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Foreword

Background
The most complex, wide-ranging and onerous
investigation which the Office has ever
undertaken1.
By far the longest and most detailed [report]
produced by the Office [which] … resulted in the
provision of the most substantial remedy ever to
result from an investigation2.

In addition, I have received many more hundreds of
complaints about the prudential regulation of
Equitable than were received by my predecessors in
respect of Barlow Clowes. The number of interested
parties with whom I have engaged while conducting
this investigation far surpasses those who had any
involvement in the Barlow Clowes case – and the range
of interests that those parties represent has been much
more complex (and perhaps less uniform) than was so
in the earlier case.

These were the words used by two of my predecessors
to describe the Barlow Clowes investigation conducted
by my Office in the late 1980s. The reader of this
report, which sets out the results of the investigation I
have conducted into the prudential regulation of The
Equitable Life Assurance Society during the period
prior to 1 December 2001 – and the reader of other
recent reports I have published – will, I am sure, agree
with me that those accolades, if such they be, can no
longer be accorded to the Barlow Clowes case.

However, both cases share some similarities. Both cases
were about regulation in the field of financial services.
Indeed, and perhaps most important of all, both cases
involved the financial security of many ordinary
citizens and the loss of some of their savings and
investments. The resulting issues go to the heart of
longstanding (and perhaps ongoing) debates both as to
what should be done to protect those investing in the
products of financial services providers and as to how
to handle situations where things go wrong.

A much more substantial remedy than was secured in
the Barlow Clowes case has resulted from my March
2006 report on final salary occupational pensions. And
this report is approximately ten times the length of my
predecessor’s report on Barlow Clowes, has taken four
times as long to produce, and has involved the
devotion of resources which go significantly beyond
those which supported the completion of that earlier
report.

As will be seen later in this report, this case has raised,
in such a context, similar issues as were raised in the
Barlow Clowes case. Such issues include the
appropriate role of financial regulators, what potential
and existing investors can expect from the system of
financial regulation, and whether it would be in the
public interest for the taxpayer to be expected, as
complainants have advanced should be the case here,
to remedy losses sustained in a context where such
regulation did not necessarily cause any losses
sustained but also did not prevent any such losses
arising or mitigate their effects.

In part, all this is a natural consequence of the differing
scope of the two reports. Equitable is a much bigger
company than Barlow Clowes was. This report covers
events which occurred over a much longer time period
than was covered in the Barlow Clowes report.

1

Sir Anthony Barrowclough, in paragraph 62 of his Annual Report for 1988, commenting on the investigation while it was underway. Second
report – Session 1988-89 (HC 301), 12 April 1989.
2 Sir William Reid, in paragraph 64 of his Annual Report for 1989, commenting on the report after its publication. Third Report – Session
1989-90 (HC 353), 18 April 1990.
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And both cases have involved a substantial degree of
Parliamentary and public interest. My predecessor
reported3, in words that resonate with me and which I
would endorse, that:
Members, and the investors on whose behalf they
approached me, are understandably anxious that
I should complete my investigation as a matter of
urgency. But I am having to urge that they be
patient while all the necessary evidence is
collected, examined and assessed.

The time taken to publish this report
As was clear to my predecessor, ensuring that an
investigation is completed as speedily as possible and
ensuring that it is conducted in such a manner as to
produce a robust, authoritative, and soundly-based
report are often competing pressures. I too have faced
such competing pressures in this case.
When I announced my decision in July 2004 to conduct
the investigation which led to this report, I said that I
could not be specific about how long my investigation
would take. I expressed the hope that this investigation
could be conducted within a reasonable timetable, as I
was conscious that significant numbers of people –
many of them elderly – had told me that they were in
difficult financial circumstances.
I regret that it has taken much longer to publish this
report than I hoped would be the case at the outset of
this investigation.
I recognise that the time that I have taken to conclude
the investigation and publish this report has added to
the frustration and anxiety that many of those who
have complained to me have felt about the events
covered by this report – and that this has done little to
3
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mitigate the uncertainty that they feel about their
future financial position. I am very sorry that this has
been the case.
I also recognise that the time taken to publish my
report has meant that those whose actions have been
subject to review have had to await my determination
of the complaints made about them for longer than
they might first have expected. That too is a matter
for regret.
As with the inspectors appointed in June 1988 to
investigate the affairs of the Barlow Clowes group of
companies, whose report was published in July 1995,
the publication of this report has been affected by the
complexity and range of the matters investigated, the
sheer amount of evidence to be analysed, and the
need to ensure that those whose actions were
potentially subject to adverse criticism – and those
representing the people whose complaints this report
will determine – had a proper opportunity to respond
to my provisional findings and conclusions prior to
publication of this report.

My preliminary observations
Before setting out the results of the investigation,
I would like to make a number of preliminary
observations. They relate to questions of fairness
and due process; to the relationship between this
report and the report of my first investigation into
the prudential regulation of the Society, published
in June 2003; to the subject matter of this report –
regulation; and to the absence of a single inquiry
covering all aspects of what has been termed ‘the
Equitable Life affair’.

the approach that I was required to adopt. In the first
investigation, I could only assess whether the actions
of the relevant regulators constituted
maladministration in the light of the advice that
those regulators had received from their professional
advisers in the Government Actuary’s Department. In
the second investigation, I have had to consider the
acts and omissions of those regulators and their
professional advisers when assessing whether or not
maladministration occurred.

Fairness and due process
First, I should record that representations have been
made to me in the course of my investigation, and in
particular following the issue of my draft report to the
public bodies whose actions were the subject of
complaint, that the process that I have followed has not
been fair. I have considered those representations very
carefully and responded to them in detail, although I
have not reproduced those exchanges in this report.
Chapter 3 of this report sets out the process that I have
followed in conducting this investigation. I am satisfied
that the process I have adopted has been fair and has
given those complained about ample opportunity to
respond to the allegations made against them, to submit
evidence and to respond to my emerging findings.



Secondly, the time periods covered by the two
investigations were very different. My first report
only considered events occurring from 1 January
1999 to 8 December 2000. This second report
covers the whole period prior to 1 December 2001.
The events considered and the acts and omissions
reviewed in the course of the second investigation
have thus been considerably more extensive than
was the case with the first investigation. For the
first time, I have been able to examine how the
issues which arose during the period considered by
the first investigation developed over time in an
earlier period that was not covered by that
investigation – and I have also been able to
examine how (some of) those issues were
eventually resolved in a later period than that
covered by the first investigation.



Thirdly, the evidence available to me in the course
of this investigation was considerably more
comprehensive than that available at the time of
the first investigation. That is partly a function of
the broader jurisdiction and more extensive time
period covered in the investigation leading to this
report. But, as I reported to Members of Parliament
during the course of the second investigation,
substantial additional evidence was provided to me
that was not available during the first investigation.
Much of this new material has been central to
establishing what standard should be applied to
the actions under investigation.

The relationship between my two reports
My second preliminary observation is that this is not
the first report that I have produced in relation to the
prudential regulation of the Society; and that, in
relation to certain matters, the conclusions in this
report differ from those reached in my first report,
published on 30 June 2003.
The complaints which gave rise to the two
investigations leading to those two reports were
different and only some issues are common to both
reports. However, in the light of a fresh investigation of
the relevant matters I have reconsidered conclusions
set out in the first report – something which, when in
July 2004 I reported my decision to conduct this
investigation, I gave an undertaking to Parliament that I
would do.
There are three principal factors which help to explain
why some conclusions set out in this report differ from
those set out in my first report.


First, the inclusion of the Government Actuary’s
Department within my jurisdiction at the outset of
the second investigation has had a material effect on
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These three factors – a broader jurisdiction, a more
extensive time period, and a more comprehensive
evidence base – all help to explain, in relation to those
matters covered in both reports, the differences
between the conclusions reached following the first
and second investigations.
One lesson that can be learned is that, where a
technical jurisdictional obstacle might have a
significant detrimental impact on the efficient conduct
of an investigation, action should be taken – as was
taken at the beginning of the second investigation – to
seek the removal of such an obstacle, if that is possible.
It is against that background that I have reconsidered
conclusions set out in my first report and, where I have
considered it appropriate to do so, I have reached
conclusions which differ from those set out in that
first report.
For the avoidance of doubt, the conclusions set out in
this report supersede and replace those set out in my
first report. That first report, for the reasons set out
above and in this report, can no longer be regarded as
having any validity.
The focus of my report – regulation
My third observation relates to the fact that my
investigation has been focused on regulation. That may
seem like a trite observation – but there are two direct
consequences of such an observation that I believe
should be emphasised from the outset.
My investigation has been conducted in response to
complaints about injustice claimed in consequence of
alleged maladministration by regulators. It has not been
– nor could it have been – focused on the actions of
the entity being regulated, which in this case was
Equitable. The underlying ‘true’ position of the Society
at any one time is thus not central to my findings. I
have focused only on the actions which the relevant
regulators should have considered and/or taken on the

viii
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basis of the information in their possession, however
accurate that information was or might have been
found to be had further investigation of the true
position been undertaken at the time.
It will become apparent to the reader of this report
that my investigation has identified numerous
instances where issues arose which should have
provoked regulatory consideration. On many such
occasions, either no consideration or insufficient
consideration was given by the relevant regulators.
Such regulatory considerations, rather than the
commercial position of the Society, have thus been my
central focus. It has been no part of this investigation
to attempt to make findings about the actions of the
Society. The legal framework within which I must
operate would not permit me to do so.
I recognise that, had the relevant regulators acted on all
those occasions when they should have acted, the
Society might have responded appropriately and thus
enabled a satisfactory resolution of some or all of the
apparent regulatory issues to be achieved. It is not
possible now, given the passage of time, to identify
conclusively in relation to every issue what would have
transpired had such appropriate regulatory action been
undertaken.
This report examines how the relevant regulators
discharged their responsibilities; it does not seek to
come to definitive conclusions about the underlying
position of Equitable.
An equally important consequence, which is the
second consequence referred to above, is the need to
have proper regard to the nature of regulation and to
some central dilemmas faced by those exercising any
regulatory functions.
I am acutely aware that those exercising regulatory
functions are often placed in very difficult situations

in which they have to exercise judgement in relation
to complex matters which require the balancing of a
range of often competing pressures and interests.
This is especially the case where they are granted
powers by Parliament to protect the interests of
citizens but where the use of such powers, if exercised
prematurely or without a sound basis, might bring
about precisely the outcome – detriment to the
interests of those citizens – which the system of
regulation was designed to avert.
It is relatively easy for anyone to identify instances
where the acts or omissions of others have turned out
not to be the most optimal solution to a particular
problem – but it is less easy to put oneself in the
position of the person who had to take the relevant
decision at the appropriate time. In this context,
regulators are very often ‘damned if they do’ take
action, while at the same time being ‘damned if they
don’t’. This is something that I readily acknowledge
and have borne in mind throughout this investigation.
When reviewing the acts and omissions of regulators, it
seems to me that key to recognising this dilemma is
the adoption of an appropriate standard, derived from
the contemporaneous framework of law, guidance, and
established good practice, against which such actions
can be objectively measured and assessed.
This report has been guided by the development of
such an appropriate standard. It has not been prepared
having regard to a counsel of perfection, judging the
relevant regulators by impossible standards or against
measures of what is only now deemed appropriate,
measures which bear no resemblance to the context
which existed at the relevant time. Anyone’s opinion
as to what the purpose of regulation should be or as
to how it should be conducted can be of no
consequence in the context of an investigation
conducted by any Ombudsman if that opinion is far
removed from the reality of the regulatory system as it

was constructed by Parliament and as it was required
to be operated at the time.
The focus of my investigation has had to be on the role
of the relevant regulators and not on the actions of the
Society. It was also necessary to apply a standard that
was grounded in the reality of the relevant regulatory
regime as it existed at the relevant time and not in my
own opinion as to what such a regime should have
looked like.
Those are both considerations that have been central
to my investigation. However, neither has received
universal acceptance among the parties to the
complaints. A small minority of complainants consider
that no report is worthwhile unless it makes
determinations in respect of the actions of the Society
and all the other actors with some role in its story. That
I simply cannot do.
The public bodies whose actions have been under
investigation have submitted that the responsibilities
of other actors than the prudential regulators and their
advisers should be taken into account, in order not to
‘leave the reader with the incorrect impression that it
was only, or even mainly, the prudential regulator
who bore responsibility for Equitable’s subsequent
difficulties’. However, I can make no determinations in
respect of the responsibilities of bodies not in my
jurisdiction. Hence my report does not seek to explain
what caused the ‘difficulties’ of the Society, but
instead seeks to determine whether maladministration
on the part of the prudential regulators and the
Government Actuary’s Department (GAD) occurred
and, if so, whether any such maladministration caused
injustice to those who have complained to me.
While I regret this lack of universal acceptance of the
consequences of my role and powers, I am satisfied
that the approach that I have adopted to these
questions is the only correct one.
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The absence of a single inquiry
My final preliminary observation follows from what I
have said above and relates to the absence of a single
inquiry covering all aspects of what has been termed
‘the Equitable Life affair’.
As I have noted above, the time that it has taken to
publish this report is considerably longer than I had
expected and that is a matter of regret. However, this is
compounded by the fact that this report is only part of
an extended series of reports, published following
various inquiries, investigations and other proceedings
related to Equitable. The four years that it has taken
me to publish this report are only part of the almost
eight years since the Society closed to new business.
I have great sympathy with those who have told me
that they find it wholly unsatisfactory that they have
had to wait more than seven years since they first were
affected by the relevant events for this determination
of their complaints. I do not think it acceptable that
the response to the problems at the Society – and
consideration of the complaints that have been made
about those problems – has been handled through
such a protracted process.
Indeed, as I note in Chapter 3 of this report, in July
2002 my predecessor, in his annual report for 2001-02,
had even then drawn Parliament’s attention to the
unsatisfactory nature of this situation, saying:
The root cause of the problem, in my view, is the
failure of the authorities to establish at the outset
a single inquiry with terms of reference covering
all aspects of the Equitable Life affair, including
issues of possible personal injustice due to
maladministration and redress for such injustice if
it should be demonstrated4.

4
5

x

The existence of the Baird Inquiry, an internal
Financial Services Authority (the FSA) inquiry, and
the establishment of the Penrose Inquiry by the
Government were, of course, to the forefront of my
predecessor’s mind when he considered whether he
should investigate the prudential regulation of the
Society.
The possibility that those inquiries would enable the
consideration and resolution of the complaints that
had been made about the role of the relevant
regulators without the necessary restrictions on my
Office’s role was central to the decisions that he took.
Indeed, my predecessor reported that he had drawn
the situation to the attention of the Public
Administration Select Committee and noted:
I was strongly criticised in Parliament and the
media for deferring a decision on whether to
investigate some of those complaints until the
Penrose Inquiry set up by the Government, which
will consider a much wider range of issues than
my statutory remit allows, had reported … It
seems to me plainly inefficient, and potentially
unfair, to have two simultaneous but separate
investigations covering much the same ground
and taking evidence from much the same
sources…5
That my Office could only ever conduct an
investigation that was limited in scope and reach –
focusing only on the actions of the prudential
regulators during the period prior to 1 December 2001 –
was a consideration that guided my decision to embark
on a consultation exercise prior to coming to a
decision as to whether to conduct this investigation.
Despite recognition of the inherent limitations that
were inevitably placed on any investigation I
conducted, given the jurisdiction that Parliament has
bestowed on me, respondents to that consultation

Eighth Report, Session 2001-02: Annual Report for 2001-02 (HC 897), 2 July 2002, at paragraph 1.12.
Eighth Report, Session 2001-02: Annual Report for 2001-02 (HC 897), 2 July 2002, at paragraph 1.10.
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were overwhelmingly in favour of my conducting a
further investigation.



those conducting the investigation or inquiry
should be appropriately chosen and wholly
independent from those under investigation:
confidence in the robustness of the process will
only be achieved where all the parties believe that
the person or persons undertaking the inquiry are
suitably competent and that the process will be fair
and balanced;



there should be clarity of purpose: the terms of
reference of each inquiry or investigation should be
clearly set out when it is established and should, at
the very minimum, provide the means to achieve
four aims:

It seems to me that there is a direct link between the
time that it has taken since the closure of the Society to
new business to seek a final resolution of the complaints
made about that closure and related matters and the
piecemeal approach that the Government has adopted
to handling the relevant issues.
The failure at the outset to establish a single inquiry
which was not hampered by terms of reference or a
statutory jurisdiction which limited the issues that
could be addressed and resolved has resulted in such
an extended and long drawn out process. The adage
‘justice delayed is justice denied’ has rarely been far
from my thoughts as publication of this report has
drawn nearer. And the continual uncertainty that this
has caused for many individuals – and also for the
Society itself – must have been difficult to bear.

(i) the relevant events and actions should be
established on a factual basis;
(ii) who or what caused the adverse outcome
should be determined - while identifying where
hindsight has informed this judgment;

I find it hard to accept that the establishment of a
comprehensive inquiry was not possible in this case. The
situation at Equitable was not unique. It shared a number
of factors with other situations in other spheres of
political life which have arisen and been resolved.
There are, of course, a number of mechanisms that
could have been adopted. Key to the speedy and
effective resolution of the issues relevant to the
closure of the Society and related matters was the
adoption of a mechanism that, in the particular
circumstances of this case, was fit for purpose. Ensuring
that inquiries or other means of explaining events and
of resolving complaints, claims, and disputes are fit for
purpose is critical to their success and to public
confidence in them.
It seems to me that the principles which underpin
fitness for purpose are that:

(iii) appropriate redress should be identified for any
individuals or groups of individuals who have
suffered as a result; and
(iv) lessons for the future, in terms of law, policy,
practice and behaviour, should be identified
and recommended in such a way that they can
be implemented and that such
recommendations can add value;


the particular mechanism chosen should be the
most appropriate in the circumstances of each case
and the form of the inquiry or investigation should
follow: whether it should be held in public or in
private, for example, or whether it should adopt an
inquisitorial or adversarial approach should be
informed by the context of the relevant events; and
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the inquiry or investigation should be provided
with the necessary resources to enable it to fulfil
its mandate in a timely and effective manner, with
access to appropriate levels of funding, staff,
professional advice and powers to obtain
information, evidence or papers.

In the case of ‘the Equitable affair’, no such
comprehensive and fit for purpose inquiry has ever
been established. Some – such as the two
investigations that my Office has conducted – have
been unavoidably limited in terms of jurisdictional
reach. Others have been conducted within terms of
reference that precluded the attribution of
responsibility or the recommendation of redress or at
least did not specify that either or both should be
undertaken. Still yet others have focused solely on
lessons to be learned for future practice.
That this is the case seems to me both iniquitous and
unfair. Whatever else results from the publication of
this report, I hope that I never again have to draw
Parliament’s attention to such a disjointed process for
resolving complaints that have affected so many of the
constituents of almost every Member.
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This report contains references to, and extracts from, legal opinions and
advice and their contents obtained by the Equitable Life Assurance
Society and provided by it to (a) the public bodies responsible for the prudential regulation of
insurance companies in the course of normal exchanges between
a regulated body and its regulators for the specific purpose of
allowing those regulators to fulfil their regulatory functions; and
(b) Lord Penrose in the course of normal exchanges between the
Society and Lord Penrose and his Inquiry team for the specific
purpose of allowing Lord Penrose to fulfil his terms of reference.
After the House of Commons had ordered the report of Lord Penrose to
be published on 8 March 2004, all the documents obtained by Lord
Penrose were retained by the Treasury.
In turn, I obtained this material from the Treasury for the specific purpose
of carrying out my investigation into the prudential regulation of the
Society, following my decision to carry out such an investigation which
was reported to Parliament on 19 July 2004.
I acknowledge that the Society has waived privilege in this material only
for the above specific purposes and that the Society does not intend any
wider or general waiver of privilege by not objecting to the inclusion of,
or extracts from or references to, this material in this report as published.
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Reinsurance Claims Amount
Reinsurance Claims Event
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Glossary

Term

Explanation

1967 Act

The Parliamentary Commissioner Act 1967, from which I derive my powers.

1982 Act

The Insurance Companies Act 1982, which governed the prudential regulation of life
insurance companies. Its provisions were repealed during 2000 and 2001, being replaced by
the Financial Services and Markets Act 2000.

Admissible assets

Assets that the applicable Regulations permit to be taken into account for the purposes
of determining an insurance company’s solvency position.

Annuity

An arrangement by which a life insurance company pays someone a regular income,
usually for life, in return for a lump sum payment.

Appendix valuation

The valuation produced by the Society within its regulatory returns to demonstrate
that its chosen alternative valuation, the main valuation, produced a result at least as
strong as that prescribed in the applicable Regulations.

Appointed Actuary

The actuary appointed by life insurance companies under section 18 of the 1982 Act.
Each life insurance company was required each year to cause the Appointed Actuary to
undertake an investigation into the financial condition of that company. The abstract
of the results of that investigation was included within the regulatory returns.

Asset shares

The value of a life insurance policy, calculated as the accumulation of premiums paid
with actual investment returns, net of expenses and charges for the cost of guarantees.

Available assets

An insurance company’s free assets less any implicit items.

Benefits

The amount paid by an insurance company when a claim is made.

Bonus

The amount added to the guaranteed part of the sum insured of a with-profits
insurance policy. It may be added during the term of the policy (i.e. yearly or
reversionary) or when the policy matures (i.e. final or terminal), or both.

Commission

The sum paid by an insurance company to a broker/intermediary/agent for selling
policies.

Current annuity rate

The rate governing the amount that an insurance company would pay on an immediate
retirement, expressed as a percentage of the fund converted to pension.
This was based on current conditions in the financial markets and the age and gender
of the policyholder.

Differential terminal
bonus policy

The policy whereby the Society reduced the terminal bonus paid to a policyholder
who took benefits to which was applied a guaranteed annuity rate.
The benefits were reduced by such an amount as to make the resulting pension equal
to that paid to a policyholder who opted to take benefits at the current annuity rate.
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Dual role

The holding by one person simultaneously of the positions of Chief Executive and
Appointed Actuary.

Equities

Shares in a company that entitle the owner to some of the profits or earnings the
company makes. Equities may or may not be listed on the stock exchange.

Expenses

Costs incurred in the running of the business, including any commission paid to
sales staff.

Estate

The balance of admissible assets over Mathematical Reserves held back from bonus
distribution to with-profits policyholders as a buffer against major fluctuations in
investment values or in underwriting experience or in the central costs of
administration.

Form 9

A summary within the regulatory returns of the assets allocated towards the required
minimum margin and including a statement of the company’s regulatory solvency
position.

Free assets

The excess value of assets and implicit items over the liabilities.

Free asset ratio

The excess of the free assets and implicit items of an insurance company over the
required minimum margin, expressed as a percentage of the total assets determined
within the regulatory returns.

Freedom with publicity

The concept that, in return for putting detailed and prescribed information about an
insurance company’s business and financial condition into the public domain, the
commercial freedom of such a company would not be constrained by regulation.
The aim of this approach was to enable investors and potential investors to be
provided with sufficient information about an insurance company to make informed
choices about whether that company was an appropriate investment vehicle for that
individual.

Future profits
implicit item

An asset relating to an insurer’s ability to generate future profits that, if used, would
count towards the required minimum margin of the insurer.
At the time covered by this report, such an asset could only be used by an insurance
company if it had been granted a Section 68 Order by the prudential regulators.

Group personal pension

An arrangement made for the employees of a particular employer to participate in a
personal pension scheme on a group basis.

Guaranteed annuity rate

The rate governing the amount that an insurance company would pay on an immediate
retirement, expressed as a percentage of the fund converted to pension.
Unlike the current annuity rate, this was based on a rate specified within the policy and
expressed as a guarantee.
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Guaranteed
investment return

An amount by which basic benefits are guaranteed to increase each year before the
addition of reversionary bonus. Also known as a guaranteed interest rate.

Guaranteed policy fund

The current accrued value of the fund guaranteed to be available to with-profits
policyholders at vesting to purchase a pension.
This was shown in personalised annual bonus statements sent to the Society’s with-profits
policyholders.
Until the vesting date, the guaranteed policy fund continued to grow each year with the
addition of any guaranteed investment return and reversionary bonuses.

ICAS Regulations 1983

The Insurance Companies (Accounts & Statements) Regulations 1983.
These prescribed the information that had to be disclosed within the regulatory returns
and set out the way in which that information had to be presented. These governed the
returns submitted prior to 23 December 1996.

ICAS Regulations 1996

The Insurance Companies (Accounts & Statements) Regulations 1996.
These prescribed the information that had to be disclosed within the regulatory returns
and set out the way in which that information had to be presented. These governed the
returns submitted after 23 December 1996.

ICR 1981

The Insurance Companies Regulations 1981.
These made provision for how an insurance company was to value its assets and determine
its liabilities and governed the period covered in this report prior to 30 June 1994.

ICR 1994

The Insurance Companies Regulations 1994.
These made provision for how an insurance company was to value its assets and determine
its liabilities and governed the period covered in this report after 1 July 1994.

Income drawdown

A way of taking regular income directly from a pension fund instead of buying an annuity
straight away.

Interest rate differential

The difference between the assumed gross bonus rate and the interest rate used for
discounting the liabilities.

Investment reserve

The net realised and unrealised appreciation in investments in the with-profits fund, after
transfers to and from the long-term business fund.

Loading

An extra premium charged in recognition of a higher risk, such as poor health or a
dangerous job on the part of the person insured.

Life insurance

Long-term policies which pay out on death or, in some cases, on earlier maturity of the
policy, such as endowment, term, or whole life policies.
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Maturity

An agreed date when a life or pension policy comes to an end and the value is paid out.

Market value adjuster

A reduction in the value of a claim on a with-profits policy in order to reflect fairly the
movement of assets underlying the policy.

Mathematical Reserves

The provision made by an insurer to cover liabilities (excluding liabilities which have fallen
due) arising under or in connection with contracts for long-term business.
Those provisions were determined by the Appointed Actuary in accordance with ICR 1981
and ICR 1994.

Mutual

An insurance company which is owned by some or all of its policyholders.

Net premium

A premium net of reinsurance ceded but gross of commission, and excluding premium tax.

New business strain

The requirement for capital to support the writing of new business.

Policyholders’ reasonable
expectations (PRE)

An expression derived from the words ‘the reasonable expectations of policy holders or
potential holders’ in the statutory grounds for the use of intervention powers by the
prudential regulators, under section 37(2) of the 1982 Act.

Premium

The amount paid by the policyholder for insurance.

Prudential regulation

At the time covered in this report, the regulation of insurance companies with respect to
their solvency position, whether they were acting soundly and prudently in line with the
interests of their policyholders, and in such a manner as to be able to fulfil the reasonable
expectations of their existing and potential policyholders.

Quasi-zillmer adjustment

An adjustment made by the Society to its business to give the same effect as zillmerisation.

Recurrent single premium Life insurance policies which did not require regular premiums to be paid.
This type of business accounted for the majority of the Society’s policies.
Regulatory returns

The annual returns made by a life insurance company to the prudential regulators, as
required by section 22 of the 1982 Act.

Regulatory solvency

Also sometimes known as technical solvency. Not to be confused with solvency in
absolute terms.
Section 32 of the 1982 Act required insurance companies to hold assets which exceeded
their liabilities by at least the margin prescribed by the applicable Regulations. Those were
the ICR 1981 and, from 1 July 1994, the ICR 1994.
A failure to meet and maintain this requirement meant that a company was insolvent for
regulatory purposes.

Reinsurance

An arrangement whereby one party (the reinsurer), in consideration for a premium, agrees
to indemnify another party (the cedant) against all or part of the risk assumed by the
cedant under a policy or policies of insurance.
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Required minimum margin The amount by which the value of a life insurance company’s assets was required by
section 32 of the 1982 Act to exceed the amount of its liabilities in order to meet its
regulatory solvency requirements.
Resilience reserves

Reserves, calculated in accordance with ICR 1981 or ICR 1994, which relate to an insurance
company’s ability to cover mismatches of assets and liabilities that adverse movements in
asset values may disclose.

Reversionary bonus

Bonus for with-profits policies, usually added at yearly intervals during the term of the
policy.

Section 68 Order

An Order under section 68 of the 1982 Act, made by the prudential regulators on the
application of, or with the consent of, an insurance company, which directs that certain
provisions of that Act would not apply, or would apply with modified effect, to that
company.

Solvency

The ability of a company to pay its debts.
Under the Insolvency Act 1986, a company is deemed unable to pay its debts if it is proven
to the satisfaction of the Court that the value of the company’s assets is less than the
amount of its liabilities, taking into account its contingent and prospective liabilities.
This is sometimes known as absolute solvency, which is not to be confused with regulatory
solvency.

Surrender value

The amount available if a policyholder were to cash in an insurance policy, where that is
possible, before it matures.

Subordinated loan

A debt issued by an insurance company where both the interest and repayment obligations
are subsidiary to the insurance company’s obligations to its policyholders.

Terminal bonus

The bonus, additional to reversionary bonuses already declared, that may be paid for
with-profits policies at maturity or if a claim is made.

Total policy fund

The current accumulated value of the total fund (including accumulated terminal bonuses)
expected to be available to with-profits policyholders at vesting to purchase a pension.
This was shown in personalised annual bonus statements sent to the Society’s with-profits
policyholders.
Until the vesting date, the total policy fund continued to grow at a rate allocated annually
by the company. Other than in exceptional circumstances, when it could be zero or less,
the rate of growth applying to the total policy fund was expected to be greater than the
sum of any guaranteed investment returns and reversionary bonus.
To the extent that the total policy fund exceeded the guaranteed policy fund, it was not
guaranteed.
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Unitised with-profits

Contracts where premiums are invested in units, either in the with-profits fund or in linked
funds, or in a mix of both.

Unit-linked

Describes any plan where the value of the benefits goes up or down in line with the price
of units in a fund.

Valuation

An investigation carried out by the Appointed Actuary under section 18 of the 1982 Act to
place a value upon the long-term liabilities of an insurance company.
The resulting provision held by the insurance company for its long-term liabilities is called
the Mathematical Reserves.

Vesting

The taking of benefits under an insurance policy.

With-profits

Life insurance policies which receive their investment income in the form of bonuses, paid
out of the total income earned by the insurance company on its pooled fund.
The value of the saver’s fund thus depends on the amount he or she has bought and the
amount of bonuses added. Once added, bonuses cannot be taken away, making these
policies generally less volatile than linked policies.

Zillmerisation

A modification of the net premium method for valuing a life insurance policy which
increases the future premiums valued to take account of acquisition costs incurred.

Notes:
1.

Terms italicised are defined elsewhere in this glossary.

2.

The definitions in this glossary have been derived from a number of sources, including the glossaries of
insurance terms produced by the Association of British Insurers, the International Association of Insurance
Supervisors, and the FSA, and other published reports on the Society.
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Chapter 1 – Introduction

1

2

3

4

5

This report sets out the results of my investigation
into the prudential regulation of The Equitable
Life Assurance Society in the period prior to
1 December 2001. This is the third report that my
Office has produced in respect of that regulation.
I announced my intention to conduct this
investigation – as I noted in the Foreword to this
report, the second investigation conducted by my
Office – and the reasons for that decision in a
report that I laid before Parliament on 19 July 2004,
entitled A Further Investigation of the Prudential
Regulation of Equitable Life? (HC 910). Excerpts
from that report are reproduced in Part 4 of this
report.
That report was published following a consultation
exercise I conducted in the aftermath of the
publication of the report of an independent
inquiry, the Penrose Inquiry, and with the purpose
of seeking views from interested parties as to
whether I should conduct an investigation in
respect of a broader time-period than was covered
in the report of my first investigation and with a
wider jurisdiction than that which governed the
earlier investigation.
I derive my powers from the Parliamentary
Commissioner Act 1967, as subsequently amended
(the 1967 Act). My role is to conduct investigations
and to determine complaints referred to me by
Members of the House of Commons, which are
made by those who claim to have sustained
injustice in consequence of maladministration on
the part of bodies within my jurisdiction through
action by or on behalf of those bodies taken in the
exercise of their administrative functions.
Where I find that a person aggrieved has sustained
injustice in consequence of maladministration, I
seek to secure a remedy for that injustice.

6

The terms of reference for the investigation leading
to this report were:
To determine whether individuals were caused
an injustice through maladministration in the
period prior to December 2001 on the part of
the public bodies responsible for the
prudential regulation of the Equitable Life
Assurance Society and/or the Government
Actuary’s Department; and to recommend
appropriate redress for any injustice so
caused.

