses for several years if at all.

For those who understood all this the course was to get out.
Many thought that the situation was so dire that ELAS might go insolvent
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at any moment. They werepanickedandnot in a statealwaysto make
the bestdecisionson re-investingtheir moneyif they did get out. But
ELAS werequiteunableto dealwith theresultingstampede.Thefastest
getting out procedurewas about 3 monthswhen another3 monthsof
capitalhadbeenconvertedinto taxableincome. As for advicethe FSA
had effectively silencedthe IFAs and they just refusedto advise the
haplesspolicyholderson this. The role of the Regulatorswas©toprotect
the policyholders©.It wasquite obvious,at that juncture,that they could
not havecaredless. No termof opprobiumwould be inappositefor their
behaviour.

Of course the situation on advice for group schemeswas
somewhatdifferent. Groupsof seniorlawyers,MPs etchavemoreclout
and advice was given and meetingsobtainedwith ELAS. One such
notice of advice to a senior group of lawyers given by Bacon & Woodrow
is with theaccompanyingpapers.Theycomplainsomewhat:“Equitable
Life [representedby Charles Thomsonand John Hale] started the
meeting by accepting that the upbeat positive sentimentsthey had
expressedat a meeting held a few days before the 16th July
announcementhad beenwholly inappropriate”. Who expectsother
thanlies from ELAS? Bacon& WoodrowadvisedGARs to continueto
pay in and non-GARs not to. ELAS admitted that people had been
retiring with morethantheir assetshare- over-allocationleadingto over-
payments.The reportis generallygloomyasthepositionwasuncertain:
“It remainsthecasethat it is impossibleto obtain sufficientinformation
to give objective,informed,balanced'investment'advice to members-
one cannotfind out the reality inside a with-profits fund, which in any
eventis subjectto unknownfutureadjustment”. Well whatdo you expect
from ELAS asregulatedby the FSA? Anyway the conclusionwasthat
group schemesshouldget out. “It is possiblethat the shorter average
duration of AVC contractscould lead to a lower Financial Adjustment
than 7½%- so that membersmaybe betteroff treatedas part of a bulk
surrenderrather than as individual cases.” And no doubt they were
bettertreated. Individual members- thefoot-soldiers- ©thelittle people©-
were to be hung out to dry thanks to the Regulators.

It would have beenmuch fairer to have had an acrossthe
boardpercentagecut in non-guaranteedterminal bonuses. In that way,
thosewho had benefitteddisproportionatelyover time by the Society©s
systematicover-bonusingfor morethana decadewould havebornetheir
fair shareof the reduction in the total policy values. A memberof
EMAG wrote to the Chairmanof ELAS on 12th March 2001suggesting
this but he was ignored.  
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[C26]  Advice from Independent Financial Advisors (IFAs)

It is known that as early as January 2000 actual and potential
policyholders were finding it extremely difficult to get independent
advice from IFAs. We believe that the FSA issued warnings to IFAs to
stay away from advising on ELAS policies.  We know that the FSA wrote
to IFAs in December 2000 to put a shot across the IFAs' bows to NOT
exploit ELAS's closure and stampede them into flight. In addition the
FSA carried out a number of themed visits to specifically check on firms
that offered advice on the Equitable situation. Such visits are not
common and were certainly viewd with some disquiet by IFAs who
thought that they would face such a visit if they got involved. As about
96% of all ELAS's many different policies had been sold through direct
ELAS representatives this was tantamount to saying 'stay away' and that
is what they certainly did. Whilst many policyholders may have dealt
directly with ELAS through ELAS representatives we know that some
sought advice from IFAs simultaneously and it was either not
forthcoming or refused.

It must be remembered that that was an era when it was
becoming increasingly difficult for IFAs to obtain professional indemnity
insurance. We believe that there was a further communication from FSA
to IFAs soon after the July 2001 cuts.

We would suggest that the Regulators are asked to produces
copies of all circulars and other relevant communications to IFAs from
January 2000 onwards.

5.  Additional Points.
5.1. The Regulators post 31st August 2001.

The Baird Report terminates its examination of the Regulators
at 8th December 2000, the PO's account in her first report has nothing of
substance after 31st December 2000 and Lord Penrose's report terminates
at 31st August 2001. We are therefore almost completely in the dark as to
the activities of the FSA in respect of the remaining period to 1st

December 2001 at which point we understand that the PO's remit
terminates in respect of the FSA but NOT in respect of the Treasury or
the GAD. We would hope therefore that the PO carries out a very
detailed examination of their role in respect of the Regulators activities
during 2001.

It was not exactly a period without incident. There was the
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Joint Opinion dated 10th May 2001 by Nicholas Warren Q.C. and
Nicholas Lowe obtained by ELAS at the instigation of ourselves. They
conclude by saying at para 101(c):

“However, the House of Lords decision does not prevent non-GAR
policyholders from asserting against the Society (i) contractual rights
under their own policies which may compete or conflict with the rights of
the GAR policyholders or (ii) rights outside their own policies as a result
of any breach of any regulatory requirements or misrepresentations
arising from the circumstances in which their policies were acquired.”.

The Regulators were there to protect all policyholders. It is
surely clear to everyone that the Hyman litigation disadvantaged the non-
GARs. Did the Regulators do anything to consider the Warren and Lowe
Opinion of 10th May 2001 or to act on its suggestions that remedies were
open to the non-GAR policyholders to correct an obvious wrong? Were
they at all concerned with such statements as “Effectively, the non-GAR
policyholders are therefore left with policies which could never have
been marketed to them had the true position been known”?268 Or the fact
the Counsel pointed out obvious breaches of the LAUTRO rules?269 Or
their noting of a possible claim under Section 62 of the Financial Services
Act 1986?270 Or the possibility of claims for Misrepresentation?271 These
questions need answering as it would appear that the policyholders who
had valid claims were to be left out in the cold to fend for themselves.
The PO will know that, realistically, the inequality of means between
policyholders and ELAS required that the Regulators should have come
to their aid - a principle that has been reaffirmed recently by the European
Court of Human Rights in the McLibel case.

These grounds of action were not just speculation by Warren
and Lowe or something that was easily to be overlooked or ignored as
they were invited to return to these issues resulting in a further opinion
dated 12th September 2001. Specifically it dealt with the remedies that
might be available to policyholders mentioned above e.g. Breach of
LAUTRO rules etc. At the top of page 4 Counsel says “In a number of
respects it is apparent that Counsel for the Society and the FSA do not
share our views, particularly in relation to questions of negligence and
damages.” So it appears that the FSA had considered the earlier opinion
and dismissed it? In what way did the FSA not agree and why? Just how
close together were ELAS and the FSA then working to the apparent
depredation of the policyholders? These are questions that need

268 Opinion of Warren & Lowe, 10th May 2001, Para 79e.  
269 Opinion of Warren & Lowe, 10th May 2001, Para 83ff.
270 Opinion of Warren & Lowe, 10th May 2001, Para 89a-c.
271 Opinion of Warren & Lowe, 10th May 2001, Para 89d.
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answering.  

Counsel state “There is a substantial case that the sale of non-
GAR policies issued since the Society first became subject to LAUTRO
rules in 1988 has involved a contravention of those rules.”272 The
opinion continues for a further 135 pages. What did the Regulators do to
protect the interests of policyholders? As far as we can tell nothing.
Instead they were no doubt working closely with ELAS to extinguish the
rights of as many policyholders as possible under a s.425 compromise.

ELAS sent out its proposals for the s.425 compromise in the
Autumn of 2001 and had a consultation exercise which resulted in no
changes. They slipped into Court, one morning, without informing
anyone to get the initial approval of the judge thus depriving objectors,
who had asked to be kept informed, of any proper chance to raise
objections. The FSA distracted the attention of everyone the same day
with an announcement that they had been informed several weeks
previously about the Headdon side letter to the reinsurers. On 7th

December 2001 the FSA issued a notice approving the Compromise
Scheme. It is written in tortuous language. It speaks of the 'level of
increase to policy values' as being fair. In the event the levels of increase
for non-GARs was to be totally illusory. They believed that it would
bring stability to the with-profits fund. They thought the documentation
was clear! It points out that Mr Michael Arnold 'as an independent
actuary' had given his opinion that the compromise was fair from an
actuarial point of view. We should state that EMAG had an opportunity
to examine Michael Arnold's contract with ELAS as 'Independent
Actuary' and found that he was fully indemnified against all claims
arising from policyholders. This and that his reservations of liability
invalidated his opinion. They make no mention of misrepresentation
claims or breaches of LAUTRO rules. There are just weasel words, full
of opinion, devoid of facts and no doubt fully approved by ELAS. The
PO will need to investigate all of this carefully. All of this activity was
done in the greatest secrecy. Perhaps when the PO has been able to
establish the facts we could be given the opportunity to comment further?