7

Those who have complained to me about the
matters covered by this report alleged that the
public bodies responsible for the prudential
regulation of insurance companies and the
Government Actuary’s Department, which advised
and assisted those regulators, acted with
maladministration in failing for considerably longer
than a decade properly to exercise their regulatory
functions in respect of The Equitable Life
Assurance Society.

8

The complainants claim to have sustained financial
and/or other injustice as a result of that alleged
maladministration. The remedy they seek is full
redress for the financial losses that they say they
have incurred in consequence of the alleged
maladministration; they also seek a remedy for the
other injustice they claim to have sustained.

9

In accordance with section 10(1) of the 1967 Act, I
have sent a copy of this report to all those
Members of the House of Commons who have
referred individual complaints to me about the
subject matter of this report. In accordance with
section 10(2) of the 1967 Act, I have sent a copy of
this report to the principal officers of those bodies
about whose actions those complaints were made.
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10

I am also laying this report before both Houses of
Parliament, pursuant to section 10(4) of the 1967
Act, as, for a number of reasons, I consider it to be
in the public interest to do so.

11

First, I have received referrals of complaints about
the subject matter of this report from Members of
the House of Commons acting on behalf of their
constituents in respect of 1,018 individuals. 1,480
other people have also contacted me direct to
complain about similar matters, many of whom
sent a copy of their correspondence to their
Member of Parliament or have otherwise involved
those Members.

12

13

The events which form the basis of those
complaints have had an effect on many thousands
of other individuals both in the United Kingdom
and elsewhere. My report therefore affects the
interests of a considerable number of people and a
large number of Members of Parliament from all
political parties and from all parts of the United
Kingdom have contacted my Office to express
their views.
Secondly, the actions I have investigated leading to
the production of this report have been (and in
some respects continue to be) the subject of a
number of inquiries, investigations, and other
proceedings – in the domestic courts, within
relevant professional bodies, at the European level
and before other Ombudsmen.

14

My intention is that my report will provide a clear
explanation of the role of the prudential regulators
and contain an authoritative account of the acts
and omissions of those regulators and their
advisers in respect of the relevant events.

15

Thirdly, the issues raised by the complaints that
prompted my investigation have raised a
considerable amount of interest within Parliament

2
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and relate to the performance of regulatory
functions which, while the statutory regime
relevant to my investigation is no longer in force,
go to the heart of some current political debates –
about the nature of financial services regulation,
about what consumers and taxpayers might
reasonably expect from such regulation, and about
the relationship between public bodies and citizens
in the fields of banking, pensions and life insurance.
16

My report therefore addresses questions of wide
social and political importance and its contents
might assist Parliament in their further
deliberations on these issues.

The subject matter of the report
17

The investigation which led to this report has
centred on allegations of regulatory failure on the
part of those responsible for the prudential
regulation of insurance companies in the period
prior to 1 December 2001, as those general
responsibilities were discharged in the case of The
Equitable Life Assurance Society. In the rest of this
report, that mutual life insurance company is
referred to as ‘Equitable’ or ‘the Society’– although
in some of the direct quotations reproduced in this
report, other acronyms commonly used by others
have been retained.

Equitable
18 Equitable was founded as the ‘Society for Equitable
Assurances on Lives and Survivorships’ in 1762. In
August 1892, it was incorporated in the United
Kingdom as a private unlimited company to be
known as ‘The Equitable Life Assurance Society’. As
a mutual life insurance company, Equitable has no
shareholders. Instead, it is owned by those who
effected its with-profits policies. With-profits
policyholders effectively stand in the position of
proprietors, sharing in any profits made or losses

incurred in running the business. Equitable is
generally accepted to be the oldest surviving
mutual life assurance company in the world.
19

20

21

22

On 8 December 2000, Equitable announced that it
would stop writing new business with immediate
effect. Since then, the Society has undergone a
difficult period and has implemented cuts in the
policy values of its with-profits policies – or the
income derived from its with-profits annuities.
The operation of the Society’s differential terminal
bonus policy in respect of a representative policy
for which the default benefit was an annuity paid
at a guaranteed rate had become the subject of a
judicial decision of the House of Lords on 20 July
2000 in Equitable Life Assurance Society v Hyman
([2002] 1 AC 408). That policy, which Equitable had
adopted since January 1994, involved the paying of
different levels of terminal bonus to policyholders
exercising their right to take an annuity at the
guaranteed rate than were paid to policyholders
not exercising such a right. The House of Lords held
that this policy was unlawful.
In the aftermath of the House of Lords’ decision,
the position of Equitable was discussed at a
tripartite meeting between the Treasury, the Bank
of England, and the FSA held two days prior to the
announcement of the Society’s closure to new
business. At that meeting, Treasury officials
explained their view that the problems faced by
the Society had been caused by a unique set of
circumstances which had contributed to the
Society’s position being distinct from that of other
life insurance companies.
The four most important factors identified in that
discussion were:



first, that Equitable had for many years
operated a policy of full distribution of any
surplus through bonuses to its with-profits
policyholders and a policy of not building up a
free estate, leaving the Society with a
comparatively low level of free assets;



secondly, that Equitable, being a mutual, had no
access to additional, shareholder capital;



thirdly, that Equitable had offered relatively
generous and flexible guarantees on certain
types of policy; and



finally, that the proportion of the Society’s
business to which those guarantees applied was
much higher than was the case for other
companies.

23

At the time that Equitable closed to new business,
it was thus considered by the prudential regulators
that the bonus distribution policy of the Society
and also the level and extent of its guaranteed
annuity rate policies – which enabled policyholders
to secure an annuity with their pension fund at a
specified, guaranteed rate as opposed to the then
current annuity rates set by the Society or available
on the open market – were of central importance
to the Society’s problems.

24

The announcement by Equitable of its closure to
new business had been prompted by the
withdrawal of the last potential bidder from the
process that had been launched to seek a buyer to
acquire the Society following the decision of the
House of Lords in the Hyman case.

25

In a letter sent by Equitable to all its policyholders
on 12 December 2000, those events and the
background to them were summarised by the then
President of the Society as follows:
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As most policyholders will be aware, on
8 December 2000 the Board announced that it
had been unable to find a purchaser for the
Society and had decided to stop writing new
business … I must stress that the Society remains
solvent and will continue to pay benefits and
accept premiums under existing policies …
I am greatly saddened by the need to close the
Society … but the Board decided … that this was
the only realistic option. I apologise most
sincerely to you … that this has come about.
The intention of the sale process had been to
make good the loss of growth for with-profits
policies from 1 January to 31 July 2000 which
followed the House of Lords’ ruling. In the
event, this loss of value is unlikely to be
restored, although we remain committed to
generating the greatest possible value from the
sale of some of the Society’s operations and
providing the best possible ongoing service.
26

On 19 December 2000, during the first debate in the
House of Commons on the closure of Equitable to
new business, the sponsor of that adjournment
debate, Mr Richard Ottaway MP, said that:
On the role of the regulator, it is the view of
many in the industry that the Equitable has
been treated differently by successive
regulators … It is clear that something had to
give. It was not possible for some
policyholders to have guaranteed policies with
guaranteed annuities, while other categories
of policy holder were not so entitled, without
there being some difficulty …
What was the regulator’s view? When it
looked at policyholders’ contracts, did it think
that the directors were adopting a policy that
was nowhere mentioned in the contract? If
not, why not?

4
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27

Other complaints soon began to be made. Those
complaints alleged that failures by those
responsible for the prudential regulation of
Equitable had caused or contributed to the
position in which the Society had found itself
when it had closed to new business.

Insurance regulation
28 In the period since 1988, the regulation of insurance
companies within the United Kingdom has been
subject to different statutory regimes within two
distinct time periods. The first period ran from
April 1988 to December 2001. In this period, the
regulatory regime was effectively split along
functional lines and was based on two separate
statutes: the Insurance Companies Act 1982 – which
concerned primarily the prudential regulation of
insurance companies – and the Financial Services
Act 1986 – which concerned the regulation of the
conduct of investment business, including the
marketing activities of life insurance companies.
29

Responsibility for the prudential regulation of
insurance companies – which was primarily related
to supervision of the solvency of such companies
and their ability to meet and continue to meet
their liabilities to policyholders and to fulfil the
reasonable expectations of those policyholders or
of potential policyholders – lay throughout this
first period with central Government Departments.

30

During the period prior to 4 January 1998 relevant
to this report, the prudential regulator was the
Department of Trade and Industry (the DTI) and its
predecessors; from 5 January 1998 to 1 December
2001, the prudential regulator was Her Majesty’s
Treasury (the Treasury). From January 1999 until
1 December 2001 aspects of the day-to-day
prudential supervision of insurance companies
were contracted out to the Financial Services
Authority (the FSA) – which, in this role, acted on
behalf of the Treasury.

31

32

33

34

35

was a member during the period covered by my
investigation were, until 1994, the Life Assurance
and Unit Trust Regulatory Organisation and, from
1994, the Personal Investment Authority. None of
the bodies with statutory responsibility for
conduct of business regulation are or were within
my jurisdiction.

Furthermore, throughout the period relevant to
this report legal advice to the prudential regulators
was provided by in-house lawyers and, until
26 April 2001, actuarial advice was provided by the
Government Actuary’s Department (GAD).
Thereafter, actuarial advice was provided to the
FSA by actuaries directly employed by the FSA,
some of whom had previously worked for GAD.
Actions taken by all of the bodies with statutory
responsibility for prudential regulation during the
first period are within my jurisdiction, where those
actions are taken in the exercise of administrative
functions of such bodies. GAD, however, was not
within my jurisdiction until the beginning of this
investigation (see paragraphs 18 and 21 of
Chapter 3) and was only brought within my
investigative reach on a limited basis, to enable me
to conduct this investigation.

36

The regime that was operational during this first
period and which entailed this functional split
between prudential and conduct of business
regulation was replaced on 1 December 2001 by the
current integrated regulatory regime, governed by
the Financial Services and Markets Act 2000.

37

Since then, in this second period, the regulatory
regime has combined all aspects of insurance
regulation within the remit of one regulator – the
FSA, which now regulates the insurance industry in
its own right. The FSA, acting in its own right, is not
within my jurisdiction and so, consequently,
complaints about action taken as part of the
regulation of any insurance company on or after
1 December 2001 are not ones that I have the
power to consider.

38

I now complete this introduction by explaining the
structure of my report.

I may only investigate action taken by GAD on or
before 26 April 2001 in the giving of advice
concerning the exercise of administrative functions
under Part II of the Insurance Companies Act 1982
or any other enactment concerned with the
regulation of insurance companies.
The FSA’s actions are only within my jurisdiction in
so far as those actions relate to the prudential
regulation of insurance companies during the
period in which the FSA undertook this regulation
on behalf of the Treasury. I have no power to
conduct investigations in respect of any other of
the actions of either GAD or the FSA.
Conduct of business regulation throughout this
first period was delegated to a system of industry
and practitioner-based, self-regulatory
organisations under the supervision of a designated
agency. This agency was at first called the Securities
and Investments Board but became the FSA. The
self-regulatory organisations of which the Society

The structure of the report
The Parts to the report
39 My report is in four Parts (or volumes): this, Part
1, describes the background to my investigation,
summarises the evidence and representations
submitted to me by the parties to the
complaints, explains the tests I have applied in
determining those complaints within the general
and specific contexts of the subject matter of
this report, sets out my key findings of fact, and
contains my determinations as to whether
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maladministration occurred and, if so, whether it
has resulted in any unremedied injustice.
40

Part 2 of the report contains a factual description
of the historical development of the regime that
was relevant to the prudential regulation of life
insurance companies during the period prior to
1 December 2001.

41

Part 3 of the report contains a detailed chronology
of events relating to the prudential regulation of
the Society during the relevant period.

42

Finally, Part 4 of the report contains some key
primary documents, reproduced in whole or in
part, which I consider are either key to a full
understanding of the matters that I have
investigated or which help place my determination
of the relevant complaints in a wider context.

43 We have also prepared a guide to the main report
and summary of findings and recommendations,
which is published as Part 5 of this report.
The Chapters in this Part of my report
44 There are fourteen other Chapters in this Part of
my report:
Chapter 2 sets the scene for the investigation I
have conducted, focusing on the events which
form the background to, and the context for,
my investigation, and also on the other
reviews, inquiries and litigation which have
taken place (or which continue to take place)
in respect of Equitable.
Chapter 3 explains the involvement of my
Office in respect of the events related to
Equitable and which led to my decision to
conduct this investigation. It also outlines the
legal and administrative framework for the
investigation and describes the process that I
have used to conduct it.
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Chapter 4 sets out the general and detailed
complaints that have been made to me about
the prudential regulation of the Society. It also
sets out the initial response to those
complaints of the public bodies whose actions
were the subject of complaint.
Chapter 5 sets out the basis for my
determination of the complaints. It describes
my general approach to investigating
complaints of injustice sustained as a
consequence of maladministration; and sets
out both the general principles of good
administration and public law and the specific
legal and administrative framework of
prudential regulation applicable to my
consideration of those complaints. It concludes
with a summary of the key obligations of the
prudential regulators and/or GAD which are
relevant to this investigation.
Chapters 6, 7 and 8 set out a summary of the
way in which the prudential regulation of the
Society was undertaken in three time periods:


the first period being prior to 20 June 1998;



the second period being from 20 June 1998
to 8 December 2000, when the Society
closed to new business;



the third period being the post-closure
period from 8 December 2000 to
1 December 2001, when my jurisdiction
ends.

Chapter 9 contains the preliminary
assessments which I have made in respect of
disputed questions concerning what standard
of regulation it would be appropriate to apply
when reviewing the acts and omissions of those
undertaking the prudential regulation of the
Society, and what powers were available to
those regulators.
Chapter 10 sets out the results of my review of
the evidence I have obtained and contains my
findings of fact.
Chapter 11 sets out my determinations as to
whether the acts and omissions of the
prudential regulators and/or GAD constitute
maladministration.
Chapter 12 sets out my determinations as to
whether any such maladministration has led to
injustice to those who have complained to me.
Chapter 13 contains my disposal of each
complaint within the terms of reference for the
investigation, setting out which I have upheld in
full, which I have upheld in part, and which I
have dismissed.
Chapter 14 considers questions of remedy and
contains my recommendations.
Chapter 15 contains my concluding remarks.
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Chapter 2 – The background: The Equitable Life Assurance Society

Introduction
1

In this Chapter, I set the scene for the investigation
I have conducted, focusing on the events which
form the background to, and context for, this
report. I also explain which other reviews, inquiries
and litigation have taken place (or which continue
to take place) in respect of Equitable.

2

This Chapter is structured in the following way:


in paragraphs 3 to 10, I describe the constitution
of the Society;



in paragraphs 11 to 18, I summarise the nature of
the business Equitable conducted during the
period covered by this report;



in paragraphs 19 to 66, I explain the Society’s
distinctiveness in certain respects within the
wider context of the United Kingdom life
insurance market at the time;



in paragraphs 67 to 69, I describe the reputation
that the Society had gained at the relevant
time;



in paragraphs 70 to 96, I summarise the events
which led to the closure of Equitable to new
business on 8 December 2000;



in paragraphs 97 to 123, I describe the principal
events relevant to this report which have
occurred following that closure to new
business; and



in paragraphs 124 to 167, I set out the
professional and regulatory reviews, inquiries,
complaints and litigation which have taken
place or been made (or which continue to take
place or to be made) in respect of, or relating
to, the closure of Equitable to new business.

Equitable
The constitution of the Society
3 I explained in Chapter 1 of this report that
Equitable, founded in 1762, is generally believed to
be the oldest surviving mutual life insurance
company in the world. The Society was registered
with its current name as a private unlimited
company on 18 August 1892.
4

Equitable’s constitution is contained within the
Memorandum and Articles of Association, which
set out the objectives of the Society and which
make provision for who may become a member,
the rights and responsibilities of those members,
and the Society’s governance and organisation.

5

Throughout its history, the Society has been
owned by its members. As a mutual life insurance
company, its participating policyholders became
members of the company and shared in any profits
made or losses incurred in running the business of
the Society. However, not all of its with-profits
policyholders are members of the Society. Only
the person who effects a with-profits policy is a
member of the Society and, where such a policy is
effected by two (or more) people, only the firstnamed (living) person is a member.

6

The Society is governed by a Board of Directors,
which is appointed by the members. Throughout
the period covered by this report, the executive
directors on the Board were mainly actuaries and,
amongst other things, they represented both the
Society’s finance and actuarial functions. None of
the non-executive directors was an actuary (except
during the period between 1991 and 1993, when the
Society’s former Chief Executive, who was an
actuary, joined the Board as a non-executive
director). During the period relevant to this report,
the Society’s Chief Executive was always an actuary.
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8

The Society has no shareholders, so the scope for
conflict between the interests of policyholders and
shareholders which can occur in a proprietary life
insurance company does not arise.
The Society’s annual general meetings are open to
its members and consider standard items, including
the election of directors. Matters not included in
that standard agenda are treated as special
business. The voting rights of individual members
are defined in articles 24(3) and 24(4) of the
Society’s Articles of Association. On a poll, each
member is entitled to one vote for every £1,000 of
the sum assured of the with-profits policies that
member holds, limited to a maximum of ten votes.

9

The Society’s Articles of Association during the
period covered by this report made provision for
an ‘Actuary’ to carry out a valuation at least
triennially. The Society was the first life insurance
company to use the title ‘Actuary’, having
introduced the term in the 18th century.

10

The initial holders of this post (particularly William
Morgan) are credited with much of the early
development of actuarial science. With the passage
of time, the designation ‘Actuary’ (and later
‘General Manager and Actuary’) became the
Society’s title for its Chief Executive – although this
is no longer the case.

The nature of the Society’s business
11 In the 1950s, Equitable were a relatively small
mutual company, selling largely retirement plans –
in particular, to university staff under the Federated
Superannuation Scheme for Universities. This
source of business disappeared in the early 1970s,
when the Federated Scheme took the management
of its pension business in-house.
12

10

The Society at that time embarked on a new
strategy of active marketing to the upper end of
the pensions market, concentrating on high netEquitable Life: a decade of regulatory failure

worth individuals. It developed new products, a
sales force and a branch network.
13

That new strategy was successful, and growth
between 1970 and 2000 was substantial. According
to the Society’s published accounts, at the end of
1970, 1988 and 2000 the total value of funds under
management was, respectively, £113 million, £4,163
million and £33,899 million.

14

The Society’s business was largely pensions
business. Equitable did write some non-pensions
business, ranging from endowments to school fees
policies, but this was far less financially significant.

15

Equitable sold both individual and group pensions
business. Individual products were mainly aimed at
the market for high net-worth self-employed
individuals, and, in particular, self-employed
professionals. The Society also provided pension
annuities to individuals on their retirement or to
trustees to provide an income when scheme
members retired.

16

Group products were sold to trustees of
occupational pension schemes and included
investment products aimed at small to medium
size occupational schemes. Those products were
also sold as additional voluntary contribution
arrangements for larger schemes, including both
the National Health Service and Principal Civil
Service pension schemes.

17

While the Society wrote other sorts of pensions
business, it was best known for its with-profits
products. The option of a broadly-based fund
where the Society made the investment decisions
and the results were smoothed was attractive to
many investors. As a result of this and of the
Society’s concentration on pensions business, the
majority of the business it sold constituted withprofits pensions.

18

Over time, Equitable developed other products to
help maintain their position. The Society was one
of the first offices to introduce with-profits
annuities and income drawdown products. It also
allowed combinations of with-profits and unitlinked investments within the same policy.

The distinctiveness of Equitable
19 In addition to being regarded as the oldest mutual
life insurer in the world and as important to the
early development of actuarial science, the Society
was distinctive in other ways related to the nature
of its business and its commercial policies.
20

21

22

The pension savings products sold by Equitable
were generally more flexible than other products
available in the market. In particular, under its most
popular pension policies the Society did not
require policyholders to make regular or minimum
premium payments every year.
In addition, policyholders did not have to choose a
specific retirement age when purchasing a policy.
This meant that those who retired ‘early’ with an
Equitable policy typically avoided some of the
penalties that could be imposed by other insurers,
so that those policyholders were free to retire at
any age that was permitted under what were then
the Inland Revenue rules relevant to the product.
Another way in which it was distinctive was the
nature of the guarantees contained within the
Society’s products. The Society provided a range of
guarantees on its with-profits pension products,
although those of its policies issued in later years
did not contain all of those guarantees. However,
unlike some other life insurance companies at the
time, the Society did not impose explicit charges
for these guarantees via an addition to the
premium charged or a deduction from each policy’s
share of the assets of the with-profits fund.

23

The Society provided three main types of
guarantee. Although many life insurance companies
provided similar guarantees, Equitable differed in
their application of those guarantees. Such
guarantees were also provided on an unusually high
proportion of the Society’s business and a
significant proportion of that business contained
all three guarantees.

24

The first guarantee provided by the Society was
that policyholders would receive full benefits on
retirement, without penalty. However, while most
other insurance companies generally restricted this
guarantee to one particular age, usually selected by
the policyholder at the outset, Equitable provided
this guarantee at a wide range of ages.

25

The second guarantee provided by the Society was
in the form of a guaranteed investment return,
which meant that the guaranteed benefits available
to policyholders (based on the sum assured) would
grow at a minimum rate each year whatever the
Society’s actual investment performance had been.
This guaranteed investment return was not included
within new policies sold from 1996 onwards.

26

Equitable differed from most other companies
because the level premium policy structure of
those other companies normally meant that only
future premiums paid at the initial level would
benefit from guarantees in the original policy. Most
other companies had ceased to offer guaranteed
investment returns by 1990, although some
continued to offer them into the mid-1990s.

27

However, with the Society, future premium
payments in respect of policies which already
contained this guarantee (including recurrent single
premium policies where policyholders had the right,
but not the obligation, to pay further premiums)
continued to benefit from this guarantee.
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28

29

30

31

32

The third guarantee provided by the Society was in
the form of the guaranteed annuity rates it wrote
into some of its policies. Those guaranteed the rate
at which the proceeds available at retirement
(based on the sum assured plus associated
bonuses) would be converted to pension – and
thus the minimum amount of pension available at
retirement.

different classes of policy thereby created were
held in one fund.
33

Nor was there a separate bonus series declared or
any differentiation in treatment between the
various classes of individual pension policyholders
in terms of the level of bonuses declared by
Equitable, despite the changes in policy terms and
the associated guarantees that had occurred.

34

The guaranteed annuity rates provided by the
Society were more generous than those provided
by most other companies. Those guarantees were
also more flexible, as they gave policyholders the
option to apply the guarantees over a wide range
of ages rather than the more usual practice of
applying them at a single age.

Equitable differed from other life insurance
companies in other ways. One example was that,
from the 1987 bonus declaration onwards, the
Society began to illustrate in annual bonus
statements, under the heading of ‘Present value of
the fund’, the policy value for each policyholder,
including the value of terminal (or ‘final’) bonus.

35

Under the terms of most of the Society’s policies
containing those guarantees, including the
comparatively high proportion of recurrent single
premium policies, benefits purchased by future
premiums would also enjoy the same guarantees. In
this respect, the Society differed from most other
companies who restricted the amount of future
premium payments that could benefit from such
guarantees.

Those bonus notices explained that the amount of
final bonus payable was not guaranteed and that it
might vary as financial conditions altered. Those
notices also said that, when benefits were
ultimately taken, the amount of final bonus could
be less than the final bonus illustrated. Other
companies typically provided less information than
this, or focused only on the guaranteed benefits.

36

Another example of the Society’s distinctiveness
was its bonus policy introduced from 1989.
Equitable stated that this reinforced their
philosophy of providing a ‘full and fair’ return to
policyholders. The Society treated its with-profits
policyholders as participating in a managed fund1,
which allowed them to benefit from investments in
a wide range of assets2.

37

In the Society’s accounts for 1992, its then
President said:

The Society stopped providing guaranteed annuity
rates on new policies from June 1988, although new
members of some existing group schemes
continued to be provided with policies containing
guaranteed annuity rates until the early 1990s.

At the time of the changes made by the Society to
remove guaranteed annuity rates and, subsequently,
to remove guaranteed investment returns from the
policies it wrote, no new fund was established by
the Society. Thus the assets held in respect of the

1

This view was set out by two actuaries employed by the Society in a paper, ‘With Profits Without Mystery’, presented to the Institute of
Actuaries and to the Faculty of Actuaries in 1989 and 1990. This paper was, much later, to become the most famous exposition of the
Society’s approach.
2 See also, for example, Section C of the Society’s With-Profits Guide as at 1 July 1997.
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In the Equitable we pride ourselves on
allocating earnings from our investments across
all classes and durations of contact in as fair
and consistent a manner as possible. The
fundamental philosophy is that each generation
of policies should receive benefits commensurate
with the earnings produced during its lifetime.
Beyond the bounds of normal commercial
prudence, it would be alien to our culture to
hold back benefits from one generation to
build reserves for a future generation.
38

39

40

41

Equitable thus did not maintain an estate – that is,
assets in excess of the amount needed to meet
policyholder benefits, including terminal bonus.
Apart from maintaining what was sometimes
referred to as a ‘revolving estate’ to provide some
working capital, the Society said that it made a full
distribution to its participating policyholders.
The Society also considered that all its
policyholders should get a fair return, which
reflected investment earnings during the period of
their membership, whilst avoiding short-term
fluctuations in those earnings.

42

In order to do this, the Society decided to allocate
a single growth rate, adjusted for tax, as
appropriate, to the total policy fund of all policies,
irrespective of policy duration or the guarantees
they contained.

43

The total policy fund equalled the policy value
illustrated to policyholders each year. Also, each
year, the guaranteed funds of each policy (which, at
the outset, equalled the sum assured) were
increased by the addition of the guaranteed
investment return and any declared reversionary
bonuses. The amounts of the guaranteed funds
were shown in the statements sent to
policyholders each year.

44

The rate of growth of the guaranteed funds was
intended to be lower than the rate of growth
applied to the total policy fund. Thus, under the
Society’s new system, final bonus represented the
amount required to lift the guaranteed benefits up
to the total policy fund value.

45

Policyholders were also told in the Society’s
Annual Report and Accounts and, from 1993, in its
With-Profits Guides, about the investment returns
earned on the with-profits fund in the year and,
starting with the 1989 Annual Report and
Accounts, policyholders were also informed of the
returns which had been allocated to their total
policy funds.

46

A further example of its distinctiveness related to
the Society’s approach to the adjustment of policy
values, equal to the total policy funds, applicable
on surrender.

Prior to 1989, Equitable aimed to achieve this using
a bonus system similar to that of other life
insurance companies writing with-profits business,
in that the Society declared different levels of
terminal bonus for policies maturing at different
durations since commencement.
For the 1989 bonus declaration, the Society
changed its bonus system and introduced the
concept of a ‘total policy fund’ for each policy,
which started at the amount of the sum assured
and subsequently grew by an amount that
represented accumulated bonuses, including
terminal bonus.
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47

48

49

50

Where policy values, including terminal bonus,
were in excess of the market value of underlying
assets, it was common for life insurance companies
to use market value adjusters in order to restrict
the benefits paid to policyholders who withdrew
from the fund at times other than at maturity,
death or retirement. It was also common for such
companies to penalise policyholders who were in
theoretical breach of contract by surrendering their
policy before the contractual retirement or
maturity date.
In common with other life insurance companies, at
certain times Equitable applied market value
adjusters to reduce payouts on non-contractual
withdrawals from the with-profits fund. The
Society’s stated aim when applying such adjusters
was to protect remaining policyholders. This was
achieved by paying surrender values that
approximated to the market value of the
underlying assets of each policy if this amount
were less than the value of its total policy fund.
However, unlike other companies, Equitable said
that they did not use market value adjusters unduly
to penalise surrendering policyholders. For this
reason, the approach Equitable adopted was to
apply market value adjusters only if significant
numbers of policyholders were judged to be
seeking to take advantage financially of the withprofits fund.
The Society said that this was done to ensure that
continuing policyholders were not disadvantaged
by withdrawing policyholders being paid more than
their fair share, measured by market value, of the
underlying assets.

51 The Society’s practice in this respect during the
1990s was more generous than that of most other
life insurance companies. Before November 1992,
most of its surrender values were not adjusted –
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although some, involving large amounts payable to
individual policyholders and all those in respect of
group schemes, did suffer such adjustments.
52

From November 1992, adjusters were applied to all
surrenders at various levels until such adjusters
were withdrawn in March 1997. Adjusters were
reintroduced in July 2000 and then applied to all
surrenders.

53

Yet another example of the distinctiveness of the
Society relates to the fact that it did not pay
commission to third parties for the introduction of
a potential investor to the Society’s sales force and
was said by the Society to be a reason for its low
expenses.

54

The combination of these distinctive features of
the Society’s business was not in itself problematic.
However, as the external environment changed, the
combination of those features eventually would
have profound effects.

55

Briefly in late 1993 and early 1994 and continuously
from April 1995 onwards, the Society’s guaranteed
annuity rates became generally more favourable
than its then current annuity rates.

56

As a result, the application of a single growth rate
to the total policy fund in respect of all policies
would have meant that those policyholders whose
policies contained guaranteed annuity rates could
receive a greater proportion of the surpluses than
was, in the Society’s view, compatible with its
stated approach to ‘full and fair’ distribution.

57

In order to deal with this situation, the Society
introduced what came to be known as the
‘differential terminal bonus policy’ to enable it to
continue to reflect the Society’s philosophy of ‘full
and fair’ distribution to all its policyholders in its
bonus policy.

58

59

Under the differential terminal bonus policy, the
amount of final bonus payable when a policyholder
took benefits under a policy would be dependent
on the form in which those benefits were taken –
that is, either a guaranteed annuity of a specified
type or a current annuity where a wider choice of
benefits was available, such as index-linked or jointlife annuities.
In particular, if the guaranteed annuity were taken,
the level of terminal bonus was reduced from the
rate that otherwise would have applied – restricting
the amount of the annuity so that its value
equalled the value of an annuity available at the
then current rate, in respect of which the full
amount of terminal bonus was awarded.

63

At all times relevant to this report, it was
commonly accepted that the reasonable
expectations that the policyholders of a withprofits life insurance company possessed would be
influenced by, among other matters, the
illustrations, marketing material and other
information that had been provided to them.

64

There was therefore a direct link between the
Society’s method of illustrating benefits and the
expectations that its policyholders would have as
to what benefits they would receive in normal
circumstances.

65

The introduction of the differential terminal bonus
policy in this context thus added to the
distinctiveness of the Society. While some other
companies also adjusted terminal bonuses in a
similar way in the type of circumstances which
faced the Society from 1995 onwards, those
companies tended to illustrate benefits to their
policyholders without including terminal bonus in
the illustrations and often had separate bonus
series for policies with and without annuity rate
guarantees.
This meant that the expectations of their
policyholders may have developed in a different
way from those that the Society’s policyholders
were likely to possess.

60

The operation of the differential terminal bonus
policy, however, did not reduce the amount of the
resulting annuity to below the amount provided by
the application of the guaranteed annuity rate to
the amount of the guaranteed fund value.

61

Notes to the Annual Statements provided to
policyholders, included from the Statements for
the year ending 31 December 1995 and
subsequently, gave a brief description of the
differential terminal bonus policy3. However, at that
time no other indication was given to the Society’s
policyholders of the effects of that policy.

66

Whether the operation of the differential terminal
bonus policy was consistent with the
understanding that the Society’s policyholders had
developed of the terms of their policies and the
nature of the Society’s approach was a question
which was central to what those policyholders
might reasonably expect from the Society.

The Society’s reputation
67 While the Society was distinctive in important
ways, some of which were, in combination, to have
significant adverse consequences in due course,
the Society had a generally excellent reputation
until the differential terminal bonus policy began
to be questioned and challenged.

62

3

For example, for the year ending 31 December 1995, the note said ‘the total fund values include amounts of final bonus which are not
guaranteed and may vary. In addition, where the policy provides a guarantee of terms on which annuity benefits can be secured, the
final bonus then payable will take account of the cost of providing that guarantee. The fund available at retirement may therefore be
less than the total shown, but would not be less than the guaranteed value’. In 1997, some categories of policyholder received only an
abbreviated note. No notes were included in the statements for the years ending 31 December 1993 or 31 December 1994.
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68

69

During the 1980s and 1990s, Equitable had built up a
reputation for good customer service, provided by
skilled and efficient staff. The Society had said that
it had invested significant resources in developing
its administration systems4, which were at the time
generally considered to be efficient and were, for
example, used to administer contracts for other
insurers, as well as those systems being sold to
third parties.
Equitable also told policyholders that the Society’s
expenses were low compared to other offices due
to these efficient systems5. In addition, Equitable
had developed good management information
systems that were said to allow regular and
detailed monitoring of expenses and investment
policy. Equitable were generally seen as a market
leader, albeit one that was, in certain respects, out
of step with the rest of the industry.