5.2.Technical Efficiency

This is a term used to describe the generality of the shift from
guaranteed to non-guaranteed bonuses dealt with in [C9] above. There is
though one aspect which is worthy of notice which is the specific design
of products which converted previously guaranteed funds to non-

272 Opinion of Warren & Lowe, 12th September 2001, Para 2a, page 5.
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guaranteed funds. Lord Penrose discussed this aspect in paras 30 to 42 of
Chapter 6 pages 210 to 213. He expresses surprise: “However, the
proposal illustrates the extent to which management was prepared to
introduce changes in assumptions or in approach that were designed to
reduce liabilities at the time.”273 The Regulators response to this was to
say it was “imaginative”.274 This technical efficiency is particularly to the
disadvantage of WP annuitants where after a number of years their
entitlement to an income will become almost wholly non-guaranteed or at
the discretion of ELAS. In the case of a WP annuity with a GIR
(Guaranteed Investment Return) one would have thought that one was
safer as getting an increased guaranteed bonus. In fact the contrary is
true as the GIR is added to the anticipated rate so that the guaranteed
income is converted even faster into non-guaranteed income. You have
to be a genius to work that one out from the sales literature. An annuity
is supposed to be a safe product for people's old age. The WP annuity
has been called 'a precipice annuity'. The Regulators should never have
allowed it in that form.

As regards the Managed Pension this was initially created
with only guaranteed bonuses. In March 1998 a change was made so that
only non-guaranteed bonuses were to be given. Lord Penrose writes:
“And so the plan developed to remove all reversionary bonuses from
managed pensions sold on or after 12th March 1998. A draft field force
bulletin informed sales staff of the decision on 12th March 1998.”275

Whether the field force bulletin progressed beyond the draft stage and
reached the sales staff is doubtful. Several of our members have stated
that they were never informed of this change, were shown out of date
literature and were given no warning as to the very high risk involved.
Even from the up-to-date literature you would have to be a genius to
understand the implications of how the change was to work. Effectively
it meant that if you bought a managed pension at age 65 by the time you
reached 75 over 90% of your fund would be unguaranteed and capable of
being removed at the stroke of a pen. This would happen even if high
overall rates of return for the bonus had been maintained. The Regulators
just thought this product was “imaginative”. One wonders how such a
change got past the Inland Revenue. An earlier managed pension product
had been withdrawn at their insistence. A product whereby a pensioner's
fund for buying an annuity at age 75 could become totally illusory should
hardly have met with their approval. No doubt ELAS and the Regulators
never thought of asking the Inland Revenue or informing them of this

273  Penrose Report: Chapter 6, para 34, page 211.
274  Baird: 4.35.6
275  Penrose Report: Chapter 6, para 39, page 213.
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change. The regulatorsonce more failed in their duty to protect the
policyholders.

5.3.Smoothing.

Lord Penrose defines smoothing as follows:

“22. As I understand it, smoothing is a technique employed by
actuaries in the management of with-profits business that seeks, in
theory, to adjust actual returns on with-profits investments to a
predetermined financial projection so as to provide for the structured
release of surplus for allocation as bonus. A smoothing policy,
according to this theory, would specify a projected target return,
incorporating an assumed rate of growth; maximum deviations above
and below the projection; and the duration of the cycle to achieve
equilibrium between the projected and actual returns. In reality, such a
policy would be unlikely to be realised over time, and adjustments
would be required to reflect experience. But it would be difficult to
envisage any rational smoothing policy that did not allow for the holding
of surplus assets from time to time, during that phase of the cycle
when actual returns exceeded projected returns, to balance periods
when over-allocation was necessary as against actual returns to support
bonus allocation. Acceptance of the retention of surplus earnings by the
office is part of the price with-profits policyholders accept for the
stability of bonus through good times and bad. In the chapters on bonus,
I have sought to demonstrate how the Society's free assets were eroded
over the 1980s by the policies adopted until there was a net excess of
policy values over available assets. The table shows that there was no
reversal of this position throughout the 1990s.”276

ELAS representthat the WP fund was smoothed. The
document©1999InvestmentReturns©at AppendixB claimsthe fund was
smoothed. Smoothingwas discussedin WPWM at 3.2.4 and 3.2.15,
where inter-generationaltransfersarediscussedandit is madeclearthat
marketingconsiderationsare of more importancethan the relationship
betweenAPV andassets.The whole history of ELAS©scommunications
on PRE& Bonusincludingsmoothingis setout by Lord Penrosein paras
14 to 159,Chapter 14, pages 484 to 526.  

For thereto be smoothingtherehasto be a smoothingpolicy
i.e. somemathematicalprocedurefor achievingit as describedby Lord
Penroseabove. Penrosetells us that ELAS©sactuariesRansonand

276  Penrose Report: Chapter 6, para 22, page 207.
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Headdon were told in 1989 by fellow actuaries: "The authors were
warned that failure to achieve balance would lead to insolvency in the
long run. It was said that they had not explained their smoothing policy
practices"277 despite their having said that "averaging and smoothing of
performance is crucial"278. ELAS knew that there should be smoothing
but had no policy for smoothing; the forecast of insolvency was
prophetic. We are told about "references to smoothing"279 but that there
was no statement as to what it was. Lord Penrose in detailing his view of
what a smoothing policy says that an essential element is the "holding of
surplus assets from time to time". In fact ELAS never had surplus assets
from the late 1980s. His conclusion is that there never was a smoothing
policy: "But none of those who have provided evidence or comment has
identified a smoothing policy that can be related consistently to the
practice of the Society over the 1980s and 1990s"280 

Lord Penrose in his chapter of conclusions writes "Various
representations have sought to suggest that the pattern of policy values
observed by the enquiry was consistent with the Society's smoothing
policy. 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."281 The rest of that paragraph says their policy was not a
'credible approach'.

Finally in his fourth Key Finding he says "As a consequence
of this shift towards terminal bonus, and in the absence of any coherent
or consistently applied smoothing policy, the Society began to over-
allocate from the late 1980s onwards, with the effect that the realistic
financial position (as reported regularly on internal systems and
therefore known to the executive management) was progressively
weakened".

That means that the management knew there was no
smoothing and they knew this was fatally weakening the financial
situation. Yet they repeatedly said the fund was smoothed. That was
fraudulent misrepresentation made to induce potential policyholders to
contribute new money and existing policyholders to add further money.
The Regulators should have seen that once there was a continuing deficit
of assets as against aggregate policy values that there was no smoothing.
The Regulators should have done something - not least drawn the

277  Penrose Report: Chapter 4, para 9, page 120.
278  Penrose Report: Chapter 4, para 6, page 119.
279  Penrose Report: Chapter 4, para 37, page 127.
280  Penrose Report: Chapter 6, para 46, page 214.
281  Penrose Report: Chapter 19, para 62, page 692.
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attention of Conduct of Business to this fact so that they could
investigate what was being said to policyholders both actual and
potential.

We believe that smoothing was essential in the conduct of a
WP fund as a matter of prudent management. In discussing PRE Lord
Penrose says:

"Again, in the case of with-profits business, while future bonuses must be
a significant element in the expectations of policyholders, those
expectations may reasonably extend to the whole conduct of the
business, encompassing the operation of the long-term business as a
whole, the approach to new business growth, the investment of the
office's funds, the ascertaining of surplus, the smoothing of returns and
the operation of bonus policy generally.”

5.4 Full distribution.

                 ELAS frequently claimed and still claims that it had a policy of
full distribution and that that, of itself, should have told policyholders that
there were no reserves, presumably not even a smoothing reserve.
Literally, of course, if you have a policy of full distribution you cannot
have reserves of any kind but we doubt that any policyholder would have
interpreted the claim that literally. If ELAS say that the fund was
smoothed then policyholders would have realised that 'full distribution'
just meant that in the long run all funds were distributed but they would
have realised that this did not necessarily mean even distribution, as
between policyholders, as the smoothing policy would require inter-
generational transfers. Most policyholders would have understood the
concept as being that all profits were distributed to policyholders in the
long run and, as a mutual, there was no sharing with shareholders. For
the Regulators to make the same claim as ELAS that 'full distribution'
literally meant 'no reserves' was a nonsense. Ironically ELAS did achieve
a policy of 'full distribution' by constant over-bonusing and over-
payments - that led to its downfall.

6.   Conclusions.

We start by referring back to the Statutory Framework. We
repeat that we believe this was entirely adequate for the regulation of
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ELAS and the avoidance of the problems that have arisen. There is
nothing in the legislation to suggest 'light touch' whatever that might
mean. What we are looking at is how that legislation has been applied.
The Treasury stands at the head of the tree of Regulators and were
entitled to evolve a policy for the implementation of the legislation. In
part they did this by delegating some of their functions to the FSA
defining the work of the FSA in a Service Level Agreement (SLA).
However, whatever the terms of the SLA this is no way constricted the
implementation of the legislation by the Treasury. The Treasury were, at
all times, free to change their implementation policy and to vary the SLA.
Further there would be communication between the various bodies which
could change details of any policy at any time. We do not accept that
there had to be or was a monolithic approach to Regulation whereby a
system would be set up which in due course either succeeded or failed.