The events leading up to closure to new business
70 As I have noted in paragraph 57 above, with effect
from 1 January 1994 and in a context of reducing
interest rates and of improving longevity6, the
Society introduced what became known as its
differential terminal bonus policy.
71

72

That policy was introduced in order to deal with
the cost of meeting the guaranteed annuity rates
within its older policies, which had become more
advantageous to its policyholders and thus more
onerous for the Society than the current annuity
rates otherwise available.
Interest rates continued to fall during the 1990s.
The actuarial profession undertook work to review
industry practice in the light of the fact that
guaranteed annuity rates generally were then, in

4

that low interest rate environment, starting to
exceed current annuity rates.
73

In June 1998 and in the light of the profession’s
work, GAD, with the permission of the prudential
regulators, surveyed the approaches of life
insurance companies to reserving for annuity
guarantees.

74

The analysis undertaken by GAD of the results of
that survey found that, while eight companies gave
general cause for concern in terms of the approach
adopted by those companies to this question,
Equitable and one other company were notable
exceptions to industry practice and were of
particular concern.

75

This was because those two companies did not hold
adequate reserves to cover the liabilities which
existed in respect of these policies and GAD were
concerned about their ability to meet their statutory
solvency requirements once they did so reserve.

76

From October 1998 onwards, the Society, the
prudential regulators and GAD entered into
extensive discussions about the regulatory
requirements concerning reserving for annuity
guarantees and the consequent need for the
Society to establish significant reserves to cover
the liabilities which arose from its policies which
contained guaranteed annuity rates.

77

In 1999, Equitable entered into a financial
reinsurance arrangement with IRECO, a reinsurer
based in Dublin, in order to seek to mitigate the
impact of the reserving requirements to which the
prudential regulators and GAD had now insisted
that the Society had always been subject.

See, for example, the Annual Report and Accounts as at 31 December 1989: The President’s Statement, pages 3 and 10, and the Annual
Report and Accounts as at 31 December 1991: The President’s Statement, page 3.
5 See, for example, the Annual Report and Financial Highlights as at 31 December 1997: The President’s Statement to Members, page 4.
6 Which affected the annuity rates that were generally available to a policyholder when benefits under a pension policy were taken.
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78

That arrangement, which had been ‘backdated’ to
31 December 1998 and was first relied on in the
Society’s regulatory returns for 1998, was
contingent on the Society maintaining its
differential terminal bonus policy.

79

Whilst now reserving as GAD required, the effect
of the way that the Society treated the
arrangement with IRECO in the calculation of its
long term liabilities was to reduce that amount by
£809 million as at the end of 1998, and by £1,098
million as at the end of 1999.

80

In the meantime, complaints had begun to be
made to Equitable and to the Personal Investment
Authority Ombudsman about the Society’s
operation of the differential terminal bonus policy.

81

On 15 January 1999, in response to those complaints
about the legitimacy of their approach, Equitable
instituted a legal action against a representative
guaranteed annuity rate policyholder, Mr Hyman,
to seek confirmation from the Court that the
Society’s approach was lawful and within the
discretion of its Board. The Society funded
Mr Hyman’s costs. The policy document which was
at the centre of those proceedings is reproduced
in Part 4 of this report.

82

83

According to papers lodged with the Court,
Mr Hyman had been chosen as the representative
defendant because he was the only policyholder
from among those who had made formal
complaints to the Personal Investment Authority
Ombudsman who had already taken retirement
benefits.
On 9 September 1999, the High Court ruled that
the Society was entitled to operate its differential
terminal bonus policy, but Mr Hyman was given
leave to appeal.

84

On 21 January 2000, the Court of Appeal gave
judgment against Equitable by a majority of two to
one. The Society was granted leave to appeal to
the House of Lords and was permitted by the
Court in the interim to continue to operate its
differential terminal bonus policy pending that
appeal – subject to the assurance that, if the Court
of Appeal’s decision were to be upheld, Equitable
would pay additional sums in respect of any
retirement or maturity after the date of the
decision of the Court of Appeal.

85

On 20 July 2000, the House of Lords handed down
its decision and held that Equitable could not apply
different rates of bonus depending on whether or
not a policyholder took benefits based on
guaranteed annuity rates. The House of Lords also
held that the Society could not pay lower bonuses
to policyholders with annuity rate guarantees as a
class than those paid to the class of policyholder
whose policies did not contain such guarantees.
The differential terminal bonus policy could no
longer be applied.

86

The decision of the House of Lords had a
significant and immediate financial impact on the
Society. The decision of the House of Lords meant
that the Society could not ‘ring-fence’ groups of
existing policyholders from its effects. The
increased costs to the Society had to be charged to
the entire with-profits fund, and shared among all
those holding at that date all types of with-profits
policies, whether or not those policies contained
an annuity guarantee.

87

In the absence of the operation of the differential
terminal bonus policy, the ability to take benefits in
guaranteed annuity rate form became significantly
more attractive. The Society was now required to
apply, without reduction of terminal bonus, the
guaranteed annuity rate to the total policy funds of
those policyholders whose policies contained such
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capable of providing capital support and
therefore ensuring continued investment
freedom. The proceeds of [a] sale to such a
parent will mitigate the reduction in benefits
that with profits policyholders not taking
[guaranteed annuity rate] benefits would
otherwise suffer.

rates where they elected to take benefits in this
form. This meant that it had become more likely
that policyholders would so elect.
88

89

90

91

Equitable now had significantly increased liabilities
against which they held much reduced assets. This
was in part because the financial reinsurance
arrangement, for which credit of £809 million and
£1,098 million, respectively, had been taken by
Equitable within their regulatory returns to the
prudential regulators in respect of 1998 and 1999,
could no longer be relied upon.
As the continuation of that arrangement had been
conditional upon Equitable maintaining the
differential terminal bonus policy, which the House
of Lords had held to be unlawful, the financial
reinsurance arrangement now needed to be
re-negotiated, which it was subsequently. The Society
thereafter relied upon that arrangement again within
its 2000 regulatory returns, although the credit taken
was reduced to approximately £500 million.

In the face of all this, the Society immediately
announced that it was seeking a buyer, saying that:

18

On 26 July 2000, Equitable further announced that, in
the light of the decision of the House of Lords, the
Society had set new final bonus rates. For with-profits
policies where benefits were taken in guaranteed
annuity form, the Society said that those policies
would ‘receive higher benefits than would have been
available under the Society’s previous approach’. For
with-profits policies which did not contain an annuity
guarantee, or where the guaranteed annuity was not
selected, the Society said:
These policies will receive lower growth in the
current year than would otherwise have been
the case as a result of the need to cover the
increased GAR benefits. There will thus be no
growth on these policies’ funds from 1 January
2000 to 31 July 2000…’ 7.

The decision of the House of Lords had other
effects. In the words of the Society’s press release
of that day, that decision also would ‘increase the
Society’s statutory reserves and that will diminish
the Society’s capital strength and reduce its
investment freedom’.

Despite the Society’s long commitment to
mutuality, the Board has concluded that
members’ interests will be best served by the
sale of the business to an organisation
7

92

However, the Society went on to say that a
particular aim of the sale of the business was to
replace this loss of growth of policy funds.
93

One further result of the House of Lords’ decision
was that it now appeared that policyholders with
policies containing guaranteed annuity rates who
had taken benefits between 1 January 1994 and 19
July 2000 had been presented with information
about their options which had been incorrect.

Internally, on 27 July 2000 Equitable described the broad effect of these changes as being: ‘For the main classes of business, current
policy values before 20 July 2000 for contractual benefits were achieved by rolling forward the 31 December 1999 values by a given
growth rate. The Board has decided that a reduction in policy values of around 5% is necessary and this will be achieved by giving no
growth for the first seven months of this year and resuming the appropriate interim overall rate of return with effect from 1 August
2000’. In relation to with-profits annuities, Equitable said that: ‘such policies cannot be transferred and thus a more gradual approach
can be taken to adjusting rates. Therefore a reduction of 1% p.a. will apply in the growth rates for with-profits annuity contracts to
avoid too sharp a discontinuity in income levels’. The Society also changed its terms for non-contractual exits from the with-profits
fund by introducing a 20% deduction to final bonus.
Equitable Life: a decade of regulatory failure
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In response to this problem, in December 2000 the
Society launched a Rectification Scheme, with the
objective of putting policyholders in the position
they would have been in had final bonus rates been
set in accordance with the principles set out within
the House of Lords’ decision at the time at which
they had taken benefits.

95

The announcement on 8 December 2000 that
Equitable had closed to new business with
immediate effect, following the failure of an
attempt to effect a sale of the Society’s business to
another insurer, came as a shock to many of its
members and to outside observers.

96

99

Regulatory response
97 The closure of the Society to new business also
attracted a regulatory response. The FSA – the
body by then responsible under contract for
exercising on behalf of the Treasury and the
Personal Investment Authority (one of the conduct
of business regulators) various regulatory powers in
respect of insurance companies such as Equitable –
issued a press notice on 8 December 2000.
In this notice, the FSA said that:
The Society has worked closely with the… FSA
since its decision to put itself up for sale. We
have been in particularly close touch since it
became apparent in recent days that an offer

The press notice continued:
The FSA has stressed the importance of the
Equitable providing comprehensive and timely
information to its policyholders so that they
can consider their options fully… The FSA will
continue to monitor closely the operations of
the Equitable. The Society continues to meet
the statutory solvency requirements.

Equitable had been viewed as a well-regarded
institution with a venerable and proud tradition.
However, the attempt at sale still failed. While
many companies had expressed some interest in
purchasing the Society, none put in a formal bid
after examination of the Society’s financial
position.

The aftermath of closure to new business

98

for the Society might not, in the event, be
made. As the management of the Equitable
said after the House of Lords judgment, the
institution’s special circumstances meant that a
sale was in the best interests of policyholders,
as it would provide the investment flexibility
necessary to permit long-term continuation of
business as normal. The Society will now need
to review its investment strategy and, as is
normal in a closed fund, this is likely to lead to a
progressive move away from equities to lower
risk investments over time.

Sale of parts of the business
The Society continued to make efforts to mitigate
the impact of the House of Lords’ decision on its
financial stability and future prospects. On
22 December 2000, it was announced that the
Society’s wholly-owned subsidiary, the Permanent
Insurance Company Limited, was to be sold – which
it subsequently was, to Liverpool Victoria Friendly
Society.

100

101

On 5 February 2001, Equitable announced that,
through a deal agreed with Halifax Group, the
Society had raised capital by reinsuring its nonprofit and unit-linked business (including
index-linked policies, but excluding annuities) and
by selling its sales force, its asset management
function, and its customer services division.
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102

As a result, additional future payments, conditional
on sales performance and on the implementation
within a set timescale of a scheme of arrangement
under section 425 of the Companies Act 1985
(commonly known as a Compromise Scheme), were
to be made to the Society.

103

Despite these sales of parts of its business, the
Society continued to face significant financial
uncertainty in a context of difficult market
conditions, with the stock market falling by 10%
during 2000 and by a further 15% during 2001.
Those conditions were reflected in a market value
adjuster applied to non-contractual exits, which
had been set at 10% from when the Society closed
to new business, and which was increased on
16 March 2001 to 15%.

104

On 28 February 2001, the new Chairman of the
Society said, in an open letter to policyholders
that:
… the [with-profits] fund is intact and solvent
and has been strengthened by the Halifax first
instalment of £500m. However, the potentially
open-ended nature of the [guaranteed annuity
rate] policies means that the position is
unsatisfactory for all policyholders and
investment freedom is constrained. A
compromise agreement… will allow us to
stabilise the [guaranteed annuity rate] costs
and will trigger a further large payment from
the Halifax. The combination of these should
restore the investment freedom of the fund.

Policy value cuts
On 16 July 2001, Equitable announced to the
Society’s policyholders that the Board had decided
to reduce final bonuses on all with-profits policies.

their value as at 31 December 2000, with reductions
made of 14% in the value of all non-pension withprofits policies. Those cuts reduced previously
notified accumulated terminal bonuses but could
not reduce benefits on any particular policy below
the level of its guaranteed fund. Similar cuts to the
benefits to be paid under with-profits annuities
were also made at a later date.
107

That decision had been taken, Equitable said,
following analysis of the Society’s cash flows,
premiums, the rates of policies maturing and being
surrendered, and the value of investments
underlying the fund – and after assessment had
been made of the Society’s obligations to all its
policyholders in the context of the ‘fundamental
uncertainties’ which Equitable now faced.

108

The press release issued by the Society to
accompany this announcement explained that the
rationale for these reductions in policy values had
been informed by ‘the need to ensure fairness
between all policyholders’ and that these
reductions had been ‘vital for the long-term
interests of the Society and its policyholders’.
Equitable explained that:
The decision was taken, and could not be
delayed, because:


Stock markets have fallen heavily over the
last 18 months;



Maturity values now significantly exceed
the value of the investments underlying
maturing policies; [and]



As a mature fund, a large number of
policyholders are currently retiring and
taking their benefits.

105

106

20

The total policy funds of each with-profits pension
policy were reduced by an amount equal to 16% of
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We firmly believe that a successful
compromise would offer the best prospect of
bringing stability to the with-profits fund and
improving the outlook for worried
policyholders. We think that today’s proposals
offer a sensible basis on which Equitable Life
can consult its policyholders…

The Compromise Scheme
109 In September 2001, Equitable published proposals
for a scheme of arrangement under section 425 of
the Companies Act 1985 through which, in the
words of the press release which accompanied the
publication of the detailed proposals, ‘all withprofits policyholders [would] give up some rights in
exchange for increases in their policy values’. As
already noted, such arrangements are often
referred to as Compromise Schemes.
110

Our concern is to ensure that the interests of
all Equitable Life’s policyholders are properly
taken into account. We are keeping Equitable
Life’s financial position under continuous
review. We have also obtained independent
legal advice on the issue of whether Equitable
Life may be exposed to potential claims for
compensation by non-[guaranteed annuity
rate] policyholders with a realistic chance of
success… Our formal assessment of the final
scheme later this year will examine whether,
for each relevant group of policyholders, the
proposal put to them is a fair exchange for the
rights they are being asked to give up. If that
test is passed, we will also look to see that the
scheme does not give disproportionately
greater benefits or disbenefits to some
policyholders.

Equitable explained that the ‘key points’ of the
Society’s proposals were:


that they were based on the four principles of
‘fairness, clarity, mutuality, and legality’;



that all policyholders were ‘being asked to give
up some rights in exchange for greater
certainty, more investment freedom, and the
possibility of higher investment returns in the
future’;



that the proposals would settle the guaranteed
annuity rate issue through the provision to
those policyholders who held policies with such
guarantees of, on average, ‘an increase of 17.5%
in their policy values in exchange for giving up
their rights’ to the guaranteed rates; and



that those with-profits policyholders without
policies which attracted such guarantees would
‘receive an increase of 2.5% in their policy
values in exchange for giving up any rights to
make claims against the Society’ which arose
from the costs of the guarantees.

112

On 1 December 2001, the Society sent to its
policyholders the Compromise Scheme proposal
documentation (the ‘Circular’). The Circular made
clear that, although the Society remained solvent
at that time, it faced a number of ‘serious
problems’ that the scheme would help to address.
The key benefits to policyholders of the scheme
were described in the Circular as being:


111

On 20 September 2001 (the day on which the
Society published its proposals for consultation on
its Compromise Scheme), the FSA made a
statement on the proposals, in which it was said
that:

[guaranteed annuity rate – GAR] policyholders
as a group will receive fair value for the loss of
their GAR Rights and the waiver of their GARRelated Claims;
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114



Non-GAR Policyholders as a group will receive
fair value for the waiver of their GAR-Related
Claims;



the financial strength of the Society will be
improved and the Society will have a more
flexible investment policy than it would have
if the Scheme did not become effective;



all policyholders (including the Society’s nonprofit annuitants) will have greater certainty
going forward in that their contractual
benefits will have greater certainty of being
paid; and



£250 million will be made available by Halifax
to the Society’s With-Profits Fund if the
Scheme becomes effective on or before 1
March 2002.8

On 10 December 2001, the FSA published their
formal assessment of the Society’s proposals. This
followed correspondence with the Society during
the previous month – in which the FSA had
signalled that, subject to the resolution of
outstanding points, they saw no regulatory
obstacles to the successful sanctioning of the
Compromise Scheme. That assessment is
reproduced in full in Part 4 of this report.
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The press notice accompanying the FSA’s
assessment of the Compromise Scheme – which is
also reproduced in Part 4 of this report – quoted
one of its Managing Directors as saying:
The FSA has already said that a successful
compromise would, in principle, offer the best
prospect of bringing stability to Equitable Life’s
with-profits fund and so improving the
outlook for policyholders. Having taken into
account all the relevant considerations, we
have concluded that the proposed
Compromise now put forward is a fair offer
for the rights and claims given up…
The FSA is not required to approve the
proposed Compromise but it does have
powers to take action in order to protect the
interests of policyholders. We have concluded
that, taken in the round, the Compromise is a
fair offer and we saw no reason to intervene
to stop the proposals being put to
policyholders.

Policyholders were advised that the statements
and information set out in the Circular superseded
the information, statements and opinions
contained in the consultation documentation and
otherwise made available by or on behalf of the
Society in the past. Policyholders were therefore
advised to rely only upon the information in the
Circular when making their decision as to how to
vote.9

8 Page 17 of the Circular.
9 Page 5 of the Circular.
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The FSA’s assessment of the proposed
Compromise does not constitute a
recommendation by the FSA as to how
individuals should vote; our view reflects the
merits of the scheme overall. Individual
policyholders must of course decide how they
themselves vote in the light of their own
individual circumstances.
116

Following the votes of affected policyholders in
favour of the Compromise Scheme, on 8 February
2002 the High Court gave its sanction to that
Scheme. This bound all those who were members
of the Society at that date to its terms.

the House of Lords decision in July 2000, we
had to reduce the value of with-profits
policies. We did this, other than for withprofits annuities, by reducing the policy value
by 5% at that time. We made significant
further reductions in July 2001, April 2002, and
July 2002. This means, allowing for bonuses,
our other with-profits policyholders have
suffered an overall reduction of about 20%.

Further policy value and other cuts
117 Despite the action taken by the Society to stabilise
the with-profits fund, to improve the financial
strength of that fund, and to provide policyholders
with greater certainty that their contractual
benefits would continue to be paid, further cuts
followed the Compromise Scheme. First, these
were in the form of a maturity adjuster. In
announcing this, Equitable said that:
… with effect from 15 April [2002], the maturity
value for a UK pension policyholder choosing
to take maturity now will be the indicative
policy value calculated allowing for the new
bonus announcements, adjusted down by 4%.
The maturity value of a policy will not be
lower than the guaranteed value of that
policy.
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So far we have largely protected you from
these falls. In fact, you and other with-profits
annuitants have generally received a positive
investment return of about 14% over the same
period… It was possible for us to phase the
cuts to with-profits annuities in the hope of
improved financial conditions. Unfortunately,
because conditions have not improved we can
no longer keep doing this. This basically means
that with-profits annuities, like yours, are now
out of line by about 30%.

In July 2002, the level of the maturity adjuster was
increased to 10%.
118
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The extension of similar reductions to with-profits
annuities was announced later in 2002, resulting in
significant reductions in annuity payments over the
following two years. This was the result of the
recognition that it would no longer be possible to
delay the reductions to final bonus equivalent to
those previously made for other groups of policies.
A letter sent by the Society on 15 November 2002
to its with-profits annuitants to announce those
reductions in their income set out the scope of the
various cuts that had been made since the decision
of the House of Lords in the following way:
Since 20 July 2000, our decisions on bonuses
have been particularly affected by the falling
value of investments in stocks and shares, the
costs of the guaranteed annuity rates… and
increases in the money we set aside for
potential claims for compensation. Following

That letter continued by explaining to annuitants
that:
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The Society’s letter then set out the action that
would be taken by Equitable to remedy this
position during the following year – being a
reduction in the total value of with-profits
annuities ‘by up to 20%’, the declaration of a zero
rate of return for all such annuities in respect of
2002, and an increase from 1% to 1.5% in the annual
adjustment made to the value of each annuity. The
letter also said that there would be further
reductions in a year’s time for most annuities.

Further developments
122 The Society has continued to seek ways of bringing
stability to its remaining business. Following approval
by the Court, the Society effected the transfer of the
bulk of its non-profit annuity business, with reserves
of £4.6 billion, to Canada Life – completing this
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transfer on 12 February 2007. On 1 June 2007, the
Society completed the sale of its subsidiary company,
University Life, to Reliance Mutual. The Society
announced on 2 January 2008 that the transfer to
Prudential of its with-profits annuity book, with
reserves of £1.7 billion, had been completed.

and inquiries have been undertaken into the
professional and regulatory aspects of the events
which led to that closure. Complaints and litigation
have also been initiated.
The FSA review of regulation and the Baird Report
On 22 December 2000 – two weeks after the
closure of the Society to new business and
following an announcement that day by the
Treasury that such a review would be established –
the FSA published the terms of reference for an
internal review they would undertake.

125
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In the Society’s Annual Report and Summary
Financial Statements 2007, considered at its annual
general meeting on 19 May 2008, its Chairman and
Chief Executive both said that:
2008 is likely to be a key year in deciding the
longer term future of the Society. The Society
can run its existing policies to maturity or it
may be able to transfer them to one or more
third parties who can provide the prospect of
better outcomes for policyholders. The
options should become clear during 2008…
The Society is now stable and secure and it
can foresee running its business, paying policy
benefits as they fall due, for many years. The
Society will remain closed to new business and
will gradually run down as policies mature.
This is known as ‘run-off’.
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Those terms of reference included consideration of
how the various functions the FSA had exercised
on behalf of those given statutory responsibility
for the regulation of insurance companies had been
discharged in relation to the Society. That review
led to the Baird Report (see paragraphs 129 to 132
below).
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The FSA explained the thinking behind the
establishment of the review thus:
The [FSA] Board believes that it is good
discipline to learn the regulatory lessons from
episodes such as this while acknowledging the
fact that the Equitable remains solvent and
has not failed. Under these circumstances,
the Board has asked the FSA’s executive
management to produce a full account of
its regulation of Equitable Life for its
consideration. It will cover the period from
1 January 1999 until… closure to new business
on 8 December 2000. It will also set out the
background and events leading up to the FSA
assuming formal responsibility for prudential
insurance regulation on 1 January 1999.

In 2008 we are inviting other companies to say
what they could do to improve the prospects
for policyholders. If we believe that one or
more can provide a better option for
policyholders than run-off, we will choose the
best proposal and recommend it to you. We
emphasize that no such change would take
place without the approval of members.

Reviews, inquiries, complaints and
litigation
124
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Other developments occurred in the aftermath
of the Society’s closure to new business on
8 December 2000. Since then, a number of reviews
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The terms of reference for this review were to
cover:



the FSA’s discharge of the functions (under
the Insurance Companies Act 1982) which
it undertakes as delegate for HM Treasury;
and



the Personal Investment Authority’s…
discharge of its functions as a recognised
self regulating organisation (under the
Financial Services Act 1986).

The scale of Equitable Life’s potential liability
from the unmatched interest rate exposure,
which it created when it wrote its [guaranteed
annuity rate] business, and the scale of the
future profits it had already taken into
account combined to leave Equitable Life
seriously exposed to any further financial
shock.
131

and the resulting report would:
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describe the background and events
leading up to the FSA’s assumption of
responsibility for the prudential regulation
of the Equitable Life on 1 January 1999;



describe the course of supervisory work
from then until the Society’s closure to
new business on 8 December 2000; [and]



identify any lessons to be learned.

… applying hindsight, it is fair to say that, by
1 January 1999, the “die was cast” and we have
seen nothing which the FSA could have done
thereafter which would have mitigated, in any
material way, the impact of the outcome of
the Court case as far as existing policyholders
were concerned, or made any material
beneficial difference to the final outcome so
far as Equitable Life was concerned.

The Baird Report was published on 17 October 2001
when it was laid before Parliament by Treasury
Ministers. The Report concluded that the Society’s
policy of deliberately maintaining a low free asset
position through the full distribution of profits to
each generation of policyholders and in writing
historic business on a large scale containing very
generous guarantees had contributed to the weak
financial position of Equitable, which had
accordingly developed over many years.
The Baird Report found that the specific difficulties
which Equitable had faced had crystallised
following the decision of the House of Lords,
which had rendered unlawful the differential
terminal bonus policy which the Society had
adopted to manage those difficulties. In paragraph
6.1.4, the Report concluded that:

In making its overall assessment of the discharge by
the FSA of its regulatory responsibilities under
contract during the relevant period, the Baird
Report stated, in paragraphs 6.2.4 and 6.2.5, that:

That said, our assessment does identify a
number of things which the FSA could have
done better. There were occasions when both
the prudential and the conduct of business
regulators did not spot issues to be addressed
or, having spotted them, did not follow them
up… One of the reasons why issues were
missed was the poor level of communication
and coordination between the two arms of
regulation, prudential and conduct of
business…
132

The Baird Report went on to make a number of
recommendations in order that lessons might be
learned from the Society’s experience and that
future life insurance regulatory practice might be
improved. The FSA have implemented those
proposals.
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Professional reviews
133 Meanwhile, there had been two further
developments related to the professional aspects
of the relevant events.
134
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First, on 21 December 2000, the actuarial profession
had announced that it was setting up an
independent committee of inquiry to look at
the events surrounding the closure of Equitable
to new business and at the implications of those
events for that profession. This committee – the
Corley Committee – reported subsequently
on 28 September 2001, making general
recommendations concerning the adequacy of
relevant professional guidance.
Secondly, on 10 January 2001, the accountancy
profession had announced that the part played by
the Society’s auditors would be subject to enquiry
by that profession. Upon reaching the opinion at the
conclusion of that enquiry that there were grounds
upon which a Joint Disciplinary Tribunal could make
an adverse finding concerning the firm in question, a
formal complaint was then presented and a Tribunal
appointed to determine the complaint.
The proceedings had been stayed while those
against whom that complaint had been made were
involved in other proceedings. Following the
conclusion of those other proceedings, the hearing
into the complaint took place during 2007 and the
findings of the Disciplinary Tribunal Panel are, at
the time of writing, awaited.

Parliamentary inquiry: the interim report of the House
of Commons Treasury Select Committee
137 On 27 March 2001, before the Baird Report was
published, the House of Commons Treasury Select
Committee published an interim report. The main
conclusions and recommendations of the
Committee, as they relate to the subject matter of
this report, included the following:
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(i) that Equitable’s ‘risky decision in 1993 not to
build up a reserve to cover the cost of
Guaranteed Annuity Rate (GAR) liabilities was
a crucial turning point’;
(ii) that it was unclear ‘why the issue of GAR
liabilities and reserving was not considered by
the prudential insurance regulator at least by
1993, rather than only in 1998’ and that this
should be pursued;
(iii) that the prudential regulators should be asked
to ‘reconsider whether it was right to accept
the reinsurance contract given its terms, and
whether it was prudent to allow such a
contract to have accounted for half of the
Equitable Life’s statutory reserves’ set up to
meet the cost of annuity guarantees;
(iv) that the Society had ‘demonstrated that the
information provided to policyholders,
through the statutory accounts, and to the
regulator, through the regulatory return,
differed substantially in their treatment of the
GAR liabilities and the consequential reserving
that had been undertaken. As a result,
policyholders were not able easily to establish
the true position of the company…’;
(v) that those regulators ‘should … consider
whether the assessment made by Equitable
Life, and indeed by themselves, of whether the
eventual House of Lords ruling could have
been predicted, was justified…’; and
(vi) that it was ‘important that the role of the
regulator since 1993, when Equitable Life began
to operate a policy of terminal bonus
differentiation, should be analysed in order for
the regulatory lessons to be properly learnt,
for policyholders to fully understand the
history of the affair and for Parliament to

undertake its scrutiny of this topic properly
and fully…’.
Conduct of business complaints
138 The effect of the Compromise Scheme was that
only those who were no longer members of the
Society on 8 February 2002 could proceed with
complaints to Equitable and then to the Financial
Ombudsman Service (or to the courts) alleging misselling on the part of the Society in relation to the
guaranteed annuity rate issue.
139

On 23 May 2003, the Financial Ombudsman Service
published determinations on three lead cases that
required Equitable to compensate for mis-selling
certain categories of policyholders whose claims
had not been extinguished by the Compromise
Scheme. I am told that payment of this
compensation has been completed (with the
exception of a small number of cases still with the
Financial Ombudsman Service or the courts).

Litigation by the Society against its former directors
and auditors
140 In April 2002, Equitable commenced formal
litigation against certain of their former directors
and Appointed Actuaries who held office between
1996 and 2000 and also against their former
auditors. The claims made by the Society were
based on allegations concerning:
(i) the Society’s guaranteed annuity rate policies
and its differential terminal bonus policy;
(ii) the risks as to the legality of that policy and
the management of those risks;
(iii) the Society’s accounting for guaranteed annuity
rate policies within its Companies Act
accounts; and

(iv) its contingent liability and risk disclosures in
relation to the Hyman litigation within the
Society’s Companies Act reports and accounts.
141

The High Court hearing commenced in April 2005.
In September 2005, the Society announced that it
had agreed with its former auditors that the
Society’s case against them would be discontinued
and that each side would pay its own costs.

142

Over the following two months, the Society
announced that it had reached further agreements
for the discontinuance of cases against some of the
remaining defendants.

143

In December 2005, following service of written
closing submissions by all parties and immediately
prior to the final court session, the Society
announced that it had agreed terms to discontinue
the cases against the remaining defendants. There
was thus no determination of, or agreement about,
the matters at the heart of the case.

The inquiry led by Lord Penrose
144 The Report of the Equitable Life Inquiry, which
had been led by Lord Penrose, was published on
8 March 2004. That Report had been
commissioned on 31 August 2001 by Treasury
Ministers, who announced that they had
established this independent inquiry. The terms
of reference for that inquiry had been:
To enquire into the circumstances leading to
the current situation of the Equitable Life
Assurance Society, taking account of relevant
life market background; to identify any lessons
to be learnt for the conduct, administration
and regulation of life assurance business; and
to give a report thereon to Treasury Ministers.
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The contents and principal conclusions of the
Penrose Report are well known and I do not repeat
those here. In summary, in so far as his Report
considered matters related to regulatory action
within my jurisdiction, Lord Penrose concluded that
there were six ‘areas of specific concern about the
regulatory response to the Society’s practices’.

146

He also concluded that those areas of concern had
had a bearing on the solvency of the company as
that solvency position had been presented to the
public. Those areas of concern are set out in
paragraph 166 of chapter 19 of his Report, and
related to:
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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;



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



implicit items for future profits employed in
and after 1994;



the subordinated debt;



the [guaranteed annuity rate] liability
valuation; and



the financial reinsurance treaty.

In paragraph 240 of chapter 19 of his Report, Lord
Penrose then set out five ‘key findings’ about the
regulation of the Society, as part of a wider list of
such findings which also related to other aspects of
the Equitable situation. The relevant findings were
that:
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Regulation was based on an over-reliance on
the appointed actuary, who in the case of the
Society was also the chief executive over the
critical period from 1991 to 1997, despite a
recognition of the potential for conflict of
interest inherent in this position;



The regulatory returns and measures of
solvency applied by the regulators did not
keep pace with developments in the industry,
in particular the trend towards unguaranteed
and unreserved for terminal bonus. Thus
regulatory solvency became an increasingly
irrelevant measure of the realistic financial
position of the Society;



The significance of policyholders’ reasonable
expectations under the legislation was
understood by the regulators, who had also
developed over time a good appreciation of
the factors involved. There was, however, no
consistent or persistent attempt to establish
how [policyholders’ reasonable expectations]
should affect the acknowledged liabilities of
the Society;



The regulators also failed to give sufficient
consideration to the fact that a number of the
various measures used to bolster the Society’s
solvency position were predicated on the
emergence of future surplus. In the case of the
reinsurance agreement, it is not clear on what
basis the Society was permitted to take the
credit against its potential annuity guarantee
liability that it did; and



There was a general failure on the part of the
regulators and GAD to follow up issues that
arose in the course of their regulation of the
Society, and to mount effective challenge of
the management.
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Lord Penrose makes it clear that the Society’s
former management adopted a series of
“dubious” practices, many of which it
concealed from its own Board, its
policyholders, and the regulators. This, he
argues, led to the situation in which the
Society found itself in July 2001.
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the ‘earlier substantive conclusions of the
regulator on these matters’, and the wider
implications for the Society and for the
interests of its remaining policyholders of any
investigation which might result in an order for
compensation to be paid only to some
policyholders at the expense of others.