The PO in her first Report at Part I para 11 places reliance on
a quote from the SLA that: “The Treasury and FSA agree that it is
neither realistic nor necessarily desirable in a climate which seeks to
encourage competition, innovation and customer choice, to seek to
achieve 100% success in avoiding company failure. FSA will therefore
pursue its supervisory objectives by aiming to minimise but not eliminate,
the risk of company failure by identifying early signs of trouble, and
taking preventative action.”

The PO then went on to suggest that complainants were
expecting just such an absolute 100% protection, that they could not
reasonably expect that and therefore their complaints must fail.

With the greatest respect this was both unfair and illogical.
The essence of the PO's remit is that she handles complaints from citizens
who do not have access to expensive advice to frame their complaints to a
high standard and may have an incorrect idea of the remit of the PO but
still have a genuine cause of complaint with which the PO can deal.

Is it not rather like regulating the protection of passengers on a
ship? It would obviously not be sensible to offer complete protection by
ensuring the ship never leaves harbour. There are bound to be scenarios
such as a freak wave where no protection is possible. However suppose
you have a case where the helmsman fell asleep and the ship steered itself
straight onto the rocks - a situation which regulations could reasonably
guard against. If a passenger or his family then write in and say 'In no
circumstances whatsoever should the ship have been allowed to sink'
would it not be unfair and illogical to dismiss their complaint on the
grounds that they are claiming absolute protection when they should have
said 'In those particular circumstances the ship should not have been
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allowed to sink'? In this case the complainants may have expected too
much but it does not follow that their actual case is unsustainable.

We would suggest that the quoted passage in talking about
“competition, innovation and customer choice” rather indicates a
flexible system of regulation which would adapt to developments in the
industry. If it is claimed that a monolithic system was set up, then that
was maladministration in the circumstances.

Our understanding is that the regulatory system was set up
with reliance on a regulatory return by the insurance company, scrutiny
of that return and reliance on the professional independence of the
Appointed Actuary to inform the Regulators of failings in prudent
management and above all concerns about Policyholders' Reasonable
Expectations. It was to be a system based upon 'freedom with disclosure'.
This strikes us as fair enough BUT

1. With developments in the industry the shift from guaranteed
to non-guaranteed bonuses should have been noticed as
actually happening as Newton of the GAD had predicted and
the information sought in the regulatory returns suitably
adapted to the new circumstances.

2. The scrutinies should have been carried out with
punctiliousness and care. On occasions they were not
carried out at all or only very inadequately.

3. Allowing the Chief Executive of ELAS to be the Appointed
Actuary for many years completely destroyed his
professional function.

4. There was no proper disclosure about the realistic financial
state of ELAS to the public in the Companies Act accounts.
The regulatory returns provided no additional information
which would have been of any use to a member of the
public. The idea of 'freedom with disclosure' was therefore
completely undermined.  282

Regulation is a two stage process. One can compare it to
transferring a liquid from one vessel to another.  You have to monitor that
the flow of liquid is not so fast that it overcomes the pump, pipes, funnel
etc that connect the two vessels and you have to monitor when the vessel
being filled is full. Having monitored the situation you then have the
information necessary to regulate the flow of the liquid and eventually to

282  See above what we have said about the form of the Returns under [C3]
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stop the flow altogether. In the caseof ELAS the monitoring was
inadequate and the regulation virtually non-existent.  

Without monitoring the information you cannot regulate.
However,despitethe defectivemonitoring, informationdid cometo the
attentionof the Regulatorsnotably when With Profits Without Mystery
revealedthe strategyof ELAS©sconductof the WP fund, when Board
paperswerepassedto Pickfordof theGAD andwhenthepersistentover-
bonusingwas revealedin September1992. This information was quite
sufficient, in itself, to prompt the Regulatorsto seekfurther information
and take steps to regulate the situation. Instead they consistently
abandoned their responsibilities.  

We havesaidthattheRegulatorsfailed to adapttheir policy to
a changingindustry. They did howeveradapttheir policy at somepoint
after the startof the Hymanlegislation. It is clearto us that the concept
of protecting policyholders, whether actual, former or potential was
abandonedin favour of a damagelimitation exerciseto try and protect
ELAS itself, the wider interests of the insurance industry and the
Regulators themselves. This has become the dominant theme
orchestrated by the Treasury.  It is likely to prove a complete disaster.