In giving the Government’s formal response to the
Penrose Report, the then Financial Secretary to the
Treasury explained to the House of Commons on
the day that the report was published that:

The Financial Secretary said that Lord Penrose had
come to a ‘central finding’, which was that
‘principally, the Society was the author of its own
misfortunes’.

Recent developments
151 Two further significant developments have
occurred during the closing stages of my
investigation: the first being a Decision made on
30 January 2007 by a Panel of the Disciplinary
Tribunal of the actuarial profession, following a
hearing of charges brought against certain actuaries
who had held senior posts within the Society.
152

Events following the publication of the Penrose Report
150 Since the publication of the Penrose Report, a
number of developments have occurred. Those
developments include the following two events:
(i) on 15 July 2004, 873 ‘trapped annuitants’
launched a legal action against the Society.
During the proceedings, the number of
claimants fell and the action has recently been
settled by way of a confidential agreement
with the 401 annuitants remaining in that
action; and
(ii) on 22 March 2005, the Financial Ombudsman
Service announced that it would not consider
what it referred to as ‘Penrose-related
complaints’ against the Society – citing
jurisdictional obstacles, the existence of other
proceedings and investigations on some
aspects of the subject matter of the
complaints, that some of the complaints would
be more suitable for resolution in the courts,
the likelihood that no worthwhile outcome
would be achieved by an investigation due to

The second was the publication on 4 June 2007 of
the Report on the Crisis of the Equitable Life
Assurance Society by a Committee of Inquiry of
the European Parliament, established following two
petitions made by United Kingdom citizens to that
Parliament.

The actuarial professional tribunal
153 In the August 2004 edition of its magazine The
Actuary, the actuarial profession had published –
as the profession’s rules required it to do – a
summary of the allegations which formed the basis
for a referral to a disciplinary tribunal by a
professional investigating committee of the cases
of four actuaries who had formerly held senior
positions at the Society. Those charges concerned
their conduct of the affairs of the Society in
respect of the part of the period from 1988 to
2000 relevant to each actuary.
154

In March 2006, a Panel of the Disciplinary Tribunal
constituted under the profession’s 1995 disciplinary
scheme ordered that the charges against one of the
actuaries should be dismissed with no order for
costs, following confirmation by the investigating
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consideration to be given to the consequences
of his recommendations and had failed to
maintain the publicised relationship between
the investment reserve and total policy values
notified annually to policyholders;

committee that it did not intend to offer any
evidence in respect of that actuary at any
subsequent meeting of the tribunal.
155
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After consideration of the defences submitted by
two of the other actuaries, charges in relation to
the submission of regulatory returns by those
actuaries, who also faced other charges, were also
withdrawn by the investigating committee prior to
the hearing. Those charges were not considered by
the panel – which found, in the absence of
evidence being submitted, that there was no basis
on which they could make an adverse finding in
these respects.
A panel of the disciplinary tribunal then heard the
other charges brought by the investigating
committee against the remaining three actuaries at
a hearing held during November and December
2006. The relevant standard of proof required was
the criminal standard; in other words, the panel had
to be satisfied beyond all reasonable doubt before
it could find a charge proven.

(iii) there had been ‘a failure to properly distinguish,
in spite of the significantly different terms and
conditions, between the pension policies issued
prior to 1988 and those subsequently issued,
both in internal analyses of the financial
performance and in communications to
policyholders. The panel found this failure
created the basis for the subsequent problems
of the Society. This failure, compounded by the
unresponsiveness of management to signals
and questioning of the policy adopted, in the
light of changing circumstances, was viewed by
the panel as irresponsible. The introduction of
the differential terminal bonus policy and its
implications under different economic
scenarios was not properly addressed either in
the board or in the communications to
policyholders’.

The decisions made at the conclusion of that
hearing were published in a written determination
on 2 March 2007. The panel found in respect of the
first actuary – Mr Roy Ranson, who had held the
post of Appointed Actuary of the Society from
1982 to 1997 – that, in the words of the Executive
Summary of the determination:
(i) in implementing a stated philosophy of
providing a full and fair return to
policyholders, holding no estate apart from a
revolving estate providing working capital, and
treating policyholders as participating in a
managed fund, the actuary had, over a long
period of time, consistently failed to apply an
appropriate smoothing policy, had failed to
provide appropriate information to the
Society’s board to enable proper
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(ii) in addition to the points above, the
information provided to policyholders created
a misleading impression of the Society’s
financial strength. The Society’s board was
provided with little information showing the
relationship between the totality of the policy
values including accrued terminal bonuses as
notified to policyholders and the Society’s
actual asset strength. No evidence was
provided to the panel to indicate any proper
degree of financial analysis undertaken by the
Society during the period under examination;
[and]
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The panel found that the matters outlined above
constituted a breach of the standards of integrity,
competence and professional judgement which

other members of the profession and the general
public might reasonably expect of a member of
the profession and determined that Mr Ranson
should be expelled from membership of the
Institute of Actuaries.
159

The panel found in respect of the second actuary –
Mr Christopher Headdon, who had held the post
of Appointed Actuary of the Society from 1997
until early 2001 – that:
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The panel decided that Mr Headdon should be
admonished in respect of the two charges on
which misconduct was found. Had he held a
current practising certificate, which he did not, the
panel stated that it would have suspended any
such certificate for three years.
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The panel found in respect of the third actuary –
Mr Alan Nash, who had been the Society’s
Managing Director and Actuary at the time of the
court proceedings which had culminated in the
House of Lords’ judgment – that:

(i) a charge that he had failed to take appropriate
action, on becoming aware of what appeared
to be a breach by Mr Ranson of professional
conduct standards and/or professional
guidance notes and had caused or contributed
to such breaches, should be dismissed;

(i) a charge that he had ‘failed to ensure that the
board was properly informed and advised in
circumstances where the aggregate policy
value of the Society’s policies as reported to
policyholders consistently exceeded the value
of its assets’ was not proven, partly because
‘the excess of maturity payments which had
reduced the Society’s financial strength was a
consequence of decisions predating [his]
tenure’; and

(ii) a charge that he had failed to provide full
information to the Society’s board on the
financial position of the Society and failed to
advise the board accurately on its policyholders’
reasonable expectations was found to constitute
misconduct to the extent that it was upheld. The
part of the complaint that was upheld related to
‘a failure to notify and warn the board of the
potential consequences for the Society of the
valuable guarantees contained in certain
policies on which the Society was continuing to
accept increments, and of the existence of the
differential terminal bonus policy and the likely
policyholder reasonable expectations problems
arising from the failure to communicate that
policy sufficiently to policyholders’. This was
found to constitute misconduct; and
(iii) a charge that he had failed to disclose to the
prudential regulators the signing, in April 1999,
of a side-letter to a reinsurance agreement,
which ‘was possibly relevant to the value
attributed to such agreement in the regulatory
returns’, was found to constitute misconduct.

(ii) a charge that he had authorised and signed ‘a
letter to policyholders dated 1 February 2000,
upon which policyholders were likely to rely,
that allegedly misrepresented the Society’s
position in the event of its appeal to the
House of Lords failing’ was proven and
constituted misconduct, because ‘the letter, in
an effort to provide an unambiguous
assurance for the future, went further than
was appropriate under the sensitive
circumstances’ and, albeit that legal advice had
been obtained, he had remained responsible
for the content of that letter.
162

The panel admonished Mr Nash.
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The European Parliament report
163 On 18 January 2006, the European Parliament
announced that it would establish a Committee of
Inquiry into the situation at Equitable. The mandate
of this Committee was to:




assess, in this respect, whether the
Commission has properly fulfilled its duty to
monitor the correct and timely transposition
of Community law and identify whether
systematic weaknesses contributed to the
situation that has arisen;



assess allegations that the UK regulators
consistently failed, over a number of years,
and at least since 1989, to protect policy
holders by exercising rigorous supervision of
accounting and provisioning practices and the
financial situation of Equitable Life;



assess the status of claims by non-UK
European citizens and the adequacy of
remedies available under UK and/or EU
legislation for policy-holders from other
Member States; and
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investigate alleged contraventions or
maladministration in the application of
Directive 92/96/EEC, now codified by Directive
2002/83/EC, by the United Kingdom’s
competent authorities in relation to Equitable
Life, notably as regards the regulatory regime
and the monitoring of the financial health of
insurance undertakings, including their state
of solvency, the establishment of adequate
technical provisions and the covering of those
provisions by matching assets;

make any proposals that it deems necessary in
this matter.
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The report of the Committee was published on
4 June 2007 and was debated and endorsed by
a plenary session of the European Parliament on
19 June 2007. The recommendations of the report
were adopted by the Parliament with 602 votes in
favour, 13 votes against and 64 abstentions.
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The report made certain recommendations related
to the role of the European Commission, to the
way in which the United Kingdom had transposed
European Directives into domestic law, and to the
role of Committees of Inquiry within the
institutions of the European Union. Those
recommendations are not directly relevant to the
subject matter of this report.
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However, in addition and under the heading
‘Remedies’, the report’s recommendations included
the following two statements:
(i) … in view of the UK Government’s failure to
comply with the requirements of the Third Life
Directive and given the absence either of
accessible legal redress through the courts or
of effective alternative means of redress, the
committee firmly believes that the UK
Government is under an obligation to assume
responsibility. The committee therefore
strongly recommends that the UK
Government devise and implement an
appropriate scheme with a view to
compensating Equitable Life policyholders
within the UK, Ireland, Germany and
elsewhere; [and]
(ii) … the committee urges the UK Government
and all affected parties to accept and
implement appropriately any
recommendations the UK Parliamentary
Ombudsman may make with regard to
Equitable Life. The committee recommends
that the Irish, German and other host

Member State authorities actively assist their
citizens in implementing those
recommendations.
167

At the time of writing, no response has been made
by the United Kingdom Government to the
relevant recommendations of the report of the
Committee of Inquiry or to any other aspects of
that report.
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Chapter 3 – My investigation

Introduction
1

In this Chapter, I explain the involvement of my
Office in respect of the events related to
Equitable which led to my decision to undertake
this investigation. I then go on to outline the legal
and administrative framework for the
investigation and to describe the process that I
have used to conduct it.

2

This Chapter is structured in the following way:


in paragraphs 3 to 22, I explain the earlier
involvement of my Office in the relevant
events – including those which led to my
decision to undertake this investigation;



in paragraphs 23 to 28, I outline the legal and
administrative framework which governed the
investigation which led to this report;



in paragraphs 29 to 43, I describe the process
used during the preliminary phase of the
investigation;



in paragraphs 44 to 54, I describe the process
used to conduct the investigation proper; and



in paragraphs 55 to 66, I describe the process
used to share drafts of this report with the
parties to the complaints and other interested
parties.

I decided to postpone a decision on whether
there were aspects of [the regulatory] handling
of the affair which I might usefully investigate
until the report of an investigation being
undertaken by the Financial Services Authority
was available. In doing so, I was mindful of the
limitations of the Authority’s remit, and of the
expectations that Members of Parliament and
the public rightly have as regards the
independence of the investigating body in
matters of this kind.
I hoped, however, that the Authority’s
investigation might serve to indicate those
areas, if any, which warranted further scrutiny.
I accordingly wrote to all Members setting out
my position, and undertook to write again
once I had reached my final decision. I expect
that to be later in 2001-02.
4

Following publication of the Baird Report (see
paragraphs 129 to 132 of Chapter 2), my predecessor
re-assessed the position, as he had indicated to
Parliament that he would do, in the light of the
conclusions of that internal FSA review. He decided
to conduct an investigation into the discharge
under contract by the FSA of certain of the
functions of the Treasury related to the prudential
regulation of Equitable during the period covered
by the Baird Report.

5

My predecessor did so on the basis that the
shortcomings in regulation identified in the Baird
Report constituted prima facie evidence of
maladministration, which had hitherto been lacking.

6

In relation to other aspects of the Equitable affair,
he decided to await the outcome of the Penrose
Inquiry (see paragraphs 144 to 149 of Chapter 2)
before deciding whether to conduct a wider
investigation. Those decisions reflected the normal
practice of Ombudsmen that intervention in

The involvement of my Office
3

The first complaint that my Office received about
the prudential regulation of Equitable was received
in early January 2001. In his Annual Report for the
year 2000-01, published on 27 June 2001, my
predecessor set out his decision in relation to the
complaints he had received by that date, saying:
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The root cause of the problem, in my view, is
the failure of the authorities to establish at
the outset a single inquiry with terms of
reference covering all aspects of the Equitable
Life affair, including issues of possible personal
injustice due to maladministration and redress
for such injustice if it should be demonstrated.

respect of complaints is only appropriate once the
body whose actions are the subject of complaint
has had an opportunity to consider the complaint
and to respond to it.
7

When his next Annual Report was published on
2 July 2002, my predecessor reported those events
to Parliament in the following way:
… there were particular difficulties concerning
complaints about the conduct of the
prudential regulation of the Equitable Life
Assurance Society. I was strongly criticised in
Parliament and the media for deferring a
decision on whether to investigate some of
those complaints until the [internal inquiry] set
up by the Financial Services Authority had
reported, and for deferring a decision on
whether to investigate other complaints until
the Penrose Inquiry set up by the Government,
which will consider a much wider range of
issues than my statutory remit allows, had
reported. I did not, and do not, agree with the
critics. It seems to me plainly inefficient, and
potentially unfair, to have two simultaneous
but separate investigations covering much the
same ground and taking evidence from much
the same sources.
However, the critics had a point: the situation
is not satisfactory. The investigation by my
office into the first category of complaints
could not begin until December 2001; any
investigation into the second category –
should such an investigation be considered
appropriate – would start a good deal later
still. That is objectionable, not only because
complainants should not have to wait so long
for their case to be considered, but also
because it is difficult or impossible to conduct
a satisfactory investigation after such a lapse
of time.

36
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8

I became Parliamentary Ombudsman on
4 November 2002. Shortly after taking up office,
as a matter of priority I conducted a review of the
limited investigation that my predecessor had
launched, in the light of representations I had
received that I should widen the scope of that
investigation.

9

I reported the results of that review to all Members
of Parliament in a letter dated 5 December 2002.
I explained that it had become clear from a
statement made on the Inquiry’s website that the
Penrose Inquiry – which was looking at all aspects
of these events, which I could not do – was
prepared to make adverse findings against any of
the relevant parties should the evidence justify
such findings. That being so, I saw no basis at that
time to depart from the decision taken by my
predecessor to limit the scope of my Office’s
investigation – one that was nearing completion –
to the time period covered by the Baird Report.

10

The report setting out the results of that
investigation was laid before Parliament on 30 June
2003. I reported (in paragraph 9 of Part I of that
report) that:
I did not find evidence to suggest that FSA
acting as prudential regulator had failed in
their regulatory responsibilities during the
period under investigation. Nor did I find that
the decisions which the prudential regulator
had taken as to what action (either formal or
informal) was required of them in relation to

with sufficient prima facie evidence that indicated
that administrative action or inaction on the part
of the bodies responsible for the prudential
regulation of Equitable might have played some
role in causing the unremedied injustice that
individuals claimed to have sustained and about
which they had provided me with ample
information through the consultation process.

Equitable were outside the bounds of
reasonableness, given the information they
held and the legal and actuarial advice which
they received.
11

12

I reported to Parliament that I therefore could not
uphold the complaints which alleged that
maladministration had occurred during the period
covered by that report and that such
maladministration had resulted in injustice to
complainants.
Following the publication of the Penrose Report on
8 March 2004 – in which no determinations were
made as to whether the prudential regulators had
failed properly to undertake their responsibilities in
accordance with the standards that had prevailed at
the relevant time – I wrote to all Members of
Parliament on 16 March 2004.

13

I advised them that, in order to inform my decision
on whether I should conduct any further
investigation into the prudential regulation of
Equitable in the light of the evidence set out in
that report, I would consult interested parties.

14

That consultation, on whether my Office should
carry out a further investigation and, if so, over
what period and with regard to which matters,
was launched on 22 April 2004 by way of letters to
interested parties and by notices in the press.

15

16

I set out the results of that consultation and of
my subsequent decision in a report that was laid
before Parliament on 19 July 2004, to which I
referred at the beginning of Chapter 1 of this
report. As I explained there, excerpts of that report
are reproduced in Part 4 of this report.
In my 2004 report, I explained that the Penrose
Report and the representations I had received
during the consultation process had provided me

17

Having considered all the evidence before me at the
time and having regard to submissions concerning
whether a further investigation would be in the public
interest or might be able to produce a worthwhile
outcome for the parties to the complaints, I decided
to conduct a further investigation.

18

The full reasoning for this decision was set out in
my July 2004 report to Parliament (relevant extracts
of which, as I have said, are reproduced in Part 4 of
this report). However, key to my decision was a
recognition that the outcome sought by those who
had complained to me – a determination as to
whether maladministration on the part of the
prudential regulators and GAD had occurred and, if
so, whether that had caused injustice to them –
was something that only I could provide.

19

Considering the practical difficulties that would
inevitably arise if I were not able, for jurisdictional
reasons, to investigate the actions of GAD in
assisting the prudential regulators of Equitable, I
asked the Government to make provision for GAD
to be brought within my jurisdiction to enable me
properly to assess all of the actions of those
involved in the prudential regulation of the Society
during the relevant period.

20

Following the agreement of the Government
to this request and Parliamentary sanction of
this proposal, the Parliamentary Commissioner
Order 2004 (SI 2004/2670) came into force on
15 November 2004.
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21

22

That Order brought GAD within my jurisdiction,
enabling me to investigate any action that related
to the giving of advice by GAD on or before
26 April 2001 in respect of the exercise of
administrative functions under Part II of the
Insurance Companies Act 1982 or any other
enactment concerned with the regulation of
insurance companies.

25

A further obligation placed on me is contained in
section 10 of the 1967 Act. I must send a copy of
the final report of any investigation to the
Member(s) of Parliament who referred the original
complaint(s) and to the principal officers of the
body or bodies whose actions were the subject of
those complaints.

26

The 1967 Act places me under certain obligations in
respect of the nature of the process by which I
conduct investigations – the first being those
contained in section 7 of that Act, which states, in
section 7(1), that, where I propose:

There are no other mandatory requirements
imposed on me as to the procedure I must use in
the conduct of an investigation. Parliament,
through the provisions of the 1967 Act, has thus
given me considerable discretion as to procedure;
and the Courts have recognised the width of the
discretion granted in this respect to Ombudsmen.

27

… to conduct an investigation pursuant to a
complaint under this Act, [I] shall afford to the
principal officer of the department or
authority concerned, and to any other person
who is alleged in the complaint to have taken
or authorised the action complained of, an
opportunity to comment on any allegations
contained in the complaint.

I must, nonetheless, act fairly and in accordance
with principles of natural justice when conducting
any investigation and when determining what an
appropriate process to conduct any investigation
might be. However, the Courts have also
recognised that what process is appropriate in any
investigation is largely derived from the
circumstances of each case.

28

In all investigations conducted by my Office, in the
interests of fairness it has always been our practice
to provide, prior to the issue and/or publication of
a final report, full drafts of those reports to those
whose actions have been investigated. It has also
been my practice in recent years, for the purposes
of the investigation, to share such drafts with
complainants (and/or their representatives). Where
relevant, I will also for the same reasons provide
excerpts from draft reports to affected third
parties.

It was in this context that I launched the
investigation which has led to this report. I will now
turn to explain the procedure used to conduct the
investigation.

The legal and administrative framework
for the investigation
23

24

Section 7(2) of the 1967 Act further provides that:
Every such investigation shall be conducted in
private, but except as aforesaid the procedure
for conducting an investigation shall be such
as [I consider] appropriate in the
circumstances of the case; and without
prejudice to the generality of the foregoing
provision [I] may obtain information from

38

such persons and in such manner, and make
such inquiries, as [I think] fit, and may
determine whether any person may be
represented, by counsel or solicitor or
otherwise, in the investigation.
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The investigation
July 2004 to March 2005 – the preliminary stage
29 As I am required to do, in December 2004 I asked
the principal officers of the public bodies whose
actions were subject to complaint for their
response to the allegations contained in the
complaints as those complaints had been put to
me.
30

The formulation of those heads of complaint (with
the input of certain policyholder and annuitant
action groups) – from a mass of documentary
material submitted in support of (at that time)
more than 600 referred complaints – constituted
part of the preliminary stage of the investigation.

31

The initial response to those heads of complaint,
which I received from the principal officers in
March 2005, is summarised within Chapter 4 and
is reproduced in full in Part 4 of this report.

32

In May 2005, I decided that the scope of my
investigation would include those known as the
‘internationals’, that is, those people who had
bought policies from one of the Society’s overseas
or offshore branches. I came to this conclusion
following consideration of the views as to this
question that were provided to me by the public
bodies whose actions were the subject of the
investigation which led to this report and by the
Guernsey Financial Services Commission.

33

The preliminary stage of the investigation had a
number of other aspects. First, as I explained in
a letter to all Members of Parliament issued on
24 November 2004, between August and October
2004 I appointed a team of investigators to
conduct the investigation, using the power
contained in section 3(2) of the 1967 Act – which
enables me to authorise any of my officers to
undertake functions on my behalf. That team has,

throughout the investigation, exercised such
delegated authority on my behalf.
34

Secondly, I appointed both legal and actuarial
advisers to assist my investigation team. Legal
advisers were appointed in February 2005 and
actuarial advisers appointed in May 2005. The
advice of both sets of professional advisers has
greatly informed (and is integrated into) this report.

35

My legal advisers during the investigation were
Tony Child, of Beachcroft LLP, and Anna Forge,
of McGrigors LLP, and my actuarial adviser was
Tony Leandro, of Barnett Waddingham LLP.

36

In addition, I arranged for the actuarial advice I
received to be peer reviewed. I also appointed in
August 2005 an academic advisory panel, made up
of external professionals with relevant experience. I
asked them to advise me on the standard of
regulation set out in this report, with a view to
ensuring that this standard was consistent with the
prevailing standards that were applicable at the
time relevant to the actions I have investigated.

37

Thirdly, as has been noted already in paragraphs
19 to 21 above, work was undertaken to bring GAD
within my jurisdiction and to gain sanction for the
provision by Parliament of additional resources to
support the conduct of the investigation. I had a
number of meetings with principal officers and
others during the preliminary stage of the
investigation in connection with both of these
developments.

38

Fourthly, during September 2004 my team held
preliminary meetings with officials of the public
bodies whose actions were the subject of
complaint to establish liaison arrangements and to
discuss the likely scope of the investigation and the
process through which it would be conducted.
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(iv) the working documents and emails of those
officials and actuaries;
(v) publicly available material (such as actuarial
papers and discussions); and

Such meetings have continued throughout the
investigation, as have meetings with the Society
and with other interested parties.
Fifthly, with the assistance of those action groups,
15 individuals who had made complaints about the
prudential regulation of Equitable were chosen to
act as lead complainants for the purposes of the
investigation. Those lead complainants epitomised
the position of all the principal groups of the
Society’s current and former policyholders and
annuitants who had complained to me.
Section 6(2) of the 1967 Act permits the persons
aggrieved to be represented by a personal
representative, a family member, or other suitable
individual. In this case, the lead complainants
authorised members of the action groups referred
to above to act as their personal representatives
during the course of the investigation.

(vi) historical and other material held at the
National Archives, the British Library, and the
libraries of the DTI, the Institute of Actuaries,
and the Institute of Chartered Accountants of
England and Wales.
April 2005 to January 2007 – the investigation proper
44 As I explained in paragraph 31 above, in March 2005
I received the response of the principal officers of
the public bodies to the allegations contained in
the terms of reference for the investigation. As
that response, which, as I have said, is reproduced
in full in Part 4 of this report, did not resolve the
matters which formed the basis for the complaints
made to me, I decided to continue my
investigation.
45

As part of the investigation, in April 2005 the
public bodies were asked to comment on the
detailed submissions made by the action groups in
support of the complaints set out in the terms of
reference for the investigation. Those public bodies
provided comments in July 2005.

46

In May 2005, a summary of the initial response of
the public bodies to those complaints was issued
to the action groups; those groups were invited to
comment on that response, which they did in June
2005.

Finally, as part of the preliminary stage of the
investigation we sought to gain access to all the
relevant evidence necessary for the conduct of the
investigation. The different sources of evidence we
have reviewed included:
(i) the operational and policy files of the public
bodies whose actions were under investigation;
(ii) all the documentary evidence from other
sources that was available to Lord Penrose;

40

(iii) transcripts of evidence given to the Baird and
Penrose inquiries (and to my first investigation)
by current and former officials and actuaries
who had some connection with the prudential
regulation of the Society;

During October 2004, similar preliminary meetings
were held with the policyholder and annuitant
action groups. The action groups who have liaised
with my staff during the investigation are the
Equitable Members’ Action Group, Equitable Life
Trapped Annuitants, the Equitable Late
Contributors’ Action Group, the Equitable
Members’ Help Group; and the Investors’
Association.
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47

Also in May 2005, all the parties to the complaints
were issued with a discussion document, on which
comments were sought, which outlined my role
and the nature of the subject matter that this
investigation would cover. That document also,
after setting out a summary of the responsibilities
of the public bodies as they at that time were
understood, explained the tests that I proposed to
adopt as being an appropriate standard of
regulation.

51

Meetings were also held, in addition to those held
with the principal parties to the complaints, with
other interested parties, including with the
actuarial profession, the Financial Ombudsman
Service, the European Parliament Committee of
Inquiry, and several Members of Parliament. My
staff also travelled to Brussels in September 2005
to assist the Petitions Committee of the European
Parliament to understand the nature and scope of
my investigation.

48

I received comments on that document from the
action groups in June 2005 and from the public
bodies in both July and November 2005. The
discussion document and excerpts from the
responses of the public bodies to that document
are reproduced in Part 4 of this report.

52

49

During September 2006, my Office conducted a
survey of all those with registered complaints
concerning the prudential regulation of Equitable.
Throughout the investigation, a substantial number
of letters from those with complaints about the
prudential regulation of the Society were received
and reviewed. We corresponded with the lead
complainants throughout the investigation and my
investigation team met them in April 2008.

My investigation team also held regular meetings
with my actuarial and legal advisers. Throughout
the investigation, my team and advisers have
worked collaboratively. A number of roundtable
meetings were held at which the professional
advice I have been given was reviewed. All my
advisers have contributed to the drafting process
through such meetings, as well as through the
advice that they have provided.

53

I have carried out a thorough and wide ranging
investigation into the subject matter of the
complaints within the terms of reference for the
investigation. I have given careful consideration to
all of the evidence, submissions, and other material
before me, whether or not that material is referred
to within this report.

54

While this report does not refer to everything that
I and my investigation team have reviewed, I am
satisfied that nothing of significance to my
conclusions has been omitted from this report.

50

Early drafts of Parts 2 and 3 of this report, which
contain the work done to chart the historical
development of the relevant regulatory regime and
the chronology of relevant events, were shared
with the public bodies in September 2005, January
2006, and December 2006. We also shared revised
drafts of those Parts of this report, which reflected
the comments of the public bodies on earlier
drafts, with the Society and the action groups in
July 2006 and April 2007. The comments and
suggestions of all those parties, provided in
response to the emerging drafts, were considered.

Draft reports and review – January 2007 to date
55 At the end of January 2007, I sent to the principal
officers of the public bodies a first draft of this
Part of my report, which contained my provisional
views as to the relevant facts and as to whether
maladministration had occurred and, if so, whether
it had resulted in any injustice to complainants.
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At the same time, I also sent those officers further
drafts of Parts 2 and 3 of this report, which had
been amended in the light of my consideration of
the comments which had been made in respect of
earlier drafts of those Parts. In March 2007, I made
available to the public bodies the full draft of the
provisional report of my actuarial adviser.

57

As I explained in a letter of 22 May 2007 to all
Members of Parliament, in April 2007 I received
substantial joint representations from the public
bodies concerning my first draft report. I received
at the same time additional representations from
three former FSA senior managers.

58

I agreed, in the light of the nature and extent of
those representations, to conduct a fundamental
review of my first draft report. That review
included the seeking of further professional advice
from both actuarial and legal advisers and seeking
the view of peer reviewers as appropriate.

59

The representations of the public bodies were
considered in detail as part of that review, which
was also informed by supplementary submissions
by the public bodies made in September 2007 at
the request of my investigation team. Other work,
such as revisiting the original files and other
relevant evidence, was also undertaken as part of
my review.

60

I communicated the results of that review to
the principal officers of the public bodies on
30 November 2007, providing them with an
indication of the extent to which I was at that time
minded to accept their representations and of the
provisional views that I proposed to set out within
a revised draft report, which I would send to all the
parties to the complaints.

42
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61

That revised draft report, setting out my revised
provisional views, was issued in February 2008 to
the public bodies, to those representing lead
complainants, and to the Society. Representations
(or further representations) were invited on that
revised draft report.

62

Relevant draft excerpts were also disclosed for the
purposes of the investigation to interested parties.
Those interested parties included certain former
directors of the Society and its former auditors.

63

I received responses to my revised draft report
from the public bodies, from those action groups
representing the lead complainants, from certain
individual members of those groups, from the
former Appointed Actuaries of the Society, and
from solicitors representing the Society’s former
auditors.

64

Having considered those responses, which to the
extent necessary are reflected within later
Chapters of this Part of this report or reproduced
in whole or in part within Part 4 of this report,
shortly before publication I informed the parties to
the complaints as to whether any substantive
changes were to be made to my conclusions in the
light of my consideration of their representations. I
also informed them of the findings that would be
made in this report.

65

This report, in which I have reached my final
conclusions in the light of my consideration of all
the evidence, the submissions I have received, and
the other material before me, is the product of all
that work.

66

I now turn to set out in detail the complaints which
formed the basis for the investigation and the
initial response of the public bodies to those
complaints.

Chapter 4 – The complaints I have received and the Government’s
initial response to those complaints

Introduction
1

2

(i) paragraphs 59 to 61 provide a summary of
the response of the public bodies;

In this Chapter, I set out the general and detailed
complaints that have been made to me about the
prudential regulation of the Society; and the initial
response to those complaints of the public bodies
whose actions were the subject of complaint.

(ii) paragraphs 62 to 75 deal with some general
matters;
(iii) paragraphs 76 to 153 address each specific
head of complaint; and

This Chapter is structured in the following way:


in paragraph 3, I set out the number of
complaints which have been made to me
concerning the prudential regulation of the
Society;



in paragraphs 4 to 7, I set out the general
complaint which alleges maladministration on
the part of those public bodies whose actions
have been the subject of investigation;



in paragraphs 8 to 32, I set out the 18 heads of
complaint alleging specific acts and omissions
on the part of those public bodies which it is
said constitute maladministration;



in paragraphs 33 to 51, I summarise the
submissions that have been made to me, both
by complainants and by those authorised to act
on their behalf, in support of those complaints
of alleged maladministration;



in paragraphs 52 and 53, I set out the injustice
which it is claimed has resulted from
maladministration and the remedy which is
sought by complainants in respect of this
injustice; and



in paragraphs 54 to 154, I summarise the initial
response to these complaints of the public
bodies whose actions were the subject of
complaint:

(iv) paragraph 154 responds to the injustice
claimed.

The complaints made to me
3

As noted in paragraph 11 of Chapter 1 of this report,
I have received 898 referred complaints in respect
of 1,008 people and I have received 1,309 direct
representations from a further 1,480 individuals
about the prudential regulation of Equitable.
Information about the people who have contacted
me about the subject matter of this report is set
out in Part 4 of this report.

The maladministration alleged
The general complaint
4 As noted in Chapter 1 of my report, the terms of
reference for my investigation were:
To determine whether individuals were caused
an injustice through maladministration in the
period prior to December 2001 on the part of
the public bodies responsible for the
prudential regulation of the Equitable Life
Assurance Society and/or the Government
Actuary’s Department; and to recommend
appropriate redress for any injustice so caused.
5

The terms of reference were agreed with those
representing the lead complainants (see paragraphs
41 and 42 of Chapter 3) and, on 14 December 2004,
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those terms of reference were distributed to all the
parties to the complaints and also published on my
Office’s website.
6

7

From all the complaints I have received, three
broad areas of complaint emerge from the many
submissions we had read and considered. Those
concern complaints about, first, the general
organisation of the system of prudential regulation;
secondly, about the way that this system had been
applied generally towards Equitable; and, thirdly,
about the specific handling by the prudential
regulators and GAD of various aspects of the detail
of the Society’s business during the relevant period.

The detailed heads of complaint
8 Eighteen detailed complaints were made –
although, as will be seen, some of those heads of
complaint contained more than one allegation.
Those heads of complaint were labelled complaint
A to complaint R.
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10

Complaint B was that the prudential regulators had
failed to liaise and to co-operate effectively with
those responsible for the regulation of the conduct
of business by insurance companies. In particular, it
was alleged that the prudential regulators had
failed to ensure that proper assessments had been
made of the Society’s individual practices and its
communications with policyholders, and of the
expectations that those practices and
communications had generated, in the light of the
information that was, or should have been, known
to the prudential regulators.

11

Complaint C was that the prudential regulators had
not operated the regulatory regime as it was
intended to be implemented by Parliament and in
conformity with EC Directives. It was alleged that
those regulators instead had chosen to regulate
Equitable with a ‘light touch’ – a concept not
evident from or provided for under the Insurance
Companies Act 1982 and the European Third Life
Directive, nor one consistent with these statutory
provisions.

12

It was further alleged that the approach to the
prudential regulation of Equitable had been
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
had been adopted for smaller and unit-linked
companies, it was alleged. That, it was said,
demonstrated that the prudential regulators had
applied a two-tier standard of regulation.

The general complaint made was that:
… the public bodies responsible for the
prudential regulation of insurance companies
(successively the Department of Trade and
Industry, Her Majesty’s Treasury and the
Financial Services Authority…) and the
Government Actuary’s Department (GAD)
failed for considerably longer than a decade
properly to exercise their regulatory functions
in respect of the Equitable Life Assurance
Society and were therefore guilty of
maladministration.

9

It was alleged that administrative decisions as to
resourcing, priorities and methods had contributed
to a position in which the prudential regulators had
not properly undertaken their functions in respect
of Equitable.

Complaint A was that the prudential regulators had
not been sufficiently resourced, and had not all
possessed the necessary skills, to contribute
effectively to the overall regulatory process and to
exercise responsibly their discretionary powers as
intended by Parliament and by the European Union.
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13

Complaint D was that the prudential regulators and
GAD had allowed successive Chief Executives or
Managing Directors of the Society simultaneously
to hold the post of Appointed Actuary, despite
recognising the potential for a conflict of interest.
This, it was alleged, had not been compatible with
the basis of the regulatory regime.

14

Complaint E was that the prudential regulators and
GAD had 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, it was alleged, had been
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 nonguaranteed bonus declarations.

15

16

Complaint F was that GAD had recommended
Equitable 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, it was alleged, had 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 the Society. This conflict
of interest, it was said, had compromised the
proper discharge of GAD’s regulatory functions.
Complaint G was that, from the mid-1980s until
1997, the prudential regulators had failed to
evaluate the potential effect of guaranteed annuity
rates on the solvency of Equitable in a context
where current annuity rates were falling steadily, in
line with the Bank of England’s base rate, to below
contracted guaranteed annuity rates.

17

It was alleged that the prudential regulators had
learned explicitly in November 1993 of the degree
of Equitable’s exposure to risks associated both
with the guaranteed annuity rate issue and with the
Society’s lack of prudent reserves. It was said that
the regulators’ failure to take action then or to
impose reserving until 1999 had played a direct part
in the closure of Equitable to new business and to
subsequent cuts in policy and annuity values. The
prudential regulators had not prepared a study on
the extent of guaranteed annuity rates in the
industry until 1997: which, it was said, was a decade
too late.

18

Complaint H was that, from about 1990 onwards,
the prudential regulators and GAD had failed to
give sufficient consideration to the fact that some
of the measures used to bolster Equitable’s
solvency position were predicated on the
emergence of a future surplus. It was alleged that,
as a consequence, those regulators and GAD had
not properly assessed the overall impact and
adequacy of those measures. It was further alleged
that the prudential regulators had also allowed
Equitable to mis-use the term ‘surplus’ and had
failed to consider the use of that word in the
context of policyholders’ reasonable expectations.

19

Complaint I was that, over this same period, the
prudential regulators had allowed Equitable to
publish financial results and projections that were
misleading in that they had not reflected the
Society’s true position. In particular, Equitable had
been allowed habitually to report growth rates
alongside bonus rates, which had given the
impression of a prudent margin for error, whereas
the true position was that:


assets had been consistently less than policy
values so that higher rates of growth were
needed to cover any given rate of bonus; and
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20

21

22
1

46

Equitable to operate an unsound business model,
of which those regulators and GAD had been
aware. It was said that the Society had made public
its policy of reliance on ‘goodwill’ in a 1989 actuarial
paper With Profits Without Mystery1, but the
prudential regulators had never addressed the issue
or challenged the Society about it or about the
consequences of the model.

as part of the growth had been needed to
cover expenses and the contractual liability for
conventional annuities, the growth available to
meet with-profits bonuses had always been
materially less than the rate quoted in
Equitable’s literature, which had never been
made clear.

Complaint J was that, during this same period, the
prudential regulators and GAD had failed to act
when Equitable had adopted what Lord Penrose
described as practices of ‘dubious actuarial merit’.
Those practices, it was alleged, had included valuing
future liabilities at an inappropriate rate of interest
between 1990 and 1996; treating selling costs as an
asset; making no provision for guaranteed annuity
rates until much too late; valuing a financial
reinsurance 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 valued at £346 million, which
was not counted as a liability.
Complaint K was that on several specific occasions,
as set out in the Penrose Report, the prudential
regulators and GAD had ignored or failed to act on
information that might have led to formal or
informal regulatory action against Equitable, thus
also failing to alert new investors to the risks of
investing. It was alleged that those occasions
included when the Society’s 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 had
very significantly exceeded the value of the
underlying assets.
Complaint L was that, over a period of many years,
the prudential regulators and GAD had permitted
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Instead, it was alleged, the prudential regulators
and GAD had allowed Equitable to operate their
model, which had 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. It was said
that this had been a major contributory factor to
the Society’s development of what Lord Penrose
had quantified as a £3,000 million 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.
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Complaint M was that the prudential regulators
had failed to ensure any satisfactory correlation
between the total of declared policy values and
the Society’s admissible assets in a context where
Equitable, uniquely in the industry, had declared
total policy values that had included terminal
bonuses and had, without exception, always paid all
claims (both contractual and non-contractual) in
accordance with those declarations.
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Complaint N was that Ministers and officials had
decided that regulatory activities in relation to
safeguarding policyholders’ reasonable
expectations were to be based solely on the
regulatory returns, but had failed to put in place
adequate procedures and Regulations to enable
this to be achieved. It was alleged that this failure
had been particularly critical in respect of
Equitable, which had had unique practices which
elicited policyholders’ reasonable expectations.

Presented to the Institute of Actuaries on 20 March 1989 (see Journal of the Institute of Actuaries 116 (1989): 301-345) and to the Faculty
of Actuaries on 19 February 1990 (see Transactions of the Faculty of Actuaries 42 (1990-1991): 139-186).
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Complaint O was that the prudential regulators
and GAD had allegedly failed over many years
properly to monitor and assess the Society’s asset
position and its practices in the light of
policyholders’ reasonable expectations. Those
regulators and GAD, it was said, had not properly
determined policyholders’ reasonable expectations
or acted to protect them as intended by
Parliament and to the standards set by European
Directives.
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Complaint P was that, during the course of the
litigation which had led to the House of Lords’
decision in the Hyman case, the prudential
regulators had allegedly failed in their duty to all
policyholders in respect of policyholders’
reasonable expectations and had postponed
consideration of issues related to assets and
reasonable expectations, both for guaranteed
annuity rate and non-guaranteed annuity rate
policyholders, until after the decision of the House
of Lords (on 20 July 2000).
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In addition, it was said that the prudential
regulators had totally failed to assess properly
either the impact or the scope of the Hyman
decision and to evaluate the range of scenarios for
Equitable following it. Those regulators, it was
alleged, had failed to take appropriate action to
mitigate the adverse affect of the decision on the
majority, non-guaranteed annuity rate
policyholders, and on new investors into the same
with-profits fund.
The judgement of the prudential regulators that
there had been a 99.9% probability that the Society
would be sold demonstrated that, despite the
extensive information that those regulators had
possessed, they had failed to understand the
parlous state of Equitable, which had been
apparent to all prospective bidders.
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Complaint Q was that, in March 2001, the
prudential regulators had permitted Equitable to
declare a bonus for 2000 and an interim bonus for
2001 that were both inappropriate and unjustifiable
given the then state of the Society’s finances, thus
raising misleading expectations about the true
state of Equitable just prior to significant acrossthe-board cuts that were imposed only four
months later. Instead, it was alleged that the
Society’s asset deficit of 13% at year-end 2000 in a
closed fund should have precipitated regulatory
intervention at that time.

31

Complaint R was that, in July 2001, 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 prudential regulators had allegedly failed to
protect policyholders’ reasonable expectations.
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It was further alleged that the prudential regulators
had also refused to comment meaningfully on this
to policyholders while discouraging independent
financial advisers from giving proper advice to
policyholders.

Submissions made by complainants in support of
those complaints
33 In support of those complaints, I received many
hundreds of letters from complainants and from
those making direct representations to my
investigation team. In addition, certain policyholder
action groups (see paragraph 39 of Chapter 3)
submitted a vast amount of evidence in support of
the complaints outlined above.
34

It is not practicable to set out here every argument,
submission or piece of evidence that has been
submitted to us since the investigation which led
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to this report began, nor to describe the contents
of all the documents that were sent to me in
support of these complaints. However, we have
read each letter sent to us and have considered
whether the contents of all the communications
we have received warrant inclusion in the report or
follow-up through some other means.
35

I will now do two things: first, I will set out in their
own words some of the general and specific points
made to me by those who have complained to me.
These describe, in a representative fashion, what
those people have told me have been the effects
on them of the events at Equitable and set out
their feelings about what has happened. Secondly, I
will summarise the key submissions made to me by
policyholder action groups on the heads of
complaint set out above.

What individual complainants told me
36 The lead complainants provided a considerable
amount of information about the effect of the events
at Equitable on them. Comments they made included:
(i) that ‘the effects of actual and anticipated
losses have caused me to sell a large house and
move to a smaller property and to general cutbacks on expenditure, holidays, motoring,
eating out, and assisting my children’;
(ii) that ‘while I was looking forward to a
comfortable retirement, this has now been
shattered. It is a worry and is constantly on
one’s mind. When I wake up during the night
this is the first thing that enters my mind’; and
(iii) that ‘I have lost confidence and trust in all
pension producers and the government’s
watchdog. After working hard all my life and
putting together what I thought were adequate
plans for my retirement many years in
advance, I feel I have been let down’.
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The knock-on effects and worry and distress caused
by the financial uncertainty that complainants have
suffered were also, they argued, compounded by
actual financial losses of varying degree and with
differential impact sustained by complainants. The
largest sum that a complainant estimates that they
have lost amounts to three-quarters of a million
pounds; while the smallest amount of loss claimed
is less than six hundred pounds.
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Complainants generally claimed that the prudential
regulators were to blame for the situation,
although many also expressed anger at the
Society’s management. They said, for example:
(i) This saga has undermined my confidence in
the regulatory apparatus administered at
taxpayers’ expense to supervise the U.K.
financial system and protect its users. I am
also totally disillusioned with the conduct of
government;
(ii) I feel emotionally affected, angry, as if I have
been robbed. I feel the regulatory system has
let me down. I was prepared for investment
risk but not systemic risk which I felt was
covered by the regulator. I will never trust an
insurance company again and have advised
my children against trusting one;
(iii) I have lost confidence in the ability and
competence of long-term financial planners
and regulators; and
(iv) Not only have I been affected financially but I
feel badly let down by the regulatory bodies
who should have ensured that investors
interests are protected. The Government
encourages us to save for the future and yet
fails to regulate by the appointed bodies.
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Many complainants expressed more than
disappointment in the role played by the
prudential regulators and their advisers – arguing
that the actions or inaction of those bodies had
been the primary cause of the situation. One told
me:
I submit that the Treasury/FSA failed to
consider, or were culpably negligent in
considering the effects on new or continuing
investors, of the severe lack of reserves… and
failing to require disclosure, or sufficient
provision for this at least by the beginning of
1998.
The company was allowed to advertise and
tout for further business on the basis of
“leadership in the UK pensions market” and
was awarded by Standard and Poor their
prestigious AA (Excellent) rating on the basis of
the content of their accounts and returns.
I relied on the above and the fact that the
company gave no commission and boasted of
their low costs and charges. I also believed I
had the full protection intended by regulation
in making my choice of company.
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Another complainant said:
The DTI did not impose effective control over
the Society. The consequence of this allowed
the Equitable to declare bonuses not covered
by the assets of the Society from 1989 to 2000.
As a further consequence of this, the Equitable
retained its AAA rating and thousands of
innocent members carried on pouring millions
of pounds into a sinking ship. If there had been
the slightest inkling that there was anything
wrong, I would have changed to another
insurance company to provide an annuity for
my retirement.
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Other complainants also placed the blame for the
injustice they claimed to have sustained at the
door of the prudential regulators. Such submissions
included those from:
(i) a man in his 80s, who told me that he had
‘bought an Annuity in 1994. Prior to doing so,
and prompted by another company’s
salesman, I had suggested to Equitable that
their financial position might not be secure. I
was given a Standard and Poor analysis, which
gave an AA+ rating and must therefore have
been based on incomplete information given
to them. Annual reports were equally
misleading. GAD must have known the true
situation and they and DTI should not have
allowed this to happen. As a result, my
pension was reduced last year by £3,000 pa
and we have had to sell our house and buy a
much cheaper one. Further reductions are still
being made’;
(ii) a man in his 70s, who told me that ‘before
placing my contracts with the Equitable I
undertook considerable market research and
took particular note of past performance,
expense ratios and Standard and Poor’s
ratings relating to financial strength. The
Equitable Life also assured me that
information required on regular returns made
to the Department of Trade and Industry, the
then regulator, had been provided and that
the DTI’s requirements had been fully met’;
(iii) a man in his 60s, who told me that ‘the
regulatory bodies – the FSA, the Department
of Trade and Industry, the Government
Actuary’s Department and Her Majesty’s
Treasury – failed in their duty to rigorously
monitor the activities of Equitable Life. The
information which was garnered was not
made available to potential investors. It is my
contention that the regulators failed in their
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duties to safeguard the interests of actual and
potential investors and alert them to the
financial weakness of Equitable Life thus
depriving them of making informed choices;
ergo compensation is due’; and
(iv) a woman in her 60s, who told me that ‘what
has really upset me is that I did not purchase
a time share or something like a pyramid
scheme for “women empowering women”.
I purchased a pension scheme run by a
supposedly respectable insurance company.
I researched this company in the Financial
Times, Standard and Poor’s, Money
Management, and the Sunday broadsheets,
which all gave the company glowing reports.
Now to get this money back I will have to go
back to work for years’.
The key submissions made in support of their
complaints by those representing complainants
42 In addition to the many individual submissions I
have received, certain action groups who were
authorised to represent the lead complainants and
who, more generally, represented those current or
former Equitable policyholders and annuitants who
had complained to me in support of the
complaints.
43
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In February 2005, the Equitable Members’ Action
Group (EMAG) made a lengthy submission to me, in
which it set out its views on each of the heads of
complaint covered by the investigation2.
I consider that EMAG’s submission, while not
covering every submission that has been made to
me by or on behalf of complainants, sets out
broadly the key arguments put forward in support
of their complaints. The following excerpt from the
concluding section of that submission is worth
quoting at length.

The full submission is available on their website: www.emag.org.uk
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EMAG said that:
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… 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 Equitable
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 Equitable 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.
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EMAG continued:
We submit that there has been serious
maladministration and that that
maladministration continues. We further
submit that such maladministration led to a
number of consequences resulting in financial
losses to the policyholders who invested in the
Society.
It is common ground that Equitable’s problems
were deep-seated going back to the start of
providing guaranteed annuity rate 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. Equitable was already overbonusing by then.
[A GAD] paper in 1988 had warned of the
dangers to policyholders’ reasonable
expectations if companies were allowed to
shift from guaranteed to non-guaranteed
bonuses. Equitable 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 Equitable back into
their effective oversight. For no good reason
they failed to do this.
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Turning to the role of the prudential regulators,
EMAG continued:
This together with the shift described above
should have impelled the regulators to strong
action to protect policyholders. Their failure
to do so allowed Equitable 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 Equitable
but they ignored the evidence that was
presented to them: With Profits Without
Mystery, the board papers given to [GAD] and
[the Appointed Actuary’s] message about
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.

From then on as a result of the Society 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.
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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 Equitable 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.

Equitable 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 guaranteed annuity rate problem
would have remained unsolved but at least the
cost of the problem would have fallen on the
guaranteed annuity rate policyholders and
been alleviated by hedging and a proper ringfencing scheme. It is ironic that with fewer
non-guaranteed annuity rate policyholders the
need to solve the guaranteed annuity rate
problem would have been much more acute
and in need of resolution if the nonguaranteed annuity rate total pension funds
were not to be removed. The guaranteed
annuity rate problem could have been simply
resolved in 1988 by the Regulators insisting on a
separate fund being set up.

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.
49

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.

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.
50

There was also the question of the
“technically efficient” but deceitful products
such as the [with-profits] annuities and the
Managed Pension where no effective action
has or is being taken.
48

Summarising the more detailed submissions made
elsewhere in their paper, EMAG noted:
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-guaranteed
annuity rate [policyholders] who then
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EMAG concluded by arguing that:

I also received further submissions from or on
behalf of the other action groups. Those
submissions include:
(i) Equitable Life: Penrose and Beyond: Anatomy
of a Fraud – written by Dr Michael Nassim and
submitted to me on behalf of both Equitable
Life Trapped Annuitants and the Equitable Late
Contributors’ Action Group (as well as other
papers written by Dr Nassim);
(ii) a submission by the Equitable Late
Contributors’ Action Group related to events
that occurred after the Society’s closure to new
business; and

would have been prevented by earlier
intervention and appropriate remedial action.

(iii) evidence, also given by the Investors’
Association to the European Parliament
Committee of Inquiry, written by Mr Michael
Josephs.
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The fact that I have not quoted here from these or
any other documents does not denote that I have
had no regard to their contents. I have had regard
to all the evidence submitted to me from whatever
source.

The injustice claimed
52 All those who have complained to me claimed to
have sustained financial and other injustice as a
result of alleged maladministration by those
responsible for the prudential regulation of
Equitable. Speaking on behalf of all those
who complained to me, the lead complainants
stated that:
The complainants invested in Equitable Life
on the basis of its published literature (in
some cases supplemented by the claims of its
salesmen) on the understanding that it was a
properly financed company which was
effectively regulated by the Government.

The remedy sought
53 The complainants sought full redress for the
financial losses they claimed to have incurred in
consequence of the maladministration they alleged
and for the other injustice they claimed to have
sustained.

The initial response of the public bodies
54

As I have explained in paragraph 23 of Chapter 3 of
this report, I am required by section 7(1) of the
Parliamentary Commissioner Act 1967 to afford to
the principal officer of the department or
authority concerned and to any other person who
is alleged in the complaint to have taken or
authorised the relevant action an opportunity to
comment on any allegations contained in any
complaint pursuant to which I propose to conduct
an investigation.
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On 9 December 2004, I afforded the principal
officers of four public bodies – the Treasury, the
FSA, GAD and the DTI (which is now the
Department for Business, Enterprise and Regulatory
Reform) – such an opportunity. I received a joint
response on 3 March 2005 from three public bodies
– the Treasury, the FSA and GAD.
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The DTI confirmed that, as statutory responsibility
for the prudential regulation of insurance
companies had passed in 1998 from that
department to the Treasury, it wished to make no
separate submissions to my investigation from
those made by the Treasury. It was explained that
this was in line with the normal conventions
concerning the transfer of government functions
and Ministerial responsibility.

They did not know that the Society
habitually declared and paid bonuses in
excess of its earnings and did not provide
properly for its liabilities, all of which was
known to the regulators but with which the
regulators failed to deal effectively.
As a direct consequence of regulatory failure
each complainant lost 16% (or 14% for life
policies) of their policy values on 16 July 2001
and in some cases they lost more in market
value adjustments and other costs and
penalties upon subsequent departure. Had
the regulators effectively undertaken their
responsibilities, the crisis at Equitable Life
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The second document contained detailed
responses to the general and specific complaints
contained in the published terms of reference for
the investigation. That document is reproduced in
full within Part 4 of my report.

Summary of response
59 I will now summarise the initial response of the
public bodies to the heads of complaint set out
above as those responses were set out in the
second document submitted by the public bodies.
I will also summarise the response of the public
bodies on questions of injustice.
60

In summary, the initial joint response of the
Treasury, the FSA and GAD to the complaints
alleging maladministration was that:
(i) there had been no failure on the part of any of
the prudential regulators or GAD properly to
exercise their functions in respect of Equitable.
At all times those regulators and GAD had
acted reasonably and properly, in the context
of and having regard to the regulatory regime
as it had been at the relevant time;
(ii) the nature and scope of that regime had been
determined by legislation and by regulatory
policies which informed and were adopted
under the applicable legislation. At all times,
the policies adopted had been proper ones and
had been the result of choices which
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Parliament and Ministers had been fully
entitled to make; and

The joint response took the form of two
documents. The first document set out the view of
the public bodies whose actions were the subject
of complaint as to the key aspects of the regime
that pertained to the prudential regulation of
Equitable during the period covered by my
investigation. That document is reproduced in full
as an annex to Part 2 of this report.
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(iii) none of the complaints made by the
complainants disclosed reasonable grounds for
concluding that any of the public bodies
responsible for the prudential regulation of
Equitable or GAD had been guilty of
maladministration.
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Before responding to each of the specific
complaints set out in the terms of reference for my
investigation, the public bodies made some general
observations about two matters: first, about the
degree to which the contents of the Penrose
Report were relevant to my investigation and,
secondly, about the nature of the relevant
regulatory context.

Two general observations made by the public bodies
The Penrose Report
62 The public bodies contended that almost all of the
specific complaints that were the focus of my
investigation had been derived from the Penrose
Report. It was the view of the public bodies that
the contents of the Penrose Report could not be
used to support a case of maladministration, for
two reasons. The first reason given was that the
observations and criticisms made by Lord Penrose
had been made with the benefit of hindsight,
which had been permitted by the terms of
reference of his inquiry.
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By contrast, the joint response noted that, in
carrying out my investigation, I had to consider the
relevant events and actions solely in the light of
the circumstances and knowledge of those
involved at the relevant time. The public bodies
said that this constituted a critical difference
between the nature of the exercise which Lord
Penrose had carried out and that of my investigation.
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The public bodies also contended that the
criticisms which had been made in the Penrose
Report of particular decisions and actions that it
was alleged had been taken, or omitted to have
been taken, by the prudential regulators and GAD
in exercising their functions were in fact few.
The public bodies noted that I would wish to form
my own view of whether those criticisms were
both well founded and relevant to this
investigation. Whether those criticisms were
accepted or not, the Treasury, the FSA and GAD
took the view that they were dependent on the
use of hindsight and that, if hindsight were
disregarded, there was no reasonable basis for a
finding of fault.
The public bodies contended that the second
reason why the Penrose Report could not be used
to support a case of maladministration was that,
although that Report had (with the benefit of
hindsight) been on occasion critical of the
performance of the prudential regulators and
GAD, its criticisms had been essentially directed
at the regulatory regime which was in force at the
relevant time rather than at particular decisions
and actions taken, or not taken, in operating
that regime.
The public bodies argued that the gist of those
criticisms was not that the prudential regulators
and GAD had failed properly to discharge their
functions under the regime as it stood; but rather
that the regulatory regime as it had stood was, in
the view of Lord Penrose, unsatisfactory in various
respects and required to be changed.
The public bodies contended that it was evident
from his Report that the regulatory approach
advocated by Lord Penrose would have required a
much greater degree of intervention and intrusion
by the prudential regulators than had obtained, or

had been seen as politically desirable or
appropriate, at the relevant time.
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The public bodies also submitted that criticism of
the regulatory regime as it had stood was not
material for the purposes of my investigation. In
judging whether maladministration has occurred, it
was said that my investigation would not be
concerned with whether the regulatory regime that
had existed was the optimum one, or with the
merits or demerits of the policies adopted.
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Instead, the issue would be whether, given the
regime that existed, and the policy choices made,
there had been a culpable failure on the part of the
prudential regulators or GAD to apply the
provisions and policy of the regime.

The regulatory context
71 The public bodies then turned to the regulatory
regime and told me that, in a situation where
policyholders’ interests are alleged to have been
harmed or put at risk, it was unsurprising that some
policyholders would believe that they had been ‘let
down’ by the prudential regulators.
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The joint response explained, however, that no
system of prudential regulation could prevent, nor
should it be designed to prevent, all financial
difficulties that might be experienced by insurance
companies operating in a competitive market
economy.

73

Prudential regulation of insurance companies
instead required a balance to be struck between
protecting policyholders against the risk that a
company would act imprudently on the one hand
and, on the other, allowing the maximum freedom
to the company and its management to pursue
their chosen commercial strategy in the way they
considered best.
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The public bodies contended that the way in which
that balance was to be struck was a matter of
policy for Parliament in enacting the applicable
legislation, and, within the statutory framework laid
down by Parliament, for the Government of the
day to decide, reflecting values and priorities as set
by Ministers.
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They told me that it followed that any assessment
of whether the prudential regulators and GAD had
properly exercised their functions could only be
made by reference to the statutory framework of
powers and duties which governed the prudential
regulation of insurance companies during the
period covered by the investigation and to the
policy context in which prudential regulation took
place – especially in their view as regards the
degree of intrusiveness seen as appropriate and the
level of public resources allocated to such
regulation.

The initial response of the public bodies to the
detailed heads of complaints
Complaint A – the prudential regulators had not been
sufficiently resourced, and had not all possessed 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 Union.
76
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The public bodies submitted that the two
allegations – that the prudential regulators were
not sufficiently resourced and that they lacked the
necessary skills – were both wholly unjustified. It
was said that resources were finite and decisions as
to their allocation had been policy decisions;
Ministers had taken a reasonable view at the time
relevant to my investigation that the balance of
resources that were deployed was correct.
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From the 1980s to 2001, the cost of prudential
regulation (and the number of staff employed by
the DTI and GAD in undertaking it) increased
significantly in real terms, against a prevailing
climate of pressure on costs and of deregulation.
While it could always be argued that it would have
been desirable to allocate more resources, there
was no objective basis for concluding that the
decisions taken at the time on resourcing
prudential regulation were improper.
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In relation to skills, the public bodies said that an
early policy decision had been taken to outsource
to GAD the actuarial expertise needed by the
prudential regulators, a decision confirmed by
reviews in 1978 and 1983. That was not an improper
delegation of prudential regulation. The public
bodies noted that Lord Penrose in his report had
recognised that GAD had had access to developing
thought in the profession. Steps had also been
taken (such as secondments or longer postings) to
improve the skills and resources that were available
within the DTI and then the Treasury.
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In summary, the public bodies contended that
decisions as to resourcing, priorities and methods
were not administrative decisions but were
discretionary decisions which involved policy
objectives and that there were no grounds for
suggesting that those decisions had been
improperly taken.

Complaint B – that the prudential regulators had
failed to liaise and to co-operate effectively with
those responsible for the regulation of the conduct of
business by insurance companies.
80

The public bodies contended that this complaint
did not specify any concrete instance in which
there had supposedly been a failure of liaison or
co-operation by the prudential regulators with the
conduct of business regulators. Nor, it was said, did

complainants specify any particular steps which
the prudential regulators should have taken at any
particular time but did not take.
The public bodies said that the relevant regime had
not required extensive co-ordination as the two
regulators addressed separate issues within their
own areas of policy and focus.
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The view of the public bodies was that there had
been no failure of liaison between the two sets of
regulators. They noted that Lord Penrose had
recognised that there had been routine exchange of
information in the 1980s and that interaction on a
more formal footing had begun from 1992 onwards.
During the period in which the FSA had had day-today responsibility for both prudential and conduct
of business regulation, the public bodies said that
arrangements had been put in place to encourage
liaison between both sets of regulators.
The public bodies noted that, while Lord Penrose had
said (with hindsight) that there had been insufficient
liaison, he had given no specific examples other than
in the autumn of 1999, which the public bodies took
to refer to communications between the two
regulators in September 1999 over bonus notices. In
the view of the public bodies, however, that episode
did not reveal any failure of liaison but rather a
potential gap in the regulatory framework which
pertained at that time. That gap was not as a result of
any improper decision by the prudential regulators,
but reflected the then prevailing system of regulation
and the way the prudential and conduct of business
regulators had been required to operate prior to their
full merger within the FSA.

Complaint C – that the prudential regulators had not
operated the regulatory regime as it was intended to
be implemented by Parliament and in conformity with
European Directives. Those regulators instead had
3

chosen to regulate Equitable with a ‘light touch’ – a
concept not evident from or provided for under the
Insurance Companies Act 1982 and the European
Third Life Directive, nor one consistent with those
statutory provisions.
84

The public bodies submitted that neither allegation
under this head of complaint – that the prudential
regulators had operated a ‘light touch’ contrary to
the provisions of United Kingdom statutes and
European Directives and that, compared to other
companies, the approach of those regulators
towards Equitable had been exceptionally and
unjustifiably lenient – was well founded.
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In relation to ‘light touch’, the position of the
public bodies was that the regime applied (whose
guiding principle had been ‘freedom with
publicity’) was precisely that which informed and
was enabled by the relevant statutory provisions; in
addition, it was their position that the relevant
domestic legislation at all times had complied with
European Directives.
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In relation to the allegation of a ‘double standard’
applied to the prudential regulation of Equitable,
the public bodies wholly rejected this. They noted
that the regime had targeted resources through a
priority rating system. In most years, Equitable had
been assigned a rating of 33, indicating that there
had been sufficient concerns to warrant early
attention or other reasons to require scrutiny early
in the cycle. These ratings had been assigned on
the basis of objective criteria, taking account of
key indicators (including coverage for the required
solvency margin).
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In the 1990s, Equitable’s required minimum solvency
margin had been reasonably well covered, as had
been reflected in their ratings, which were in line
with those given to other companies with similar

See Appendix E to Part 2 of my report for a description of GAD’s priority ratings.
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levels of cover. Supervision had not been limited to
scrutiny of the returns alone, but had included site
visits (which relied on co-operation and were not
‘investigative’), which had been introduced in 1991
on a three-year cycle. Equitable had been visited in
1992, 1994 and 1996, within the three-year cycle.
88
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The public bodies denied that there had been
successive Chief Executives or Managing Directors
of the Society who had simultaneously held the
post of Appointed Actuary; this had only applied
to one person from 1991 to 1997, they said.
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Nevertheless, those bodies said, the prudential
regulators had regarded the dual role as undesirable
and had sought to discourage it; but it had not
been contrary to established industry norms and
other companies also had been in that position at
the relevant time.
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The Insurance Companies Act 1982 had not
expressly prohibited the dual role and so the
complaint that the prudential regulators ‘allowed’
this was, in the view of the public bodies,
misplaced. It was said that those regulators could
have objected to the appointment of a Chief
Executive on the ground that he or she was not a
‘fit and proper’ person. This, however, had been
taken to mean grounds such as dishonest conduct.
The public bodies said that the person concerned
had been amply qualified to be the Society’s Chief
Executive.
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In addition, the public bodies contended that there
had existed specific circumstances in the case of
Equitable, in that there had been no-one to take
over from the incumbent as Appointed Actuary
when he became Chief Executive.
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The public bodies submitted that the prudential
regulators had expressed concern but had had to
accept that they could not impose a condition that
the incumbent should end his dual role after
12 months; nor, it was said, could those regulators
bring the dual role to an end. The prudential
regulators and GAD had continued to express
concern (from 1992 to 1996), but the incumbent’s
response had been that he would give up one of
the roles if a conflict arose, that it was still a
temporary measure, and that there was no suitable
replacement.
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In addition, the public bodies contended that it
was not clear what advantage to the complainants
there would have been had the dual role been
avoided, or what changed in Equitable’s thinking or
actions when the dual role ended in 1997.

The public bodies stated that the priority ratings
given to the Society and the frequency of visits to
it showed that Equitable had been treated no
differently from other companies. If anything, the
public bodies argued, the intensity of exchanges
between GAD and the prudential regulators, and
between those regulators and Equitable, had been
higher than for other companies of a comparable
priority level during the 1990s.

Complaint D – that the prudential regulators and
GAD had allowed successive Chief Executives or
Managing Directors of the Society simultaneously to
hold the post of Appointed Actuary, despite
recognising the potential for conflict of interest. This
had not been compatible with the basis of the
regulatory regime.
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between shareholders and policyholders and so
there had been less potential for a conflict of
interest in the Society’s case.