Turning to the Maladministration Explanation (ME) we
perfectly understandthat discretionarydecisionsproperly exercisedare
excluded.  However we submit that there has been:

�  bias e.g. failure to protect ALL policyholders, 
� neglect e.g. failure to carry out scrutinies, 
� inattention e.g. failure to recognise developments in the industry, 
� delay e.g. the GAD putting off decisions till the next time, 
� incompetence e.g. some of the legal advice, 
� perversity e.g. Foot©s analysis report on the Court of Appeal judgment. 
� turpitude e.g. failing to protect or ensurecompensationfor the late

joiners
� arbitrariness possibly not?  

But the list coverseight of the nine deadlysins in RichardCrossman©s
definition!

We submit that therehasbeenseriousmaladministrationand
that that maladministration continues.

We further submit that that such maladministrationled to a
numberof consequencesresultingin financial lossesto thepolicyholders
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who invested in ELAS. It is common ground that ELAS's problems
were deep-seated going back to the start of providing GAR policies and
losses of their reserves in the early 1970s. The non-availability of files
has made it difficult to track the behaviour of the Regulators in the 1980s
but there is real evidence of failure from the late 1980s onwards. The
failure to scrutinise the 1987 and 1988 regulatory returns came at a
crucial time says Lord Penrose. ELAS was already over-bonusing by
then. Newton's paper in 1988 had warned of the dangers to PRE if
companies were allowed to shift from guaranteed to non-guaranteed
bonuses. ELAS was doing just that effectively shifting their business out
of the purview, as practised, of the Regulators. It is, at that point, that the
Regulators should have started to act to bring ELAS back into their
effective oversight. For no good reason they failed to do this. From
then on as a result of ELAS having used up all its reserves the position of
solvency for the purposes of covering guaranteed bonuses became more
and more problematical with very doubtful devices being allowed to be
used to cover the position. This together with the shift described above
should have impelled the regulators to strong action to protect
policyholders. Their failure to do so allowed ELAS to misrepresent their
financial strength and to suck in huge numbers of new policyholders into
what was becoming a Ponzi scheme where capital is sucked in to cover
current revenue deficits.

The Regulators not only failed to inquire more deeply into the
financial affairs of ELAS but they ignored the evidence that was
presented to them: With Profits Without Mystery, the board papers given
to Pickford and Ranson's message about the over-bonusing over the three
years 1989 to 1991. The Regulators cut themselves off from a source of
information vital to their policy by allowing the roles of Chief Executive
and Appointed Actuary to be combined for most of the 1990s. This was
an inexplicable mistake. If the Regulators had bothered to take an
overall view of the Company they would have seen that many were
joining the company as a result of false pretences. They could have taken
steps to control and limit the bonuses being announced so that a truer
picture of the Company was presented to the public. ELAS would not
have pulled in all this new money and would have remained a much
smaller but healthier company instead of becoming a cancerous growth
on the pensions industry. The GAR problem would have remained
unsolved but at least the cost of the problem would have fallen on the
GAR policyholders and been alleviated by hedging and a proper ring-
fencing scheme. It is ironic that with fewer non-GAR policyholders the
need to solve the GAR problem would have been much more acute and in
need of resolution if the non-GARs total pension funds were not to be
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removed.  The GAR problem could have been simply resolved in 1988 by
the Regulators insisting on a separate fund being set up.

Whether or not the Regulators had controlled the allocation of
bonuses they could at least have ensured that Conduct of Business
conducted an inquiry into bonus notices and other promotional literature
when it would have been seen that serious misrepresentations were being
made. There was also the question of the 'technically efficient' but
deceitful products such as the WP annuities and the Managed Pension
where no effective action has or is being taken.

We have described the period of the Hyman litigation and the
pitiful absence of decent legal advice. We have mentioned how the FSA
failed to intervene to protect the non-GARs who then represented 75% of
the membership of the company. We have commented on the total
failure to do anything after the Court of Appeal judgment. Finally there
was the decision to allow ELAS to continue to trade in the hope of
finding a buyer allowing even more policyholders to be pulled in. The
failure of the Regulators to make any attempt to protect or compensate
these late joiners has come in for particular criticism by Lord Penrose.
Since the FSA has taken over regulation from HM Treasury, it is difficult
not to see that 'protection of policyholders' has been ditched in favour of
protection of the insurance industry and the public purse. There are many
many policyholders who have lost a substantial part of their savings.
Whilst the current board award themselves large salaries and bonuses
these policyholders have been treated with a hard nosed approach of 'sue
us or be damned' in the full knowledge that an individual or even a group
suing is just too risky when one is menaced by even the remotest chance
of huge sums in costs. Ms Kelly suggested that they could take their
cases to the FOS and that she would ensure that it was adequately sourced
to handle those cases. Either the FOS had not been adequately resourced
or it has been leant on not to deal with these cases with any expedition as
it has yet to give a final ruling in many cases despite having made
preliminary rulings nearly three years ago.