The public bodies submitted that there had been
arguments both for and against somebody holding
that ‘dual role’. In the case of a mutual insurance
company, there could have been no conflict
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Complaint E – that the prudential regulators and GAD
had failed to keep pace with developments in the
pensions and life insurance industry and to assess and
adapt their methods to reflect those developments.
96
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The public bodies’ response to this head of
complaint was that it was wrong to suggest that
the regime remained static or that the prudential
regulators had not taken steps to adapt to
developments in the industry. There had been a
series of initiatives from 1974 onwards.
Those initiatives had included successive legislative
changes from 1974-2001 affecting the valuation of
assets and liabilities, the applicable Regulations and
the regulatory returns; moves to require the
Appointed Actuary to specify certain facts in the
returns; site visits from 1991; and the addition of the
requirement for sound and prudent management
in 1994.
Those initiatives had also included a Service Level
Agreement between GAD and the DTI in 1995,
replaced by a further such agreement in 1998;
annual reports on the industry prepared by GAD
from 1995; GAD surveys of bonus distributions
(1993) and in respect of guaranteed annuity rates
(1998) and three working parties set up through the
Joint Actuarial Working Party in the 1990s – on
policyholders’ reasonable expectations, on the net
premium method of valuation and on the impact
of guaranteed annuity rates. Changes in mandatory
guidance issued by the actuarial profession to
Appointed Actuaries and additional guidance by
GAD through ‘Dear Appointed Actuary’ letters had
also been issued.
In these ways, the public bodies said, the regime
had been kept up-to-date and the level of
regulation increased, despite a then prevalent
policy of deregulation.
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With regard to regulatory solvency, the public
bodies submitted that this had been the crucial
yardstick by which the balance between
policyholder protection and freedom to compete
had been struck. The public bodies stated that the
prudential regulators could not be criticised for
applying and scrutinising regulatory returns by
reference to the prescribed solvency criteria.
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The public bodies contended that the
complainants’ real grievance appeared to be that,
as the industry had moved increasingly towards
non-guaranteed terminal bonuses, the prudential
regulators should have required Equitable to
reserve for these. But, in the view of the public
bodies, those regulators could not have done so.
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The Third Life Directive had given Member States
discretion over whether or not to require the
setting aside of reserves for bonuses. The United
Kingdom Government had decided not to require
this. The alternative approach that had instead
been agreed was that an implicit allowance for
terminal bonus should be made through a
deliberately prudent and cautious approach to the
valuation of assets and liabilities, which would
create implicit margins for future bonuses. That was
achieved in particular by requiring conservative
valuation assumptions (including not taking credit
for future capital appreciation on equity investments)
and using a net premium method of valuation.
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The public bodies submitted that it was not open
to the prudential regulators to impose reserving by
the back door method of policyholders’ reasonable
expectations. Had those regulators done so, it
would have gone against the policy decision of the
Government and would have been an attempt to
use its powers of intervention impermissibly in
preventing a company from disposing of its assets
even though the test for regulatory solvency had
been met.
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The public bodies also said that it was not clear
from where policyholders had derived a reasonable
expectation that Equitable would set aside reserves
for terminal bonuses, given the lack of a statutory
requirement to do so and given the Society’s wellpublicised policy of full distribution. The public
bodies submitted that, had Equitable set aside
reserves, it would arguably have gone against the
reasonable expectations of with-profits
policyholders that there would be full distribution.

Complaint F – that GAD had recommended Equitable
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 had 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 the Society. This
conflict of interest had compromised the proper
discharge of GAD’s regulatory functions.
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The public bodies submitted that it was wrong to
suggest that the facts demonstrated any lack of
proper separation of GAD’s responsibilities or a
conflict of interest in GAD’s roles. GAD had
provided advice at the time that Equitable had
been selected to provide additional voluntary
contributions for the civil service scheme (in 1988)
and then had carried out three paper reviews (in
1992, 1993 and 1995) of this provision but this role
had then been outsourced.
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The public bodies said that GAD’s role of giving
advice had not conflicted with its role assisting the
prudential regulators. The two functions had been
kept separate by what they referred to as a
‘Chinese wall’ and there had been no exchange of
confidential information. There had been no
professionally improper conduct and, in their view,
the complaint was without substance.
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Complaint G – that, from the mid-1980s until 1997, the
prudential regulators had failed to evaluate the
potential effect of guaranteed annuity rates on the
solvency of Equitable in a context where current
annuity rates were falling steadily, in line with the
Bank of England’s base rate, to below contracted
guaranteed annuity rates.
107

The public bodies’ response to this head of
complaint was that the applicable Regulations had
required guaranteed annuity rates to be valued on
prudent assumptions – depending on the extent
they would be ‘in the money’ if mortality and
interest rate assumptions were borne out and with
regard to a prudent assumed take-up rate.
Otherwise, guaranteed annuity rates represented
only a contingent liability and were something the
Appointed Actuary was expected to take into
account when analysing the company’s overall
financial condition.
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The public bodies noted that guaranteed annuity
rates had begun to exceed current annuity rates
briefly in 1993 (and then continuously from 1995).
Equitable had decided to award a lower terminal
bonus to a policyholder who took benefits with a
guaranteed annuity rate and on this basis took the
view that there was no need to set up a reserve.
However, the public bodies argued that it had been
the responsibility of the Appointed Actuary to
disclose the company’s liabilities and to justify how
they had been reserved for; it was contended that
the prudential regulators had relied on the
Society’s Appointed Actuary to do this and had
been entitled so to do.
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The public bodies noted that the Society’s returns
had not disclosed its exposure to guaranteed
annuity rates or the approach it had adopted of
awarding differential terminal bonuses in anything
approaching a satisfactory way. The public bodies
contended that the prudential regulators could not
have been expected to identify the problem from

had been represented on the working party but
could not provide the prudential regulators with
confidential information provided by (or
concerning) companies. So GAD had initiated its
own survey in June 1998, to tie in with the
submission of 1997 returns by the end of June 1998.
The public bodies said that this had been an
appropriate follow-up to the professional working
party report and there was no reasonable basis to
suggest this should have been done a decade
earlier.

the information provided or (given the time and
resources available and nature of the regulatory
regime) to have sought the information needed.
Contrary to the Society’s claim that it had disclosed
its differential terminal bonus policy since 1993, the
public bodies noted that Lord Penrose had found
that the Society’s returns had failed to identify the
growing obligations, with his report referring to
obscure, opaque and uncommunicative
information.
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In relation to the November 1993 meeting, the
public bodies stated that there had been no clear
disclosure of Equitable’s policy or their exposure to
guaranteed annuity rates. The note of that meeting
had referred to the Society remarking that the
allocation of a final bonus could be conditional on
the waiving of the guarantee. But, it was said, the
Appointed Actuary had said that in the context of
the resilience reserve – i.e. that the guaranteed
annuity rates may bite in the reduced interest rate
scenario but not in the base valuation. The public
bodies submitted that the Appointed Actuary had
not been saying that, while a base valuation reserve
was needed, this was not being held due to the
differential terminal bonus policy. That this was the
position had only emerged in 1998.
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In relation to the study of the extent of guaranteed
annuity rates in the industry, the public bodies said
that it had not been until the late 1990s that
guaranteed annuity rates had become of significant
value to policyholders. At GAD’s suggestion, a
professional working party had been set up in
January 1997. Its terms of reference had recognised
that there was no accepted practice for reserving
for the guarantees.
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The working party’s report had been published in
spring 1998. It had found considerable variations in
reserving practice and did not provide definitive
recommendations as to the right approach. GAD
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The public bodies said that the Society’s exposure
to guaranteed annuity rates had become apparent
with Equitable’s response to GAD’s survey, in July
1998. This had showed that Equitable had not
reserved for guaranteed annuity rates, had
significantly higher exposure than others, and had
not separated that business from non-guaranteed
annuity rate business. For other companies,
guaranteed annuity rate business had been on a
smaller scale, or had been kept separate from other
business, or the company had had an estate or was
reserving on a proper basis.
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The public bodies contended that the prudential
regulators and GAD had reacted swiftly and firmly
to information provided to them in July 1998. In
November 1998, GAD had sent the Treasury a
report identifying Equitable as particularly
vulnerable. The prudential regulators had taken
steps (which had begun in September 1998) to
ensure that the Society made proper provision for
those liabilities. Equitable had maintained their
position that it would be excessively prudent for
them to reserve on the basis that there would be a
100% take-up rate. The Society had threatened
judicial review, sought the assistance of the then
Economic Secretary to the Treasury, and continued
the debate until the House of Lords’ judgment in
July 2000.
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The public bodies submitted that the Society’s
difficulties after the decision of the House of Lords
in Hyman had arisen due to the cost of honouring
the guaranteed annuity rates on the non-guaranteed
part of maturity values. That cost, it was said, had
been determined by the prevailing investment
conditions and not by the reduced interest rate
scenario in the resilience test. The cost was separate
from the cost of honouring guaranteed annuity rates
on the guaranteed part of maturity values, which
had already been reserved for at the insistence of
the prudential regulators (subject to the
renegotiation of the reinsurance treaty).
The public bodies contended that those events
demonstrated no fault on the part of the prudential
regulators or GAD, who had acted promptly and
firmly: it was one thing to say, with the benefit of
hindsight, that Equitable should have been quizzed
about its approach at an earlier stage. The public
bodies said, however, that the Society’s returns for
1993 to 1996 had not disclosed that Equitable were
not reserving for the liabilities associated with
guaranteed annuity rates, or that the extent of the
relevant policies was significant; nor had those
returns disclosed the reserving method, the rate of
guarantee, or the volume of business.
The public bodies submitted that it was not the
case that the Society’s failure to reserve had played
a direct part in Equitable’s closure to new business
and the subsequent cuts in policy values. It was
said that Equitable had been required to reserve for
guaranteed annuity rates and the outcome of the
litigation had not changed their gross reserving
requirements. After the House of Lords’ judgment,
Equitable had sought a buyer to fund the
guaranteed annuity rate costs. For various reasons,
not all related to the financial state of Equitable,
the sale had failed and policy values had had to be
cut. The public bodies argued that there was no
clear, let alone direct, link between the cut in
policy values and the guaranteed annuity rate issue.
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The public bodies contended that this had been a
complex chain of events and that it was not clear
what role, if any, the Society’s delayed introduction
of full reserving had played. It was said that earlier
additional reserves would most likely have been at
the expense of showing a weaker statutory
solvency position or of slimming down margins
elsewhere in the valuation basis, so it was not clear
that additional reserving would have forced
Equitable to change their bonus policy.
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The public bodies stated that the July 2001 cuts had
been largely due to negative rates of investment
returns earned by Equitable in 2000 and 2001,
against a background of falls in equity markets and
their policy of no estate, which meant that, in
adverse investment conditions, policy values might
have had to be cut.

Complaint H – that, from about 1990 onwards, the
prudential regulators and GAD had failed to give
sufficient consideration to the fact that some of the
measures used to bolster Equitable’s solvency position
were predicated on the emergence of a future surplus.
As a consequence, the prudential regulators and GAD
had not properly assessed the overall impact and
adequacy of those measures.
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The public bodies stated that the measures used
to bolster Equitable’s solvency margin criticised in
this head of complaint were assumed to relate to
the use of future profits implicit items (those
complaints which related to the subordinated
loan and reinsurance are dealt with under
Complaint J below).
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The public bodies contended that United Kingdom
and European legislation had allowed value to be
placed on projected future surplus for
demonstrating cover for the regulatory required
solvency margin. For an insurance company to be
permitted to include a future profits implicit item,
an Order under section 68 of the Insurance

Companies Act 1982 had been required. The value
of the item was limited by law.
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The United Kingdom’s approach, as reflected in
guidance issued by the prudential regulators in
1984, had been more cautious, it was said, than the
European regime – in requiring the amount applied
for to be less than the present value of profits
expected to arise on in-force business. The
Appointed Actuary had been required to certify
this. Guidance had made clear that the Appointed
Actuary’s assessment had to be based on cautious
assumptions.
The public bodies submitted that the role of the
prudential regulators, acting with the advice and
assistance of GAD, had been to determine whether
a section 68 Order could be justified under
relevant Regulations and guidance. It was said that
the prudential regulators had been entitled to
place weight on the certificate from the Appointed
Actuary. If the calculations provided were
justifiable, a refusal to grant the Order would have
been highly unusual. The 1984 guidance had
allowed, but had not required, the prudential
regulators to request details of the assumptions
used in the Appointed Actuary’s certificate.
The public bodies contended that it would not have
been proportionate for this to have been done
unless there had been evidence from the returns
(particularly the ‘matching rectangle’ in Form 57 of
the returns) to suggest that the application might
not have been adequately supported. This, it was
said, had never been the case with Equitable. In
addition, even where a section 68 Order was
granted, what credit should be taken for it in the
returns had been a matter for the professional
judgement of the Appointed Actuary.
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The public bodies submitted that there was no
evidence that the prudential regulators had ever
wrongly granted a section 68 Order. The public
bodies noted that Lord Penrose in his report had
accepted that the Order made in September 2000
(and by implication each earlier Order) had been
properly granted and in accordance with the
Regulations.
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The public bodies argued that the allegation that
the prudential regulators had failed to assess the
impact of these Orders was also not justified.
Equitable had applied for and used less (generally
substantially less) than they had been entitled to
use. The Society had not been the first company to
use such an item; the increase in its use from 1995
to 2000 had also not been out of line with the
increase in the aggregate amount for the industry.

Complaint I – that, from 1990 onwards, the prudential
regulators had allowed Equitable to publish financial
results and projections that were misleading in that
they had not reflected the Society’s true position.
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The public bodies’ position in relation to this head
of complaint was that the accuracy of the material
in Equitable’s literature had not been a matter for
the prudential regulators. The way Equitable had
reported growth reflected their policy of a
guaranteed reversionary bonus and non-guaranteed
terminal bonus. It had not been for those
regulators to prescribe the approach to be
followed, provided that the Society complied with
its statutory obligations.
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The public bodies contended that the calculations
contained in the Penrose Report, which suggested
that the Society’s assets had been consistently less
than policy values, had not been seen by the
prudential regulators at the time and it was not clear
how those or similar calculations by complainants
ensured consistency of assets and liabilities.
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The public bodies submitted that the comparison
of policy values and asset shares was a complex
actuarial exercise where different professional
opinions were possible, depending on the
methodology and assumptions employed. Thus, in
their view, there was little scope for a finding of
maladministration unless the specific professional
opinion relied on was demonstrably unreasonable
or was contrary to the then prevailing regulatory
regime.
The public bodies maintained that no instances had
been given of Equitable being allowed to disclose
results or projections that were contrary to the
Regulations. The only relevance for the prudential
regulators of the literature supplied to customers
was in relation to policyholders’ reasonable
expectations, which are covered below in the
response to complaints N and O below.
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Complaint K – that… the prudential regulators and
GAD had ignored or failed to act on information
that might have led to formal or informal regulatory
action against Equitable, thus also failing to alert new
investors to the risks of investing. Those occasions
included when the Society’s 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 had very
significantly exceeded the value of the underlying
assets.
133

The public bodies said that they did not accept
that the Board papers provided to GAD in 1991 had
contained critical information or had revealed
extreme steps. Those bodies said that the
adjustment made to the Society’s valuation basis
had been well within the limits permissible under
the applicable Regulations; the GAD actuary had
seen no problem and neither had GAD in its
correspondence with Equitable in November 1991.
In addition, in their view the GAD actuary’s actions
in not passing the papers to the DTI had been
entirely professional and understandable. The
public bodies submitted that any criticism of the
actuary’s actions could only be made with
hindsight.
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The public bodies said that they also did not
accept that the information provided to GAD
on 10 September 1992 should have led to formal
regulatory action. Those bodies said that GAD
had raised the issue at a meeting on 15 September
1992 and had passed the letter to the prudential
regulators. Equitable had acknowledged on
17 September 1992 that the implications for

Complaint J – that, during the period under
investigation, the prudential regulators and GAD
had failed to act when Equitable had adopted what
Lord Penrose described as practices of ‘dubious
actuarial merit’.
131
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The public bodies noted that the seven practices
identified in this head of complaint included five of
the six practices discussed by Lord Penrose in
chapter 19 of his report. He had expressed concern,
in paragraph 166 of that chapter, about the
prudential regulators’ response to these practices,
but had acknowledged that most of Equitable’s
steps had been within the limits allowed for in the
Regulations and in guidance. The public bodies said
that such practices had been a matter for the
professional judgement of the Appointed Actuary,
acting within the limits allowed by the Regulations.
The public bodies accepted, however, that not all
of Equitable’s practices had been permissible but
said that, when this had come to the prudential
regulators’ attention, those regulators had taken
appropriate action.
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The full initial response of the public bodies to
these allegations is set out within Part 4 of this
report. That response rejected the basis of all the
specific allegations made under this head of
complaint.
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The public bodies also maintained that it had not
been a matter for the prudential regulators to alert
potential policyholders to the risks of purchasing
policies from a particular company.

bonuses had to be considered carefully. There had
been no need for specific comment on the figures,
which in any event had showed that the excess of
policy values over assets was falling.
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The public bodies noted that GAD’s scrutiny of the
1991 returns had raised concerns about the
weakening of the valuation base. The prudential
regulators had, in November 1992, acknowledged
that this painted a worrying picture. Those
regulators had asked GAD to seek a fuller analysis.

Complaint L – that, over a period of many years, the
prudential regulators and GAD had permitted
Equitable to operate an unsound business model, of
which those regulators and GAD had been aware.

In response, in March 1993, GAD had said that
Equitable could survive a short term fall in the
markets. GAD asked Equitable for an indication of
the end 1992 position and, when Equitable had
indicated that that position had much improved,
those concerns ‘ebbed away’. Within the scrutiny
of the 1992 returns, GAD had commented on this
improvement and had anticipated a further
improvement in the 1993 returns, which in turn
happened.
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The public bodies argued that it was not
necessarily unacceptable for policy values to
exceed the value of assets. Equitable’s view had
been that the normal range was plus or minus 10%
but that there could be circumstances when the
relationship was outside this range.
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There had been no reason, it was said, for the
prudential regulators to doubt the Society’s view,
particularly when the lack of an estate had made
smoothing at times of very unfavourable market
conditions more difficult. The Society’s lack of an
estate had been well known and the public bodies
said that it was difficult to argue that the Society’s
approach had been inconsistent with policyholders’
reasonable expectations.
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The public bodies stated that this complaint was
founded on a false premise. In their view, it had not
been for the prudential regulators to judge the
soundness of a company’s business model.
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To have done so, it was said, would have
substantially interfered in the normal course of
competition in the market, would have exceeded
those regulators’ legal powers, and would have run
contrary to the policy of ‘freedom with publicity’.
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The public bodies accepted that the Society’s
business model had meant that it was inherently
weaker in balance sheet solvency terms than
companies with shareholders or an estate. The
Society’s model had had commercial risks. But, the
public bodies submitted, that model had been no
secret and the risks ought to have been
appreciated by policyholders and their advisers
when they were taking investment decisions.
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The public bodies categorically rejected the
suggestion that the prudential regulators should
have sought to prevent or dissuade Equitable from
following their chosen model. It was said that,
provided the applicable Regulations had been
followed, those regulators had had no power to
intervene.
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Complaint M – that the prudential regulators had
failed to ensure any satisfactory correlation between
the total of declared policy values and the Society’s
admissible assets in a context where Equitable,
uniquely in the industry, had declared total policy
values that had included terminal bonuses and had,
without exception, always paid all claims (both
contractual and non-contractual) in accordance with
those declarations.
144
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The public bodies stated that this complaint added
little to the other complaints. It was said that, in
essence, Equitable had met their statutory solvency
requirements, the Regulations did not require
reserving for terminal bonus, realistic solvency had
been a matter for the Board and the Appointed
Actuary, Equitable’s business model had been
legitimate, and there was nothing to suggest that
the prudential regulators had failed, at any time, to
ensure that Equitable met the obligations imposed
on them by the regulatory regime.
In addition, while it was accepted that
policyholders’ reasonable expectations had been a
relevant issue, this was an area in which the role of
the Appointed Actuary had been even more
important than in other areas. In the view of the
public bodies, it was not, and could not sensibly
have been, a part of the role of the prudential
regulators to monitor and make their own
independent assessment of what, at any given
time, were the reasonable expectations of the
various classes of policyholders of the many life
insurance companies.
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Complaints N and O – the protection of
policyholders’ reasonable expectations.
146

The public bodies submitted that the concept of
policyholders’ reasonable expectations had been
introduced in 1973 partly to ensure the interests of
policyholders were protected as against those of
shareholders. The public bodies contended that
this concept had not been seen as a means of
scrutinising the expectations of different cohorts
of policyholders within a mutual company.

147

It was said that the powers of intervention granted
to the prudential regulators were only to be
exercised where it was obvious that the reasonable
expectations of policyholders were not going to be
met. Those powers were not to be used to ensure
value for money. The Government of the day had
also decided that policyholders’ reasonable
expectations would be safeguarded solely by
reference to the regulatory returns and that to take
a different regulatory approach would have
trespassed on management decisions. This, it was
said, was a policy decision that the Government
had been entitled to take.
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The public bodies argued that the Insurance
Companies Act 1982 had made clear that the
powers of intervention on the grounds of the
protection of policyholders’ reasonable
expectations were extremely limited.
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It was asserted that section 37(6) of the 1982 Act
made clear that this was merely a residual power and
that section 45(2) only permitted the prudential
regulators to restrict the disposal of assets for the
purposes of policyholders’ reasonable expectations
when regulatory solvency had been breached or
when a company had been closed to new business. It
was also said that the applicable Regulations had
placed the primary responsibility for monitoring
policyholders’ reasonable expectations on the
Appointed Actuary.

Complaint P – preparation for, and follow-up to, the
House of Lords’ judgment
150

The public bodies argued that my first investigation
had already fully considered all the issues in this
head of complaint and that that investigation had
‘rightly concluded’ that there had been no fault by
the prudential regulators. That remained the case in
the view of the public bodies. The subsequent
inclusion within my jurisdiction of GAD made no
difference to those findings. GAD had advised the
FSA, who had advised the Treasury. In the view of
the public bodies, this complaint was not about
the advice given by GAD but about the decisions
which had been taken by the FSA and the Treasury.

Complaints Q and R – events in the period following
the closure to new business
151

152

The public bodies contended that these
complaints related to post closure events, which
were not the focus of this investigation. In relation
to the 2000 bonus declaration, it was said that
there had been no such bonus. However, if the
complaint referred to the addition of a notional
interim bonus, that had not been something that
Equitable had been required to report to the
prudential regulators. But those regulators did keep
a close watch over what Equitable were doing
during this time and had taken the view that the
Society was acting reasonably.
The public bodies submitted that, by the summer of
2001, it had been clear that the Society’s practices
were no longer sustainable. Equitable had decided
that the expectations of policyholders needed to be
addressed and that a financial adjustment was
needed for those leaving. That, it was said, had been
the background to the policy cuts.
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The public bodies contended that, provided such a
decision had been reasonable, it had been for
Equitable to decide the approach to these cuts,
not a matter for the prudential regulators. Those
regulators had considered the issues and had
discussed them with Equitable at the relevant
times. The prudential regulators had at all times
sought to keep policyholders informed of the
situation.

Injustice
154 Having addressed the allegations that
maladministration had occurred, the public bodies
then addressed the injustice claimed by
complainants. For all the reasons set out in their
full initial response to the complaints (which is set
out within Part 4 of this report and is only
summarised in this Chapter), the public bodies
whose actions were the subject of complaint told
me that they believed:


that it was wrong to say, as complainants did,
that the July 2001 policy value cuts had been in
any material respect a consequence of
‘sustained over-allocation and sustained overdistribution on claims’, as Lord Penrose had
concluded;



that, on the contrary, analysis undertaken by
the Society had demonstrated that more than
14% of the 16% cut in policy values made in July
2001 had been in fact attributable to:
(i) adverse investment conditions prevailing
between 1 January 2000 and mid-July 2001;
(ii) adjustments made to the valuation of the
Society’s liabilities (on a realistic basis) by
the new Appointed Actuary; and
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(iii) a decision (taken by the new Board on the
advice of the new Appointed Actuary) to
create, as at 31 July 2001, an excess in the
with-profits fund of available assets over
aggregate with-profit policy values of
£600 million as a prudential measure given
the uncertain outlook for the future;
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that, even to the very modest extent to which
the 16% cut in policy values did relate to events
before the end of 1999, it was not correct to
say that those policyholders as at 31 July 2001
who had also been policyholders throughout
the period covered by the analysis contained
within the Penrose Report were any worse off;



that the Society’s policy value cuts had not
been out of line with those imposed by other
life insurance companies at about the same
time. Complainants could not demonstrate
with any degree of certainty that sums invested
elsewhere than with Equitable would have fared
any better; and



that, accordingly, there was no basis for the
alleged injustice.
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Conclusion
155

Having received a response from the public bodies
whose actions were the subject of complaint to
the allegations of maladministration made by
complainants and to the claims of injustice that
those complainants said resulted from such
maladministration, and not being satisfied that
those responses had resolved the complaints or
had provided an explanation of the relevant facts
that cleared up the issues, I decided to continue
my investigation.
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The next Chapter sets out the basis for my
determination of the complaints contained within
the terms of reference for that investigation.

Chapter 5 – The basis for my determination of the complaints

Introduction
1

My general approach and the overall
standard

In this Chapter, I do four things:








I first describe, in paragraphs 2 to 7 below, the
general approach that I adopt when
determining complaints that a citizen has
sustained injustice as a result of
maladministration. This approach is based on
establishing a clear understanding of the
standards, both those of general application
(the general standard) and those which are
specific to the circumstances of a case (the
specific standard), which applied at the time
that the events complained about occurred.
The general standard and the specific standard
together comprise the overall standard.
I then set out, in paragraphs 8 to 16 below, the
general standard relevant to the investigation,
as derived from established principles of good
administration and from public law principles.
I then set out, in paragraphs 17 to 108 below, the
specific standard relevant to the investigation,
i.e. the specific legal and administrative
framework of prudential regulation and the
specific duties imposed upon, and the powers
available to, the prudential regulators within
that framework during the relevant period.
I then summarise, in paragraphs 109 to 114
below, the key legal and administrative
obligations that the prudential regulators
and/or GAD had at the relevant time, which are
relevant to my consideration of the manner in
which those regulators and/or GAD discharged
those obligations.

2

In simple terms, when determining complaints
which have as their basis a claim that injustice has
been sustained in consequence of alleged
maladministration, I generally begin by comparing
what actually happened with what should have
happened.

3

So in addition to establishing the facts that are
relevant to a complaint, I also need to establish a
clear understanding of the standards, both of
general application and which are specific to the
circumstances of the case, which applied at the
time that the events complained about occurred
and which governed the discharge of administrative
functions by those whose actions are subject to
complaint. I call this establishing the overall
standard.

4

The overall standard has two components: the
general standard which is derived from general
principles of good administration and of public law;
and the specific standard which is derived from the
specific legal and administrative framework
relevant to the events in question.

5

Having established the overall standard, I then
assess the facts in accordance with that standard.

6

In particular, I assess whether or not an act or
omission on the part of the body complained
about (in this case the prudential regulators and/or
GAD) constituted a departure from the applicable
standard. If so, I then assess whether that act or
omission was so unreasonable, in the particular
circumstances when regard is had to the specific
legal or administrative context of the case, as to
constitute maladministration; and/or whether any
such act or omission otherwise fell so far short of
acceptable standards of good administration as to
constitute maladministration.
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7

The general and specific standards applicable to
this investigation are set out below in paragraphs
8 to 16 and 17 to 108, respectively; together they
comprise the overall standard. The facts as I have
found them to be are set out in Part 3 of this
report, which contains a detailed chronology of the
relevant events. Those events are summarised in
Chapters 6, 7, and 8 of this report. My assessment
of those facts against the overall standard is set out
in Chapters 10 and 11.

The general standard: principles of good
administration and public law

10

I have taken into account those principles of good
administration in my consideration of the
complaints which led to this report. I have
identified that the principles of ‘getting it right’ and
‘being open and accountable’ are of particular
relevance in relation to the complaints which
formed the basis for this investigation. For that
reason, I set out below in greater detail some of
what Principles of Good Administration says under
those headings.

11

Getting it right means (amongst other things):

General principles of good administration
8 Since my Office was established in 1967, it has
developed and applied certain principles of good
administration in determining complaints of
maladministration. In March 2007, I published those
established principles in codified form, in a
document entitled Principles of Good
Administration.
9

1
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The document1 organises the established principles
of good administration, which are based on 40
years’ experience of investigating complaints and
are thus derived from the practical processes of our
casework, into six principles. Those principles are:


Getting it right;



Being customer focused;



Being open and accountable;



Acting fairly and proportionately;



Putting things right; and



Seeking continuous improvement.

12



Acting in accordance with the law and with due
regard for the rights of those concerned.



Acting in accordance with the public body’s
policy and guidance (published or internal).



Taking proper account of established good
practice.



Taking reasonable decisions, based on all
relevant considerations.

Being open and accountable means (amongst
other things):


Being open and clear about policies and
procedures and ensuring that information, and
any advice provided, is clear, accurate and
complete.



Stating the criteria for decision making and
giving reasons for decisions.



Keeping proper and appropriate records.

Available at http://www.ombudsman.org.uk/improving_services/good_administration/index.html
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General principles of public law
13 The first principle of good administration, ‘getting
it right’ means, as indicated above, acting in
accordance with the law. In addition to working
within the specific legal framework applicable to
insurance business, those responsible for the
prudential regulation of insurance companies were
required, as are all public bodies, to act in
accordance with general principles of public law.
14

In summary, public law may be described as the law
that governs the exercise by public bodies and
officers of the powers and duties conferred on
those authorities. It is a collection of general
principles which control the exercise of powers and
the carrying out of duties by public authorities.

15

The aim of those principles is to ensure that public
authorities carry out their duties in accordance
with the law and to keep the exercise by those
bodies and officers of their powers and duties
within their legal bounds.

16

authority, is presumed to have intended. A
public authority must have regard to, and act in
accordance with, all relevant law, including the
law of the European Community.
(ii) Where public bodies have a power granted to
them they must properly consider whether to
exercise that power.
The exercise of a legal power is discretionary,
but a public authority must give proper
consideration to the use of its powers at the
point when it reasonably considers that
grounds for the exercise of those powers have
or may have arisen. The authority cannot fetter
or constrain its ability to give proper
consideration to the exercise of its powers.
(iii) When public bodies exercise a power
they must act fairly and reasonably and in
accordance with any conditions imposed
by law.

The principles of public law particularly relevant to
my investigation are that:

Legislation conferring power on public
authorities frequently imposes conditions
about procedures to be followed before the
power may be exercised. Any such conditions
must be complied with. In addition, statutory
powers must be exercised in a right and proper
way and in accordance with the presumed
intention of Parliament when it conferred
those powers. Those powers must be exercised
in good faith, reasonably, for a proper purpose,
and with procedural propriety.

(i) Public bodies must carry out their legal duties
in accordance with the law.
Every public authority must comply with any
duties imposed upon it by statute in
accordance with any requirements specified in
that statute. Those on whom duties are
imposed may not choose not to perform or
permit themselves to be prevented from
performing such duties.
Any public authority which carries out an
action must be able to demonstrate that it has
statutory authority to do so and that it has
exercised that authority in the right and proper
manner that Parliament, when conferring that

The specific standard: the framework of
prudential regulation
17

I now turn to set out the principal provisions of the
regime relevant to the prudential regulation of
insurance companies derived from legislation.
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of ‘freedom with publicity’. In a paper prepared in
February 1976 by the Insurance Division of the
Department of Trade, entitled Brief History of
Insurance Supervisory Legislation in Great Britain,
it was stated that:

Before doing so, I will explain briefly what the
principal influences were on the development of
that regime and the legislative purpose underlying
that regime.

The influences on the regulatory regime
18 The development of the regime relevant to the
prudential regulation of life insurance companies
which pertained at the time covered by my
investigation is explained in more detail in Part 2 of
this report. The development of that regime had
four principal influences:


the traditional approach within the United
Kingdom to insurance regulation, which was
underpinned by the concept of ‘freedom with
publicity’;



the central place of the actuarial profession
within the architecture of life insurance
regulation, which was primarily given effect
through the role of the Appointed Actuary;



the reaction to insurance company failures and
the need for consumer protection, which led
to the introduction of the concept of the
protection of the reasonable expectations of
existing and potential policyholders; and



the United Kingdom’s membership of the
European Economic Community and the
development of a Single Market for insurance
within Europe, which led to the introduction of
the concept of the fulfilment of the criteria of
‘sound and prudent management’.

The main purpose of insurance supervisory
legislation is to protect policyholders through
measures aimed at preventing insolvencies of
insurance companies. Its introduction in this
country more than a century ago could
therefore be regarded as one of the earliest
forms of consumer protection. The basis of
the British system has been “freedom with
publicity” – freedom for the insurers to fix
their own premium rates, policy conditions,
investment policies etc. in return for publicity
about their financial condition to enable
solvency to be monitored.

Actuaries and life insurance and the role of the
Appointed Actuary
20 The second influence was the central place of the
actuarial profession within life insurance regulation
in the United Kingdom and the creation in 1973 of
the statutory role of the Appointed Actuary as part
of that system of regulation.
21

The United Kingdom approach to regulation and
‘freedom with publicity’
19 The first influence was the central importance
within the developing system of insurance
regulation in the United Kingdom of the concept

72

Equitable Life: a decade of regulatory failure

In its February 1991 brochure, The role of the
Appointed Actuary in the United Kingdom, the
actuarial profession explained that:
Actuaries in the United Kingdom, as in most
countries, fulfil a very broad range of roles in
the financial management of life insurance
companies. In the United Kingdom, however,
one actuarial position is set apart by
legislation and practice. The actuary who
holds this position is known as the Appointed
Actuary… [who plays a] special role… in a life
company’s affairs.

22

In an earlier paper to the Institute of Actuaries in
November 1988 on the role of the Appointed
Actuary, the then Government Actuary had
explained what that special role entailed:
… the Appointed Actuary is in a special
position in that he is appointed and
remunerated by the company, and thus forms
part of the management team responsible to
the Directors, and at the same time he has
responsibilities and obligations to the DTI by
reason of his statutory duties, which arise
from the Department’s supervisory functions
aimed at the protection of policyholders.

Insurance company failures and policyholders’
reasonable expectations
23 The third influence was the reaction to a number
of high-profile instances in the 1960s and 1970s in
which insurance companies collapsed leaving their
policyholders without insurance cover. Perhaps the
most notorious example of such a failure was
Vehicle & General.
24

The domestic statutory regime for prudential
regulation at the time relevant to my investigation
was contained in the Insurance Companies Act
1982. That regime had its roots in – and
consolidated – legislation enacted in the 1970s,
after those collapses, which had aimed to
strengthen the protection provided by insurance
regulation. When this new legislation had been
introduced in 1973, its objective was stated by the
then Minister to be:
Not primarily to penalise post facto dishonest
or incompetent managements, but to protect
policyholders by taking or requiring suitable
corrective action in time to avert the
consequences of imprudent or misguided
policies… [the intention was to] strike a proper
balance between, on the one hand, allowing

the industry so much freedom that it can be
exploited by rogues, and on the other hand,
creating for the industry such shackles that it
cannot give efficient, competitive and forward
looking service to consumers here and abroad
(Hansard, House of Commons, 21 May 1973).
25

That legislation – the Insurance Companies
(Amendment) Act 1973 – had introduced the
concept of ‘policyholders’ reasonable expectations’
(a concept which also included the reasonable
expectations of potential policyholders) as a
central component of the protection that was to
be delivered by that regulatory regime. This
concept became known as ‘PRE’ – I will refer to it,
where appropriate, in this way in the rest of this
report.

The European dimension and sound and prudent
management
26 The fourth influence was the United Kingdom’s
membership of the European Economic
Community and the development of a Single
Market for life insurance by moves to co-ordinate
the laws, regulations and administrative provisions
in Member States in relation to the financial
supervision of insurance companies.
27

Key to the completion of the Single Market in so
far as the financial supervision of insurance
companies was concerned was the concept of
‘sound and prudent management’ which concerned
the way in which insurance companies conducted
their business and were governed.

28

In 1992, the European Third Life Directive had
established this concept. Article 15.3 of that
Directive provided that ‘the competent authorities
of the home Member State shall require every
assurance undertaking to have sound
administrative and accounting procedures and
adequate internal control mechanisms’.
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The cornerstones of prudential regulation
29 The prudential regulation of life insurance
companies was undertaken within the context of
those four principal influences – the traditional
United Kingdom approach to insurance regulation,
the pivotal role of the actuarial profession, the
reaction to insurance company failure, and the
development of a Single Market for insurance
within Europe.
30

31

The regulatory regime which developed over time
to deliver prudential regulation and which pertained
at the time covered by this report thus had four
cornerstones. Those four cornerstones were:


‘freedom with publicity’;



the central place of the Appointed Actuary
within the regulatory regime;



the protection of the ‘reasonable expectations’
of both policyholders and potential
policyholders; and



the criteria of ‘sound and prudent
management’.
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The aim of prudential regulation
32 The stated aim of the system of prudential
regulation was to protect the interests of
policyholders and potential policyholders. Securing
that aim was to be done in such a way as to balance
the need to take such action as was necessary to
protect those interests, without interfering in the
business of insurance companies to such an extent
as would stifle competition and prevent innovation,
thus harming consumer interests.
The statutory framework
33 The statutory framework which governed that
system of regulation, and within which the
prudential regulators (acting with the advice and
assistance of GAD) were given powers for the
purpose of protecting the interests of
policyholders and potential policyholders, had four
chief component parts:

Those cornerstones laid the foundations on which
were built:


2

ensuring the fulfilment of the statutory criteria
of sound and prudent management.

the way in which regulation was undertaken –
in which information provided through the
regulatory returns and the role played by the
Appointed Actuary in ensuring that this
information was so provided were given a
central place; and
the powers, duties, and means conferred on
the prudential regulators – which gave
prominence to the protection of PRE and

34



European Directives concerning life assurance;



the Insurance Companies Act 1982;



secondary legislation made under the Insurance
Companies Act 1982; and



certain other domestic statutory provisions
related to the activity of insurance companies.

The duties imposed and the powers conferred
under this framework were generally to be
performed, or were exercisable, by Ministers,
although in line with the Carltona principle2, the
day-to-day exercise of those powers was carried
out by officials working under delegated authority.

It is a principle of constitutional law that a decision made on a Minister’s behalf by an official is that of the Minister. This is known as the
Carltona principle after the case of Carltona Ltd v. Commissioners of Works [1943] 2 All ER 560. Except where the express delegation of
authority is required by a particular statute, the official’s authority flows from a general rule of law and not from formal delegation.
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Table 5a shows the Ministers responsible for prudential regulation during the period covered by this report.

DTI Ministers responsible for the prudential regulation of insurance companies from June 1983
to January 1998
Period

Secretary of State

Junior Minister

16/06/1983-16/10/1983

Cecil Parkinson

Alex Fletcher

16/10/1983-02/09/1985

Norman Tebbit

Alex Fletcher

02/09/1985-26/01/1986

Leon Brittan

Michael Howard

26/01/1986-13/06/1987

Paul Channon

Michael Howard

13/06/1987-26/07/1989

Lord Young of Graffham

Francis Maude

26/07/1989-27/07/1990

Nicholas Ridley

John Redwood

27/07/1990-15/04/1992

Peter Lilley

John Redwood

15/04/1992-21/11/1994

Michael Heseltine

Neil Hamilton

21/11/1994-12/07/1995

Michael Heseltine

Jonathan Evans

12/07/1995-24/07/1996

Ian Lang

Jonathan Evans

24/07/1996-06/05/1997

Ian Lang

John Taylor

06/05/1997-05/01/1998

Margaret Beckett

Nigel Griffiths

Treasury Ministers responsible for the prudential regulation of insurance companies from
January 1998 to December 2001
Period

Chancellor

Chief Secretary

Junior Minister

06/01/1998-27/07/1998

Gordon Brown

Alistair Darling

Helen Liddell

28/07/1998-22/11/1998

Gordon Brown

Stephen Byers

Patricia Hewitt

23/11/1998-27/07/1999

Gordon Brown

Alan Milburn

Patricia Hewitt

28/07/1999-10/10/1999

Gordon Brown

Alan Milburn

Melanie Johnson

11/10/1999-10/06/2001

Gordon Brown

Andrew Smith

Melanie Johnson

11/06/2001-01/12/2001

Gordon Brown

Andrew Smith

Ruth Kelly
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(i) that all insurance companies were required to
be subject to official authorisation which had
to be obtained from the competent
supervisory authority prior to a company being
permitted to operate3;

European law
35 The three life insurance Directives together form
the principal European legislation relevant to this
investigation. Those Directives aimed to create a
single market in the insurance sector and to
coordinate the laws, regulations and administrative
provisions concerning direct life assurance within
Member States. The First Life Directive was made
on 5 March 1979 and is described more fully in
paragraphs 220 to 233 of Part 2 of this report; the
prime aim of that Directive was to ensure freedom
of establishment throughout the Community –
that is, that life insurance companies which were
authorised in one Member State were permitted
to establish branches within other Member States.
36

The Second Life Directive was made on
8 November 1990 and is described in more detail
in paragraphs 407 to 411 of Part 2 of this report; the
prime aim of that Directive was to ensure freedom
to provide services throughout the Community –
that is, that life insurance companies authorised in
one Member State were permitted to market their
products in other Member States without the need
for authorisation in those other countries.
The Third Life Directive was made on 10 November
1992 and is described in more detail in paragraphs
485 to 508 of Part 2 of this report. The prime aim
of this Directive was to complete the Single Market
in life insurance throughout the Community.

37

38

All three Directives contained provisions which
aimed to co-ordinate the systems of financial
supervision of life insurance companies within
Member States. The key provisions of those
Directives, as they affect the issues under
consideration in this report, are:

3
4
5

Article 6 of the First Life Directive.
Articles 17 to 20 of the First Life Directive.
Article 26 of the First Life Directive.
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(ii) that all authorised insurance companies had to
maintain specified reserves and margins of
solvency that were to be calculated in
accordance with prescribed principles4; and
(iii) that an authorised insurance company could
have its authorisation withdrawn by the
supervisory authority if the company no longer
met the conditions necessary for authorisation,
if the company breached its solvency
requirements and was unable within a specified
time to take the measures it had been required
to take to restore a sound financial position, or
if the company failed seriously in its obligations
under the applicable Regulations within the
relevant Member State5.
39

An important provision for the prudential
regulation of insurance companies was that
contained in Article 16 of the First Life Directive.
This provided that:
The supervisory authority of the member
state in whose territory the head office of the
undertaking is situated must verify the state
of solvency of the undertaking with respect to
its entire business. The supervisory authorities
of the other member states shall provide the
former with all the information necessary to
enable such verification to be effected.

40

That obligation was replaced pursuant to an
amendment contained in the Third Life Directive
which, so far as is relevant, amended the relevant
Article6 to provide that:
… financial supervision shall include
verification, with respect to the assurance
undertaking’s entire business, of its state of
solvency, the establishment of technical
provisions, including mathematical provisions,
and of the assets covering them, in
accordance with the rules laid down or
practices followed in the home Member State
pursuant to the provisions adopted at
Community level. The competent authorities
of the home Member State shall require every
assurance undertaking to have sound
administrative and accounting procedures and
adequate internal control mechanisms.
The European Directives were implemented in the
United Kingdom through domestic legislation, the
principal components of which are described
below. However, those Directives continued to
have direct effect and to impose certain direct
duties on Member States.

41

42

6
7
8

43

If, as is the case with the subject matter of this
report, the extent of the obligations imposed on
those public authorities with responsibility for
discharging the United Kingdom’s duties with
respect to financial supervision of insurance
companies is a matter of dispute, regard should be
had to the terms of the relevant European
Directives. In this context, European Directives
having direct effect take precedence over
domestic legislation.

44

I consider that the most important duties relevant
to the subject matter of this report are those
imposed by the provisions of the three life insurance
Directives, which required the United Kingdom:
(i) to take all steps necessary to ensure that its
supervisory authorities had the powers and
means necessary for the financial supervision
of the activities of those life insurance
companies established within their territory,
including activities engaged in outside that
territory7.
(ii) to ensure that its supervisory authorities8:

The duties placed on the United Kingdom by those
European Directives are, in my view, central to any
interpretation of the functions that those
responsible for the prudential regulation of life
insurance companies were to discharge. It is an
established legal principle that, where a statutory
provision is necessary in order to comply with a
European Directive, that provision is to be
construed by reference to the wording and
purpose of that Directive, even if that Directive
post-dates the relevant domestic legislation.

(1) were able to make detailed enquiries about
an insurance company’s situation and the
whole of its business, including by gathering
information or requiring the submission of
documents concerning life insurance
business or by carrying out on-the-spot
investigations at the company’s premises;
(2) were able to take any measures that were
appropriate and necessary to ensure that
the activities of the insurance company
remained in conformity with the laws,
regulations and administrative provisions
with which the company had to comply;
and

Following other restructuring of the Directive, this was now Article 15.
Article 23 of the First Life Directive, as inserted by the Second Life Directive.
Article 23 of the First Life Directive, as inserted by the Second Life Directive.
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(vi) to collaborate closely with other Member
States in supervising the financial position of
authorised insurance companies12.

(3) were able to act to prevent or remedy any
irregularities prejudicial to the interests of
policyholders.

(vii) to ensure that each life insurance company
produced an annual account of its financial
situation and solvency and rendered
periodically the returns and statistical
documents necessary for the purposes of
supervision13.

(iii) to ensure that each life insurance company
within the United Kingdom maintained an
adequate solvency margin in respect of its
entire business9.
(iv) to ensure that, as part of their financial
supervision, its supervisory authorities were
required10:
(1) to verify a life insurance company’s state of
solvency, with respect to its entire business;
(2) to verify the establishment of technical
provisions and of the assets covering them,
in accordance with the rules laid down or
practices followed in the United Kingdom
pursuant to the provisions adopted at
Community level; and
(3) to require every company to have sound
administrative and accounting procedures
and adequate internal control mechanisms.
(v) to ensure that each life insurance company11:
(1) established sufficient technical reserves,
including mathematical reserves (in line
with stated principles); and

Domestic law – primary legislation – the Insurance
Companies Act 1982
45 In the United Kingdom, the duties imposed by
those three European Directives were transposed
into domestic law through what became the
Insurance Companies Act 1982 and through
subsequent amendments to that Act.
46

The system of prudential regulation of insurance
companies created by this statutory framework
focused on four regulatory areas of activity. These
were:


the control by the prudential regulators of
entry into the insurance market through the
dual processes of the authorisation of
companies to conduct business and the
approval, using ‘fit and proper’ powers, by
those regulators of persons who held a
controlling interest or undertook certain
specified and significant management roles
within a company;

(2) had assets equivalent to the underwriting
liabilities assumed in all the countries
where it carried on its activities.

9
10
11
12

Article 18 of the First Life Directive.
Article 15 of the First Life Directive, as inserted by the Third Life Directive.
Article 17 of the First Life Directive. This was modified and expanded by the Third Life Directive – see Part 2 of this report.
Article 15 of the First Life Directive, prior to amendment by the Third Life Directive – the latter contained similar provisions for
collaboration which reflected the different responsibilities between ‘home’ and ‘host’ States enshrined within that Directive.
13
Article 23 of the First Life Directive.
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the monitoring by the prudential regulators of
the financial condition of companies through
the process of the submission and scrutiny of
annual regulatory returns, which contained
prescribed information about the activity and
financial strength of the company;



the possession by the prudential regulators of
powers of intervention that could be used in
specified circumstances to direct a company to
take certain forms of action or to refrain from
certain action; and



47

the ability of the prudential regulators to
petition the court to wind up a company in
certain circumstances.

The detailed provisions of the 1982 Act are
described in paragraphs 282 to 340 of Part 2 of this
report; the provisions of predecessor legislation are
described in paragraphs 22 to 45 and 78 to 160 of
Part 2 of this report. The key provisions of the 1982
Act, as they affect the issues under consideration
in this report, are:
(i) that a life insurance company could only carry
on insurance business if it had received prior
authorisation to do so from the prudential
regulators14;

14
15

16
17
18
19

(ii) that each life insurance company had to
appoint an actuary – who became known as
the Appointed Actuary – who was required to
hold prescribed qualifications and whose
identity had to be notified to the prudential
regulators within fourteen days of
appointment15;
(iii) that the company was required to ‘cause’ its
Appointed Actuary to make an annual
investigation of the company’s financial
position and the company was then required to
cause an abstract of the Actuary’s report to be
made in a prescribed form16;
(iv) that such an investigation had to include a
valuation of the liabilities of the company
attributable to its life assurance business and a
determination of any excess over those
liabilities of its assets representing the fund or
funds maintained by the company in respect of
that business17;
(v) that, for the purposes of that investigation, the
value of any assets and the amount of any
liabilities were to be determined in accordance
with valuation regulations made by the
Secretary of State (or, in later years, by the
Treasury)18;

Section 2 of the 1982 Act.
Section 19 of the 1982 Act. Each Appointed Actuary was normally invited on first appointment to meet the Government Actuary in
person to discuss the role of the Appointed Actuary in the regulation of insurance companies. From the transfer in April 2001 of the
responsibility for providing actuarial advice to the prudential regulator to actuaries working in-house at the FSA, those interviews were
generally conducted by the head of the FSA’s actuarial function.
Section 18(1) of the 1982 Act.
Section 18(2) of the 1982 Act.
Section 18(4) of the 1982 Act.
Section 32 of the 1982 Act.
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(vi) that each company was required to hold assets
which exceeded their liabilities by at least a
prescribed margin. That requirement – known
as meeting the required margin of solvency –
had to be maintained throughout every year
although, in general, it was only required to be
demonstrated to the prudential regulators at
each year-end19. However, from 1996, the
Directors of a company had to certify that the
company had met the required minimum
margin of solvency throughout the year20; and

49

(vii) that each company was required to submit to
the prudential regulators, in a prescribed
format and normally within six months after
the close of the period to which the
documents related:

50



48

the abstract of the Appointed Actuary’s
report (which was not audited) and any
statement of its long term business;



its annual statement of business, prepared
under section 20 of the 1982 Act; and



any auditor’s report on the accounts21.

The above documents, more commonly known as
the regulatory returns, were deposited by the
prudential regulators with Companies House and
were made available for public inspection – and
each company was also required to make available
a copy of the returns on request to any
policyholder or, where relevant, shareholder22.

20

Paragraph 2 of Schedule 6 to the 1996 Regulations.
Section 22 of the 1982 Act.
22 Sections 23 and 65 of the 1982 Act.
23 Section 11 of the 1982 Act.
24 Section 12A of the 1982 Act.
21

80

… shall consider the documents… [i.e. the regulatory
returns], and if any such document appears to
[the prudential regulators] to be inaccurate or
incomplete in any respect, [the prudential
regulators] shall communicate with the company
with a view to the correction of any such
inaccuracies and the supply of deficiencies.

Equitable Life: a decade of regulatory failure

Thus, the prudential regulators were under duties:
(i) to consider the regulatory returns and
associated documents that insurance
companies were required to submit on an
annual basis to those regulators; and

a copy of its annual accounts and balance
sheet;



The prudential regulators were subject to express
statutory duties by virtue of section 22(5) of the 1982
Act. That section provided that the prudential regulators:

(ii) to communicate with an insurance company
with a view to the correction of any inaccuracy
or the supply of any deficiency where those
regulators considered that the relevant returns
were inaccurate or incomplete in any respect.
51

In addition to those duties, the 1982 Act gave to
the prudential regulators certain powers of
intervention, which included:
(i) powers to withdraw authorisation from a
company to conduct new business if it
appeared that the company was not fulfilling
its statutory obligations under the 1982 Act or
if it no longer met the criteria necessary for the
authorisation of companies to carry out
insurance business23 – and, with effect from July
1994, an additional power to suspend
authorisation in urgent cases was introduced24;

(ii) powers, in the event that a company failed to
meet its required margin of solvency, to require
the company to submit a plan for the restoration
of a sound financial position and to require the
company to propose modifications to that plan
if it was inadequate. The company was then
required to give effect to any plan accepted by
the prudential regulators as adequate25;



a requirement for the company to arrange
for its Appointed Actuary to investigate all
or part of the affairs of the company at a
time other than the annual investigation
and to deposit an abstract of the Actuary’s
report with the prudential regulators (which
was then sent to the Registrar of Companies
and was open to public inspection)30;

(iii) powers, if a company’s margin of solvency fell
below the ‘guarantee fund’ of one third of the
required margin of solvency (or below £400,000
if that sum were the greater), to require the
submission of a short-term financial scheme
and to require the company to propose
modifications to that scheme if it was
inadequate. The company was then required to
give effect to any plan accepted by the
prudential regulators as adequate26; and



a requirement for the company to
accelerate the deposit of its regulatory
returns with those regulators31;



a requirement for the company to produce
specified information or documents,
verified in any way specified by those
regulators32; and



a residual power to take such other action
as appeared to be appropriate for the
purpose of protecting policyholders or
potential policyholders against the risk that
the company might be unable to meet its
liabilities or to fulfil the reasonable
expectations of policyholders or potential
policyholders33.

(iv) powers to intervene in the affairs of a company
in specified circumstances in the form of:


a requirement for the company not to
make, or to realise, certain investments27;



a requirement for the company to maintain
certain assets within the United Kingdom
and to require that all or part of those
assets be placed in the custody of an
independent trustee28;



a requirement for the company to limit its
aggregate premium income, either gross or
net of reinsurance29;

52

The power under section 45 of the 1982 Act was
‘residual’ in the sense that it was only to be used in
the event that protecting policyholders (or
potential policyholders) from the risk that their
reasonable expectations might not be fulfilled
could not be appropriately achieved by the
exercise of the prudential regulators’ other
powers34.

25 Section 32 of the 1982 Act.
26 Section 33 of the 1982 Act.

27 Section 38 of the 1982 Act.

28 Sections 39 and 40 of the 1982 Act (exercisable on restricted grounds specified in section 37(3) of the 1982 Act).
29 Section 41 of the 1982 Act.

30 Sections 42 and 65 of the 1982 Act.
31

Section 43 of the 1982 Act.
Section 44 of the 1982 Act.
33 Section 45 of the 1982 Act.
34 Section 37(6) of the 1982 Act.
32
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53

54

Furthermore, the power in section 45 of the 1982
Act could not be used in such a way as to restrict a
company’s freedom to dispose of its assets unless
authorisation to conduct new business had first
been withdrawn from the company (or suspended);
or unless the prudential regulators believed that
the company did not meet the required minimum
margin of solvency; or unless the regulatory returns
by the company showed that the company’s
liabilities had been determined otherwise than in
accordance with the valuation regulations or, if no
such regulations applied, in accordance with
generally accepted accounting practices35.

(iii) the prudential regulators were empowered to
use the residual power in section 45 of the 1982
Act to take such action as appeared to them
appropriate for the additional purpose of
ensuring that the criteria of sound and prudent
management were fulfilled with respect to a
particular company38.
55

(i) that the business of the company should be
carried on with integrity, due care and the
professional skills appropriate to the nature and
scale of its activities39;

From 1 July 1994, as a result of the commencement
of domestic Regulations implementing the
provisions of the Third Life Directive, additional
powers were conferred on the prudential regulators:

(ii) that each director, controller, manager or main
agent of the company should be a fit and
proper person to hold that position40;

(i) those regulators were empowered to appoint
an independent, competent person to conduct
an investigation with a view to ascertaining
whether the criteria of sound and prudent
management were fulfilled or whether those
criteria would be fulfilled if the application
from a person seeking to become a controller
of the company were approved36;
(ii) those regulators were empowered to apply to
the court to seek an order restraining an
insurance company from disposing of its assets
where it appeared that grounds existed on
which the prudential regulators were empowered
to require a company not to do so37; and

The criteria of sound and prudent management
were listed in the new Schedule 2A to the 1982 Act.
Those criteria included:

(iii) that the company should be directed and
managed by a sufficient number of persons
who were fit and proper persons to hold the
positions they hold41; and
(iv) that the company should conduct its business
in a sound and prudent manner42.
56

A company was not to be regarded as conducting
its business in a sound and prudent manner in the
following, among other, circumstances:

35 Section 45(2) of the 1982 Act. Prior to July 1994, the exception relating to solvency referred only to the minimum margin under section 33

of the 1982 Act – see further paragraph 307 of Part 2 of this report. Similar limitations applied to the exercise of powers of intervention
which involved imposing restrictions on a company’s freedom to dispose of its assets (under sections 39, 40, and 40A of the 1982 Act) by
virtue of section 37(3) of that Act.
36 Section 43A(1) of the 1982 Act.
37 Section 40A of the 1982 Act (exercisable only on the restricted grounds specified in section 37(3) of the 1982 Act).
38 Section 45(1)(b) of the 1982 Act.
39 Paragraph 1 of Schedule 2A to the 1982 Act.
40 Paragraph 2 of Schedule 2A to the 1982 Act.
41 Paragraph 4 of Schedule 2A to the 1982 Act.
42 Paragraph 5 of Schedule 2A to the 1982 Act.

82

Equitable Life: a decade of regulatory failure

(i) unless the company maintained adequate
accounting and other records of its business
and maintained adequate systems of control of
its business and records (and those
arrangements were not to be considered
adequate unless they were such as to enable
the business to be prudently managed)43;
(ii) if the company failed to conduct its business
with due regard to the interests of
policyholders and potential policyholders44;
(iii) if the company failed to satisfy any obligation
to which it was subject under the 1982 Act45; or
(iv) if the company failed to supervise the activities
of any subsidiary undertaking with due care
and diligence and without detriment to the
company’s business46.
57

The powers of intervention conferred on the
prudential regulators were exercisable on the
grounds specified in the 1982 Act, which included:
(i) where those regulators considered that
intervention was desirable for protecting
policyholders or potential policyholders
against the risk that the company might be
unable to meet its liabilities47;
(ii) in the case of long-term business, where those
regulators considered that intervention was
desirable for protecting policyholders or

43

potential policyholders against the risk that the
company might be unable to fulfil their
reasonable expectations48;
(iii) (with effect from 1 July 1994) where it appeared
to those regulators that any of the criteria of
sound and prudent management of an
insurance company was not or might not be
fulfilled by the company (or had not or might
not have been fulfilled in the past)49;
(iv) if it appeared to the regulators that the
company had failed to satisfy an obligation to
which it was subject by virtue of the 1982 Act
or predecessor legislation50;
(v) if it appeared to the regulators that the
company had furnished misleading or
inaccurate information to those regulators
under or for the purposes of the 1982 Act or of
predecessor legislation51;
(vi) if those regulators were not satisfied that
adequate arrangements were in force or would
be made for the reinsurance by the company of
any risks that the prudential regulators
considered should be reinsured52;
(vii) if there were grounds on which, were the
company a new company, those regulators
would have been prohibited from granting it
authorisation to carry on insurance business53;
or

Paragraph 6(1) of Schedule 2A to the 1982 Act.

44 Paragraph 7 of Schedule 2A to the 1982 Act.

45 Paragraph 8 of Schedule 2A to the 1982 Act.
46 Paragraph 9 of Schedule 2A to the 1982 Act.
47 Section 37(2)(a) of the 1982 Act.
48 Section 37(2)(a) of the 1982 Act.

49 Section 37(2)(aa) of the 1982 Act.
50 Section 37(2)(b) of the 1982 Act.
51

Section 37(2)(c) of the 1982 Act.

52 Section 37(2)(d) of the 1982 Act.
53

Section 37(2)(e) of the 1982 Act.
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such a controller, although any requirement
imposed on the company by virtue of this
provision could not continue in force after the
expiration of ten years from the relevant date56.

(viii) if it appeared to those regulators that the
company had substantially departed from any
business proposal or financial forecast
submitted at the time of its authorisation54.
58

The power to require a company to produce
documents to the prudential regulators at
specified times or intervals was also exercisable on
the ground that those regulators considered the
exercise of that power to be desirable in the
general interests of persons who were or who
might have become policyholders55.

59

The powers of intervention conferred on the
prudential regulators to impose requirements on an
insurance company regarding:

60

The prudential regulators were also given the
power to disapply or to modify the application to a
particular company of certain provisions governing
the prudential regulation of insurance companies,
where that company applied for or consented to
the modification or disapplication of such
provisions57. Those regulators were also given the
power to alter the financial year of an insurance
company, either by extending or shortening that
financial year58.

61

In addition to being granted powers to control
entry into the insurance market through the dual
processes of the authorisation of companies and
the approval of certain controllers and senior
managers of such companies using ‘fit and proper’
powers (see paragraph 46 above), additional powers
were conferred on the prudential regulators with
effect from 1 July 1994 in respect of existing
controllers or senior managers of authorised
companies.

62

From 1 July 1994, those regulators also had the
power to object to a controller or senior manager
of a company continuing to hold such a position
where it appeared that the criteria of sound and
prudent management were not fulfilled or may not
in the future be fulfilled by reason of the ability of
that person to influence the company59. The
prudential regulators were required to give written
notice that they were considering the use of this
power. However, they were not obliged to disclose

(i) the making or realisation of investments; or
(ii) the limitation of premium income; or
(iii) the actuarial investigation of all or part of its
affairs; or
(iv) the furnishing of information; or
(v) the residual power to take other action
necessary for the protection of PRE or to
ensure that the criteria of sound and prudent
management were being fulfilled
were also exercisable whether or not any of the
grounds for the exercise of the prudential
regulators’ powers of intervention existed – if the
relevant power was exercised before the expiration
of the period of five years beginning with the date
on which a new controller of the company became
54 Section 37(2)(f) of the 1982 Act.

55 Sections 37(4) and 44(2)-(4) of the 1982 Act.
56 Section 37(5) of the 1982 Act.
57 Section 68 of the 1982 Act.
58 Section 69 of the 1982 Act.

59 Section 61B and paragraph 4(1) of Schedule 2D to the 1982 Act.
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to the person concerned or to the company any
particulars of the ground on which they were
considering the service of a notice of objection
beyond specifying which of the criteria of sound
and prudent management was being relied on.
63

64

65

Those affected by such a proposal had to be
afforded an opportunity to make representations
to the prudential regulators and any such
representations were to be taken into account
before any notice of objection was served by those
regulators. Where a notice of objection had been
served on a company in respect of a managing
director or chief executive, the company was
required to remove the person from their post
forthwith60.

Domestic law – secondary legislation under the
Insurance Companies Act 1982
66 Much of the detail of the relevant regime was left
by the provisions of the relevant primary legislation
to be fleshed out in secondary legislation. The
Regulations most relevant to the prudential
regulation of insurance companies during the
period covered by this report were:

The prudential regulators were also given the
power to petition the court for the winding-up of
an insurance company in accordance with
insolvency legislation – on the grounds that the
company was unable to pay its debts, or that the
company had failed to satisfy an obligation to
which it was subject under the 1982 Act or under
an obligation arising in another country related to
the provisions of the European Directives, or that
the company had failed to keep or to provide such
accounting records as enabled those regulators to
ascertain the financial position of the company61.
When exercising any power of intervention, the
prudential regulators were required to state the
ground on which they were exercising that power –
although, in the circumstances described in
paragraph 59 above, those regulators were only
required to state that they were exercising the
relevant power62.

(i) the valuation of assets and determination of
liability regulations – contained in various
Insurance Companies Regulations. These
contained the rules (which were amended over
time) concerning the methods and assumptions
which insurance companies were required to
apply in valuing their assets and determining
their liabilities for the purpose of the
requirements of the 1982 Act;
(ii) the regulations which prescribed the form and
content of the returns – contained in various
Insurance Companies (Accounts and
Statements) Regulations. These prescribed over
time, in varying degrees of detail, the form in
which the regulatory returns were to be
submitted to the prudential regulators and the
information to be given in those returns (and
placed in the public domain) – these
Regulations contained general requirements for
valuations to be undertaken in accordance with
the valuation regulations referred to in (i) above
and that the annual accounts required by
section 17 of the 1982 Act should ‘fairly state
the information’ on the basis required by the
Regulations; and

60 Section 61B and paragraphs 4(2) to 4(6) of Schedule 2D to the 1982 Act.
61

Section 54 of the 1982 Act.