Policyholders have lost large sums of money as a result of the
maladministration by the Regulators to the extent that it is questionable
whether they might not have been better served by no regulation at all.  

Remedy sought
The complainants seek full financial redress for the losses they have incurred in
consequence of the maladministration outlined above.
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Appendix A

Mike Neal has provided the following statement as to his experience of regulation as Chief
Executive of a smaller, newer company:

I can attest from my experience as Chief Executive of Eurolife Assurance Co Ltd until 1997
that there were indeed dual standards of regulation as between the smaller, newer, unit-
linked companies, and the traditional life-insurers.

My Company was originally established in 1970, and approved under the 1967 Insurance
Companies Act.  The 1974 Act ensured that all Life Offices were monitored to the same
standards, previously if you acquired an existing company you could avoid many of the strict
requirements.  The DTI/GAD were obviously concerned with the lack of capital of many of
the newer unit linked companies, and they therefore monitored them very closely.  

The 1982 Act gave the DTI/GAD more powers and all companies were
theoretically to be monitored to the same level.  

We had always had an external Appointed Actuary, a partner in the firm of
Consulting Actuaries that we retained.  I had a close business relationship
with the actuaries, as one of my main responsibilities was pricing/marketing
of investment products both single premium and regular premium.   Negotiating re-
insurance contracts was also very important to augment the shareholders' capital.  The
Munich Re did in 1985 advise me that they had five times more capital invested in us than
the shareholders.  

We visited the DTI/GAD every six months to assess our new business volumes vis a vis our
minimum margin of solvency, our investment links,and after 1988 our relationship with
LAUTRO.  

All unit linked offices were monitored similarly.  The DTI/GAD were concerned that breaches
in conduct of business rules could impact on solvency.  There were no fines until around
1994, but compensation could upset the balancing act of solvency that we and many others
were achieving.  

We were taken over in 1988, and after one year were asked to submit quarterly accounts,
with an actuarial estimate of solvency.  All new, and when new owners acquired a company,
the DTI required quarterly accounts for a ten year period.  Like all life offices we were
required to produce annual accounts, with a six month period before submitting them.  

After 1994 I was advised that the auditors were to retain another leading firm of consulting
actuaries to check on the work of our Appointed Actuary,who of course was a partner in an
external firm of consulting actuaries.  I am not aware of any other life office who used an
outside firm over the long term.  
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As I understand it the DTI/GAD used a much lighter touch with the major with profit offices.
This was reasonable if the solvency ratio was in excess of 30%, the new business strain
was under control.  ELAS advertised a very low new business expense ratio, and ongoing
low expense ratio.  I understand that this was achieved by adding the costs of acquisition to
the assets.  

We had to ensure that all new business expenses were relieved very quickly or put up more
capital.  The rules for all continued to get tighter,  leaving less room for actuarial flexibility!
Although we know that ELAS used all the remaining methods to meet their MMS.  The FSA
has recently tightened further and even the Standard Life has felt the impact.      

I would say that the PO needs to interview a selection of consulting 
actuaries that were involved with unit linked life offices trading during 
the 1980s onwards.  The Trade body LLAG would be a good contact.  I am a past
chairman, and know this years chairman so I could facilitate a meeting.   The LLAG was
established in 1972 by the newer linked unit offices that did not feel that the ABI
represented the unit linked industry appropriately.   It now covers all personal protection
assurances,  unit trusts, OEICS and  all financial services regulatory matters, as well as unit
linked life assurance.
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Appendix B

Leaflet published by Equitable February 2000 (i.e. immediately after the
Court of Appeal judgment) entitled '1999 Investment Returns'.
Photocopy supplied in accompanying papers at Item 12.
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Appendix C

THE EQUITABLE LIFE ASSURANCE SOCIETY
THE WITH PROFIT FUND 1993-2000
REPORT
Prepared for
Equitable Members' Action Group
By
Burgess Hodgson 
Chartered Accountants
March 2003

Supplied in accompanying papers at item 2..
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Appendix D

AppendixC (referredto hereasBH1) waswritten in March
2003. As a resultof thepublicationof thePenroseReportin March2004
it hasbeenpossiblefor BurgessHodgsonto updatecertainof thefigures
so asto look morecloselyat the non-profit businessetc with a view to
testingtheaccuracyof ELAS'stablecomparingactualreturnswith bonus
rates. The revisedfigures are on two pagesheaded“RERUN WITH
PENROSE” sent herewith with accompanying papers.

Unfortunately Lord Penrose’s report was not completely
helpful for the purpose,in that he did not provide a break down of
premiumsandclaims,differentiatingbetweenwith profit andnon-profit
business.This meansthat thedivision for theyears1993to 1995arestill
estimatedin the mannerusedin BH1. In later yearsthe division was
providedby the accounts. The disclosureof the with-profit Assetsand
Policy valuesdoes,however,enableus to go directly to the with-profit
results,without having to work backwards(as in BH1) from the total
figures to the with-profit ones by deduction of the non-profit numbers.

The results are shown in the following schedules.

At the top of the first pagethey haveshownthe with-profit
assets and aggregatepolicy values as extracted from the ‘office
valuation’.

The next sectionshowshow the with-profit valuesbuilt up
over the years. This starts with the with-profit policy value brought
forward and adds bonusesand premiumsand deductsclaims. In this
calculation the bonus is the balancing figure. 

It is then necessaryto work out an averagefigure for both
policy values and assets for each year. This is done by

a. bringing forward the closing figure from the previous year 

b. addingon half of the premiumsreceivedanddeductinghalf
of claims paid. 

This givesa sortof mid yearnumberto basethe resultsupon.
Average policy values consistently exceed average assets.

On thesecondpagetheyhaveshowntheresultsfor theyearin
money terms (£ millions) as an ‘Income And Expenditure’ Account.
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Investment growth and expenses come from BH1, which in turn came
from the accounts. They have used the office valuation figures for the
GAR cost, on grounds of consistency. With profit bonuses are calculated
as explained above.

They then calculated each item in this income expenditure
account as a percentage of both 

a. average with profit policy values and 

b. average with profit assets. 

They have then added them up across the page and taken an
annual average.

At the foot of the second page they then show the gross
figures presented by the Directors and the overall bonus figure together
with the apparent annual margin.

Finally they have shown the investment return based upon the
total investment portfolio of both with-profit and non-profit assets.

The results are as follows: -

1. Both growth figures and the overall bonus as presented by the
directors were individually correct. The problem is that the
percentages came from two different tables. Growth was expressed
as a percentage of assets but bonuses as a percentage of policy
values. This was never made clear. 

2. If the sums had been done consistently (based on with profit assets)
bonuses would have been seen to cost about 1% more than their
nominal value (nominal bonuses averaging 10.2% actually cost
11.2%) when expressed on the same basis as the growth rate. 

3. The interaction with the non-profit business is more subtle than
previously indicated. As will be seen, over the years the growth
rate on with-profit assets (12.4%) is almost identical to the growth
rate on global assets (12.3%). What this means is that the non-
profit side of the business absorbed a pro rata share of the general
return on assets.  This was not what Equitable had intended. 

Normally a non-profit business would have its own pool of assets
invested primarily in gilt-edge stocks, whose overall return could
be expected to be fairly modest (considerably less than 12% p.a.).
The benefits offered to non-profit customers would have been
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computedon this same(modest)basis.What Equitabletried to do
wasto investits non-profitmoneyin a generalpool of investments
includinga sizeablepercentageof equitiesandproperties.Theidea
wasthatthis would earna higherreturnthanwasneededto support
the benefitsdueto non-profit customers.The surpluswould boost
with-profit income.

Unfortunately, what seems to have happened is that as interest
rates fell and life expectancy increased the non-profit side took up
more than expected and this surplus disappeared.

In crude terms, the averagegrowth as reportedwas about
12½% and nominal bonusesabout 10% leaving an apparentpositive
marginof about2½%a year.Fromwhatwe now know, theDirectorsdid
not botherto mentionthe 1¼% that went on expenseseveryyearor the
GAR costs(another¾%).Nor did theymentionthat to becomparablein
percentage terms bonuses had to be "grossed up" by about another 1%. 

In this way their 2½% positivemarginturnedinto a negative
one.
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Appendix E

Leaflet published by Equitable in March 1998 entitled
“RETIREMENT INCOME - With-Profits Pension Annuities”

Photocopy supplied with accompanying papers as item 13.
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Appendix F

Fact-sheet on Equitable Life for EMAG prepared by Burgess
Hodgson - Chartered Accountants.

Copy supplied with accompanying papers as item 11.
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