62 Section 37(7) of the 1982 Act.
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(iii) the Insurance Companies (Third Life Directive)
Regulations 1994, which amended the 1982 Act
to give effect to the provisions of the European
Third Life Directive, particularly relating to the
codification of the criteria of sound and
prudent management, outlined in paragraphs
55 and 56 above.
67

68

69

(i) two periods in which different regulations
governed the methods and assumptions to be
used by insurance companies and their
Appointed Actuaries when calculating a
company’s assets, liabilities, solvency position
when completing the returns and providing
information about other aspects of that
company’s business – the first ran from the
submission of the 1988 returns to the
submission of the 1993 returns, with the second
running from the submission of the 1994
returns to the submission of the 2000 returns;
and

There were two principal sets of regulations
governing the valuation of assets and the
determination of liabilities made during the
relevant period: those made in 1981 and those made
in 1994 – although various amendments were made
to them over the years63. The provisions of the 1981
Regulations are described in paragraphs 248 to 281
of Part 2 of this report. The provisions of the 1994
Regulations are described in paragraphs 628 to 684
of Part 2 of this report.
There were three principal sets of accounts and
statements regulations made during the period
covered by this investigation: those made in 1980,
in 1983 and in 1996 – although minor amendments
were made to them in other years. The provisions
of the 1980 Regulations are described in paragraphs
235 to 239 of Part 2 of this report64. The 1983
Regulations are referred to in paragraphs 341 to 343
of Part 2 of this report. The provisions of the 1996
Regulations as complemented by the provisions of
the Deregulation (Insurance Companies Act 1982)
Order 1996 and as subsequently amended are
described in paragraphs 774 to 812 of Part 2 of this
report, where the revised requirements placed on
insurance companies to provide certain
information through the regulatory returns are
outlined.

Thus, during the time relevant to the subject
matter of this report, there were primarily:

(ii) two periods in which the format and content
of the regulatory returns were to be produced
under different regulations – the first ran from
the submission of the 1988 returns65 to the
submission of the 1995 returns, with the second
running from the submission of the 1996
returns to the submission of the 2000 returns66.
70

It is not necessary here to set out every provision
that those Regulations contained in respect of the
valuation of assets and the determination of
liabilities or in respect of the format of the returns.
The relevant provisions of these Regulations will be
set out in my assessment, within later Chapters of
this report, of the way in which the Society was
regulated.

63 See, for example, paragraphs 412 to 416 of Part 2 of this report for further detail about some of these amendments.

64 Those Regulations primarily amended earlier ones made in 1968, see also paragraphs 238 and 239 of Part 2 of this report.
65 The first returns submitted during the period under consideration in this report.
66 The last returns submitted during the period under consideration in this report.
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Domestic law – other relevant legislation
71 Other legislation had an indirect impact on the
prudential regulation of insurance companies – or
otherwise came into play in certain circumstances.
The most important of these were the Policyholder
Protection Act 1975, the Insurance Companies
(Winding-Up) Rules 1985, and the Insurance (Fees)
Act 1985.
72

The Policyholder Protection Act 1975 put in place a
system for the payment of compensation to
policyholders in the event that an insurance
company became insolvent or was otherwise
unable to meet its liabilities. The provisions of that
Act are described in more detail in paragraphs 207
to 214 of Part 2 of this report.

73

The Insurance Companies (Winding-Up) Rules 1985
set out the preconditions for and the process
through which insurance companies were to be
wound up by the court – and how the court would
calculate the liabilities of the company to its
policyholders and other creditors.

74

The Insurance (Fees) Act 1985 inserted a new
section 94A in the 1982 Act under which
Regulations were made from time to time, with a
view to securing (so far as practicable) that the
costs of the prudential regulation of insurance
companies would be recouped by the Secretary of
State (and, later, by the Treasury) through the levy
of annual fees on each company, based on a sliding
scale that had regard to the size of each company’s
premium income.

The administrative framework – those playing a role
in the system
The role of the prudential regulators
75 The statutory framework therefore gave the
prudential regulators the central role in the system
of prudential regulation, which involved those
regulators in:


the authorisation of insurance companies – and
the suspension or withdrawal of such
authorisation – and the approval of proposed
managing directors, chief executives and
controllers of such companies;



the receipt and appraisal of accounts, balance
sheets, abstracts and statements submitted by
insurance companies and the monitoring of
insurance companies using those documents, in
order to verify their solvency and otherwise to
secure compliance by insurance companies
with the requirements of the applicable law;
and



the consideration of whether to exercise
powers of intervention in respect of an
insurance company or to exercise powers to
petition the court for the winding-up of such a
company, on the basis of specified statutory
grounds, and the use of such powers where
such grounds existed and their exercise was
appropriate to promote the purposes of the
1982 Act in the public interest.
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The role of GAD
76 In the period prior to 26 April 2001, the prudential
regulators were assisted in the discharge of their
statutory functions by GAD, under the terms of
service level agreements (SLAs) that were agreed
between them in 1984, in 1995 and in 1998. Those
agreements are reproduced in full in Part 4 of this
report. From 26 April 2001 onwards, actuarial advice
to the prudential regulators was provided by
actuaries working for the FSA, who also conducted
the scrutiny of the regulatory returns.
77

Under the 1984 SLA, the primary objectives of the
detailed examination of the returns which GAD
undertook on behalf of the prudential regulators
were67:






to form a view about the solvency position of
the company in respect of its long-term
business and to determine whether, at the
valuation date of the returns, the company had
and whether, in the foreseeable future, it
seemed likely to continue to have, the margin
of solvency required in respect of that business;
to determine if the returns, with respect to
long-term business, complied with relevant
statutory requirements (and with any
undertakings given by the company); and

GAD prepared a scrutiny report which was
provided to the prudential regulators and which
was required to include68:


a general description of developments in the
year which might have affected the company
or its long-term business;



a general commentary on the present and
future financial position (including any major
weaknesses in the valuation basis adopted by
the Appointed Actuary);



any differences between any quarterly returns
and the annual returns (which was not relevant
to Equitable, as the Society was never required
to submit quarterly returns);



any deviations from a business plan that had
been submitted by a company (which was also
not relevant to Equitable, as the Society was
already authorised at the time of the
enactment of the 1982 Act and was thus never
required to submit a business plan as part of
the process of new authorisation);



details of breaches, or possible breaches, of
statutory requirements or undertakings;



details of significant errors or omissions in the
returns or other significant instances of noncompliance, explaining whether the problem
had been rectified and, if not, whether or not
GAD was raising the issue with the company;



details of any qualifications of any of the
certificates; and



details (and copies) of correspondence
between GAD and the company or its
Appointed Actuary.

to determine, as far as possible from the
returns, whether the company appeared to
have complied with other statutory
requirements (or any other undertakings)
relating to its long-term business.

67 As set out in paragraph 33 of the 1984 SLA.
68 See paragraph 38 of the 1984 SLA.

88

78

Equitable Life: a decade of regulatory failure

79

The 1984 SLA was updated in March 1995. Under
the revised agreement, the primary role of the
Insurance Division of the DTI, which was
responsible for the regulation of insurance
companies, was set out69 as being:

82

… to regulate the insurance industry effectively
(within the duties and powers set out in the
Act) so that policyholders can have
confidence in the ability of UK insurers to
meet their liabilities and fulfil policyholders’
reasonable expectations.
80

81

One of the prime functions of GAD70 was to
‘advise [the prudential regulators] in the fulfilment
of these aims’. The 1995 SLA stated that the DTI’s
Insurance Division had sole responsibility for all
executive decisions taken in the exercise of the
Secretary of State’s powers under the 1982 Act and
that GAD ‘recognise[d]’ that its functions were
advisory (and that it had no responsibility for the
exercise of those powers).
In its role in the scrutiny programme, GAD was to
provide a report to the prudential regulators to
identify any company which71:


was not complying with statutory
requirements;



was not meeting regulatory solvency
requirements or was in any danger of failing to
meet them in the near future; and



appeared not to be fulfilling PRE.

The scrutiny report to the prudential regulators
from GAD, in the format specified in Appendix A
of the 1995 SLA, was to include72:


a basis for action if any of those fundamental
requirements were not being met, or if trends
in the reports suggested problems might be
encountered when seeking to meet those
requirements in the near future; and



a basis for informed longer term discussion
with any company on problems which might
arise if trends in key performance indicators
continued.

83

Key indicators were said to include cover for
solvency, actuarial issues (for example, changes in
the valuation basis or matching position), types of
new business, expenses, lapses, asset exposures and
investment strategies, impact on bonuses and any
significant other developments during the year.

84

In October 1998, the SLA was again updated. The
revisions mainly reflected the fact that statutory
regulatory responsibility had moved from the DTI
to the Treasury – and that GAD was now providing
advice to the new prudential regulators.

69 In paragraph 1 of the 1995 SLA.

70 As set out in paragraph 2 of the 1995 SLA.
71

72

See paragraph A8 of the 1995 SLA.
See paragraph A9 of the 1995 SLA.
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The mechanisms of scrutiny – the means by which
GAD discharged its responsibilities to the prudential
regulators under the SLAs
85 In providing advice to the prudential regulators of
authorised insurance companies in order to enable
those regulators both to verify the financial
position of such companies and properly to
consider whether grounds existed for the use of
any of the regulators’ intervention powers or of
their power to petition the court for the windingup of the company, GAD used a number of
mechanisms.
86

87

90

Chief amongst those mechanisms was the annual
scrutiny of the regulatory returns which an
insurance company was required to submit to the
prudential regulators on an annual basis. That
process had two separate stages – the initial
scrutiny and the detailed scrutiny. The initial
scrutiny of the returns of a particular company was
itself carried out in two steps. The first step, the A1
initial scrutiny, was designed to ensure that all the
parts of the returns had been completed and
properly signed. The second step, the A2 initial
scrutiny, was carried out through an initial review
based largely on some standard arithmetical
checks. GAD had a standard ‘tick-list’ for these
checks, which was completed in manuscript.
The A2 tick-list also contained sections where
comments could be made, including one headed
‘aspects that look worrying’. Based primarily on the
solvency position shown on Form 9 of the returns,
a priority rating was allocated and recorded on the
tick-list. That priority rating governed whether or
not a particular company’s returns were to be
subject to a detailed scrutiny and, if they were, the
higher the priority rating the more quickly the
detailed scrutiny was to be carried out. The
Society’s returns were subject to detailed scrutiny
in all years covered by this report apart from those
submitted in respect of 1988 and 1989.
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Once the returns had been reviewed by GAD, it
was normal for GAD to raise questions directly
with the company about any actuarial issues. The
SLAs allowed this, although they also provided that
any particular regulatory issue was to be dealt with
between the prudential regulators and the
company. GAD was required to identify any
significant errors or omissions in the returns when
reporting to those regulators. This contact
between GAD and a company was an important
part of the scrutiny process. Through such contact,
GAD gained a better understanding of the
company, was able to advise the prudential
regulators whether the returns needed clarification
or whether further information from the company
was needed and was able to advise those regulators
what the important issues regarding the company
were, as GAD were required to do. In addition to its
scrutiny of the returns, GAD was also provided
with copies of other correspondence between the
prudential regulators and the company. In this way,
GAD was kept informed of developing issues
during the year.

89

However, while the scrutiny of the annual
regulatory returns submitted by insurance
companies was the prime focus of the mechanisms
used by the prudential regulators and GAD to assist
them to undertake their responsibilities, that was
not the only mechanism open to them. A further
part of the information-gathering process was
company visits, which were introduced in the early
1990s and which became a regular part of the
regulatory process. Those visits covered industry
and company-specific topics and allowed the
prudential regulators and GAD to assess the
actuarial management of the company in face-toface meetings.
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GAD also undertook a number of industry-wide
analyses to enable them to scrutinise the returns of
insurance companies in a wider context, to
highlight any practices which were out of line with
industry practice, and to spot any developing
trends. GAD also initiated and/or participated in
professional working parties on specific actuarial
issues of concern or interest. This work also
included the preparation of internal GAD standards
in relation to mortality assumptions and analysis of
the investment performance of a typical fund.
Much of this analysis was reported within an annual
report on the industry, which was confidential to
GAD and to the prudential regulators but which
was referred to by GAD scrutinising actuaries as
part of their consideration of the regulatory returns.

The role of others in the system – the insurance
company and its Directors
91 A number of other actors had key roles within the
system of prudential regulation that pertained at
the time covered by this report. The terms of the
1982 Act imposed obligations on life insurance
companies to ensure that their Appointed
Actuaries took certain steps, which are summarised
in paragraphs 95 to 98 below. The applicable law
also placed the following obligations on insurance
companies:
(i) to maintain at all times a prescribed solvency
margin of assets in excess of their liabilities,
prudently assessed;
(ii) when calculating their solvency margin, to make
proper provision for all liabilities on prudent
assumptions which included appropriate margins
for adverse deviation of the relevant factors;
(iii) when calculating their solvency margin, to value
their assets in accordance with the asset
valuation regulations and to maintain a proper
spread of such assets; and

(iv) when determining the amount of their
liabilities for the purpose of these calculations,
to follow prescribed valuation rules set out in
the valuation regulations or – where departures
from those rules were permitted – to use
valuation methods which produced at least
equally prudent results.
92

These were the principal obligations to which
insurance companies were subject pursuant to the
1982 Act and to secondary legislation made under
it. Where a company failed to satisfy any such
obligation, this gave grounds for the prudential
regulators to exercise their powers of intervention.

93

In addition, as a failure by insurance companies to
conduct their business having regard to the
interests and reasonable expectations both of their
policyholders and potential policyholders and as a
failure to act in accordance with the criteria of
sound and prudent management both constituted
grounds for intervention action by the prudential
regulators, insurance companies were under
implicit obligations to act in a way which did not
provide grounds for the exercise of those powers
of intervention.

94

Specific responsibilities were also imposed on the
members of a life insurance company’s Board of
Directors. Those responsibilities included ensuring
that the Companies Acts accounts of the company
gave a true and fair view of the affairs of the
company, that the regulatory returns prepared for
the purposes of insurance legislation were prepared
in accordance with that legislation, and that the
company fulfilled the criteria of sound and
prudent management (as set out in Schedule 2A to
the 1982 Act). The Directors also had to sign a
certificate in relation to the regulatory returns
regarding such matters as whether those returns
had been produced in accordance with the
applicable Regulations, the adequacy of accounting
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records and appropriate systems of control, the
maintenance of the margin of solvency throughout
the year in question, and whether a list of
published guidance had been complied with.
The role of others in the system – Appointed
Actuaries
95 Appointed Actuaries also had express requirements
and implicit obligations by virtue of the relevant
subordinate legislation. The statutory requirements
were complemented by professional guidance to
actuaries (both mandatory and recommended in
terms of professional standards) issued by the
Faculty and Institute of Actuaries to their
members.
96

97

73

92

The actions which the Appointed Actuary was
required to undertake by the legislation or in order
to comply with the professional guidance to
actuaries were considerable. Those actions
included carrying out at the instigation of the
company, once in every twelve months, an
investigation of the company’s financial condition
in respect of its long term business, undertaking a
valuation of the liabilities and determining any
excess of assets over liabilities, and separately
identifying any excess relating to the with-profits
part of the fund.
The Appointed Actuary was also to be required by
the company to prepare an abstract of the
valuation report (for the annual returns) when the
annual investigation was undertaken, or when
another investigation was made with a view to the
distribution of profits or when the results of the
investigation were to be made public. The
Appointed Actuary would also undertake a special
actuarial investigation when the company was
required by the prudential regulators to arrange for
such an investigation to be undertaken.

98

Other matters in respect of which the Appointed
Actuary had responsibilities pursuant to
professional guidance included ensuring, so far as
was within his or her authority, that the company
was operated on sound financial lines and with
regard to PRE and also taking all reasonable steps to
ensure, at all times, that he or she was satisfied that
in any investigation the long-term fund would be
sufficient and the company would be able to
satisfy any obligation to which it was subject by
virtue of the 1982 Act. The Appointed Actuary was
also required to advise the company of his or her
interpretation of PRE, advising on the implications
for PRE of any likely significant changes which
might affect the company and ensuring that
incoming policyholders were not misled as to their
expectations.

The role of others in the system – the actuarial
profession
99 The Faculty of Actuaries and the Institute of
Actuaries also played a part in the prudential
regulation of insurance companies, although that
role was given only limited acknowledgement in
the relevant subordinate legislation73. Acting under
their Royal Charters, these professional bodies,
among their other functions, set professional
standards and provided guidance to actuaries;
liaised with GAD and were formally and informally
consulted by GAD over such matters as methods
of valuation; initiated research and set up working
parties on actuarial issues and proposed new
Regulations and guidance; set professional
qualification standards (which eventually
culminated in the issue of practising certificates);
and were responsible for professional discipline.

The Accounts and Statements Regulations required that an actuary should be a Fellow of the Institute of Actuaries or of the Faculty of
Actuaries and, in later years, the actuary’s certificate given in connection with the regulatory returns was required to include a statement
regarding compliance with certain of the professional guidance issued by the profession.
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(iv) giving a report containing statements (in
addition to the comparable statements
required under companies legislation) of the
opinion of the auditors on such matters as
whether specified forms and information in the
annual returns had been properly prepared in
accordance with the applicable Regulations and
whether or not it was unreasonable for the
directors to have made the statements
contained in their certificates; and

The role of others in the system – the auditors of an
insurance company
100 The auditors of insurance companies had only a
limited role to play in the system of prudential
regulation. Such auditors had no role in considering
the Appointed Actuary’s valuation report or the
certificates and forms that those Actuaries were
required to submit as part of the returns. Those
were matters for the professional judgement of the
Actuary concerned. Auditors were, however,
generally responsible for:

(v) communicating to the Secretary of State
information which the auditors had reasonable
cause to believe might be of material
significance for determining whether any of the
Secretary of State’s powers of intervention
should be exercised.

(i) auditing the company’s accounts and related
documents in the manner prescribed in the
Companies Acts;
(ii) reporting to members of the company on the
annual accounts laid before a general meeting,
stating whether the annual accounts had been
prepared in accordance with the Companies
Act 1985 (and certain international accounting
standards on consolidated accounts, if
applicable) and, from 1995, stating whether the
accounts gave a ‘true and fair view’, in
accordance with the relevant financial
framework, of the state of affairs of the
company (in the case of a balance sheet) and its
operating profit and loss (in the case of a profit
and loss account);
(iii) auditing the company’s balance sheet, profit
and loss account and revenue account (required
to be prepared under section 17 of the 1982
Act) and every statement, analysis, report or
certificate annexed thereto which was referred
to in certain of the Regulations (but, as noted
above, not including the abstract of the
actuary’s valuation report, the forms required
to be submitted by Schedule 4 to the
Regulations, or the certificate given by the
Appointed Actuary);

The administrative framework – relevant policy
and guidance
101 In order to seek to ensure that the statutory
framework for the prudential regulation of
insurance companies operated effectively and that
all those who had a role to play within that system
understood their obligations and responsibilities
properly, guidance was issued to explain the nature
of the system, to set out how those operating it
should conduct themselves, and to set minimum
standards to which it was expected that the
relevant actors within the system would conform.
102

There were five types of general guidance
applicable to the system of the prudential
regulation of insurance companies.

103

First, there was internal guidance developed by
the prudential regulators to assist them to apply
consistently the provisions of the relevant
statutory framework. During the period covered
by this report, the principal form of such guidance
was the DTI’s Policy Guidance Notes, which were
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Actuary. The most relevant of these letters are
reproduced in Part 4 of this report.

issued in September 1991. The most relevant
of this guidance is reproduced in Part 4 of
this report.
104

105

106

94

Secondly, there was internal guidance developed
by GAD to assist those actuaries responsible for
conducting the scrutiny of the annual regulatory
returns to undertake that scrutiny. During the
period covered by this report, the two principal
forms of such guidance were GAD’s Insurance
Supervisory Work Guidance Manual and their
scrutiny proformas, which set out key questions to
be covered in the scrutiny reports of a company’s
annual returns and which gave a structure to such
reports. Both of those sets of guidance are
reproduced in Part 4 of this report.
Thirdly, there was external guidance developed by
the prudential regulators and issued to assist
insurance companies to comply with the
requirements of the relevant and applicable
statutory framework. During the period covered by
this report, there were two principal forms of such
guidance: the Prudential Guidance Notes issued by
the prudential regulators to assist companies in,
among other matters, completing and submitting
their regulatory returns, and the ‘Dear Director’ (or
‘Dear Managing Director’) letters sent by those
regulators to companies from time to time on
issues of topical or general concern. The most
relevant of this guidance is reproduced in Part 4 of
this report.
Fourthly, there was external guidance developed by
GAD and issued to assist the Appointed Actuaries
within insurance companies to understand the
general requirements that GAD expected from
such actuaries when applying the relevant
Regulations and professional standards. During the
period covered by this report, the principal forms
of such guidance were the ‘Dear Appointed
Actuary’ letters issued by the Government
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Finally, the actuarial profession issued guidance in
the form of both mandatory and recommended
professional standards, to which Appointed
Actuaries (and other actuaries) were required or
expected to conform in the discharge of their
responsibilities. This guidance is publicly available
on the profession’s website.

108

It is not practicable to summarise here all of that
policy, procedural, explanatory and professional
guidance, some of which, as I have said, is set out
in full or in part within Part 4 of this report. Where
relevant, aspects of such guidance are set out
within later Chapters of this report.

Summary of the key obligations of the
prudential regulators and/or GAD which
are relevant to this investigation
109

In later Chapters of this report, I set out my
findings of fact and my determinations as to
whether the acts and omissions of the prudential
regulators and/or GAD which are disclosed in those
findings constitute maladministration on the part
of either the prudential regulators, or GAD, or
both.

110

I have set out in paragraphs 2 to 7 above the
approach that I generally adopt when making such
determinations. I establish first the facts and the
overall standard, and I then go on to assess the
facts against that overall standard.

111

In particular, I assess whether or not an act or
omission on the part of the body complained
about (in this case the prudential regulators and/or
GAD) constituted a departure from the applicable
standard. If so, I then assess whether that act or

omission was so unreasonable, in the particular
circumstances, when regard is had to the specific
legal or administrative context of the case, as to
constitute maladministration; and/or whether any
such act or omission otherwise fell so far short of
acceptable standards of good administration as to
constitute maladministration.
112

Central to this approach is the identification of the
general and specific legal and administrative
obligations which I consider the prudential
regulators and/or GAD had at the relevant time;
and my consideration of the manner in which those
regulators and/or GAD discharged those
obligations.

113

This Chapter, supported by the relevant detail in
Part 2 of this report, provides an overview of the
general and specific legal and administrative
obligations which I consider the prudential
regulators and/or GAD had at the relevant time.

114

From that overview, I have identified the following
key legal and administrative obligations that the
prudential regulators and/or GAD had at the
relevant time, which I use in my consideration of
the manner in which those regulators and/or GAD
discharged those obligations:
(i) The prudential regulators were under a specific
statutory duty, imposed by the 1982 Act and
the Regulations made under that Act, to
consider whether the regulatory returns were
complete and accurate (in the sense of them
being compliant with the applicable
Regulations).
In complying with this duty, I would expect
the prudential regulators (acting with the
advice and assistance of GAD) to have
considered the regulatory returns
submitted by insurance companies and, if

those returns appeared to be inaccurate or
incomplete in any respect, to have
communicated with the company with a
view to the correction of any such
inaccuracies and the supply of deficiencies.
(ii) The prudential regulators were under a specific
statutory duty, imposed by the 1982 Act and
the Regulations made under that Act, to ensure
that an insurance company valued its assets and
determined its liabilities in accordance with the
requirements that were imposed on it by the
applicable Regulations.
In complying with this duty, I would expect
the prudential regulators (acting with the
advice and assistance of GAD) to have
considered whether the way in which an
insurance company valued its assets and
determined its liabilities that was set out
within the regulatory returns had been
undertaken in accordance with the
requirements of the 1982 Act and the
Regulations made under that Act and, if it
appeared that the company had used a
valuation basis that was not compliant with
these requirements, to have considered
whether to take action to seek to remedy
the position.
(iii) The prudential regulators were under a general
public law duty to give proper consideration to
the use of their powers of intervention where
the circumstances had or may have arisen
which gave grounds for the use of such powers.
In complying with this duty, I would expect
the prudential regulators (acting with the
advice and assistance of GAD) to have
considered the use of their powers in the
light of any information that they
possessed – whether from the content of
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the regulatory returns, from contact with
an insurance company, or from other
sources – which gave rise to questions
about the solvency position of that
company, or about whether it was acting in
line with the interests of its policyholders
or in accordance with the reasonable
expectations of those policyholders, or
potential policyholders, or about whether
it was acting soundly or prudently.
(iv) The prudential regulators were under a general
public law duty to exercise their statutory
powers in a right and proper way, in accordance
with the presumed intention of the legislature
which conferred those powers, in good faith,
reasonably, for a proper purpose, and with
procedural propriety.
In complying with this duty, I would expect
the prudential regulators (acting with the
advice and assistance of GAD) to have dealt
appropriately with any regulatory issues
which arose in relation to any insurance
company other than through the scrutiny
process and to have acted in such a manner
as to ensure the effective operation of the
regulatory regime as Parliament had
established it – informed as that regime
was by the concepts of ‘freedom with
publicity’, the protection of the reasonable
expectations of policyholders and potential
policyholders, and the fulfilment of the
criteria of sound and prudent management.
(v) Both the prudential regulators and GAD were
under an obligation generally to act in
accordance with established principles of good
administration.
In complying with this obligation, I would
expect the prudential regulators and/or
GAD:
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to have acted in accordance with their
general and specific legal duties and
powers;



to have acted in accordance with their
own published and internal policy and
guidance;



to have taken proper account of
established good practice, including
professional practice;



to have taken reasonable decisions based
on all relevant considerations, leaving out
of account irrelevant considerations and
balancing those considerations
appropriately;



to have kept proper and appropriate
records as evidence of their activities,
including a record of the reasons for
their decisions; and



to have provided information, where it
was appropriate to provide information,
which was clear, accurate, complete and
not misleading.

Conclusion
115

In this Chapter, I have set out my general approach
to determining complaints of maladministration
against public bodies; and I have provided an
overview of the general and specific legal and
administrative obligations which I consider the
prudential regulators and/or GAD had at the
relevant time – the overall standard against which
I assess the facts in this case.

116

Finally, I have extracted from that overview a
summary of the key legal and administrative
obligations that the prudential regulators and/or
GAD had at the relevant time, which I use in my
consideration of the manner in which those
regulators and/or GAD discharged those
obligations.

117

In Chapters 6, 7, and 8 which follow, I set out a
summary of the way in which the prudential
regulation of the Society was undertaken during
the period from when the regulatory returns for
1988 were submitted to the end of my jurisdiction
on 1 December 2001.
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Chapter 6 – The prudential regulation of Equitable in the period
prior to 20 June 1998

Introduction
1

2

3

4

In this Chapter and in the two Chapters which
follow it, I set out how the prudential regulation of
the Society was undertaken during the period from
when the Society’s regulatory returns for 1988 were
submitted to the prudential regulators until the end
of my jurisdiction on 1 December 2001 – with the
coming into force of the current regulatory regime,
which replaced that which existed during the period
relevant to this report.
Given the history of events which unfold during the
period covered by my report, this account is
structured in three time-periods which are covered
in these three separate Chapters. This is in
recognition that, within the regulatory regime that
was applicable at the relevant time, the way in
which the prudential regulation of a life insurance
company was undertaken, including the degree of
intensity of the scrutiny given to such a company’s
affairs, would reflect the circumstances of that
company as those circumstances were known to
the prudential regulators and/or GAD at the time.
Where a life insurance company showed no signs of
being in financial difficulty or where the prudential
regulators and GAD considered that there were no
such signs, the way in which that company’s affairs
would have been scrutinised followed the routine
pattern of supervision, with the focus being on the
regulatory returns.
However, where the prudential regulators and GAD
had been provided with information which raised
significant doubts about the financial condition of
such a company or about its ability to meet its
liabilities or about its compliance with the
obligations imposed on the company, the
supervision of such a company would have been
undertaken with heightened intensity.

5

That might include more regular liaison between
the prudential regulators and/or GAD and the
company, as well as more detailed consideration by
those regulators of the specific issues and problems
which the company faced and the options open to
it to resolve those problems.

6

Moreover, where such a company had been closed
to new business, the issues faced both by that
company and by the prudential regulators and GAD
were of a different nature to those facing
companies which were still writing new business.
The regulatory approach accordingly changed.

7

Crisis management or the supervision of a company
that is already deeply in financial trouble and where
the effects of such trouble have already been
triggered throws up very different questions from
those which arise in a situation in which the issue
has yet to develop or crystallise – and where
prudential regulation might still have a role to play
in preventing its occurrence or mitigating its impact.

8

As I have explained in paragraphs 85 to 88 of
Chapter 5, during the period covered by this report,
the prudential regulation of insurance companies
such as Equitable was primarily undertaken through
two mechanisms.

9

The first mechanism was the submission of
regulatory returns. Each company was required each
year to submit to the prudential regulators returns,
containing detailed information in a prescribed
format about the business and financial strength of
the company. Once checked by those regulators for
completeness, the returns were placed by the
prudential regulators in the public domain at
Companies House – and were required to be
provided by the company to any policyholder on
request. One purpose of the publicity given to
those returns was to enable an independent
assessment of the financial strength of the
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have or had arisen, those regulators were required
to consider what, if any, action was necessary in
respect of a particular company and to record the
reasons for their considered decision.

company to be undertaken by policyholders,
potential policyholders, or by those advising such
individuals.
10

11

12

13

100

The second mechanism was the scrutiny of those
returns to enable the prudential regulators to verify
the financial position of the company. GAD, who
assisted those regulators in the discharge of their
responsibilities and who gave them advice,
undertook the scrutiny of the returns. The aim of
that scrutiny was to ensure that the company had
complied with the statutory and other obligations
imposed on it. This included taking all reasonable
steps to verify the financial position of the
company and to check that the company was both
able to meet its liabilities and to fulfil the
reasonable expectations of its policyholders and/or
potential policyholders.
However, as I have also explained in paragraphs 89
and 90 of Chapter 5 of this report the prudential
regulators and GAD obtained information about
these matters other than through their scrutiny of
the regulatory returns, not least through visits to,
and meetings with, insurance companies – and
through the information provided to them by such
companies on an ad hoc basis. GAD also undertook
industry-wide analysis, which informed their
scrutiny of the returns.
The information which the prudential regulators
and GAD possessed – whether by way of disclosure
within the regulatory returns, whether arising from
the scrutiny process undertaken in respect of those
returns, or whether provided through other means
– was the principal basis on which those regulators
would undertake their statutory functions.
I have explained in Chapter 5 that, where the
circumstances for the performance of any of the
duties imposed on the prudential regulators or for
the use of any of their discretionary powers may
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This Chapter begins my account of how the
prudential regulators and GAD undertook those
responsibilities. That account is continued in
Chapters 7 and 8 of this report. What follows in
these three Chapters is by necessity only a
summary of how the prudential regulation of the
Society was undertaken. Part 3 of this report
contains an extensive and detailed chronology of
events, to which the reader is referred if they wish
to obtain a more detailed knowledge of the history
of the prudential regulation of the Society during
the relevant period.

15

My account of the first period in the prudential
regulation of the Society covered by this report is
set out in this Chapter. That period covers events
from the submission in late June 1989 of the
regulatory returns for 1988 until late June 1998.

16

During this period, the Society was not considered
by the prudential regulators or GAD to show any
signs of serious problems and its supervision was
thus conducted in the normal way, with the focus
of such supervision being on scrutiny of the
regulatory returns and on consideration of any
other information which came into the possession
of the prudential regulators or GAD.

17

My account of the second period is set out in
Chapter 7 of this report. That period covers events
from 20 June 1998 – approximately at the time of
the Society’s submission both of its response to
an industry-wide survey about the exposure of
life insurance companies to guaranteed annuity
rates and of its 1997 regulatory returns – until
8 December 2000, when the Society closed to
new business.

18

19

20

As information about some of the problems which
were in time to engulf the Society had been
provided to the prudential regulators and GAD
both in that survey response and within those
regulatory returns (and as further information about
those problems began to emerge), during this
period those regulators and GAD were closely
involved in discussions with Equitable about the
significant problems that it was now known that the
Society faced.
My account of the third period is set out in
Chapter 8 of this report and deals with events
occurring in the period from the Society’s closure
to new business until the end of my jurisdiction
over the relevant actions on 1 December 2001.
Throughout this third period, Equitable was not
writing new business and the supervision of the
Society reflected that fact. A large amount of
supervisory activity was undertaken within this
period on a wide range of matters, covering the
whole spectrum of the issues facing Equitable in the
context of the Society being a closed fund.

The structure of this Chapter
21

The rest of this Chapter is structured in the
following way:


in paragraphs 22 to 25, I summarise the events
relevant to the scrutiny of the Society’s 1988
regulatory returns;



in paragraphs 26 to 42, I summarise the events
relevant to the scrutiny of the Society’s 1989
returns;



in paragraphs 43 to 56, I summarise the events
relevant to the scrutiny of the Society’s 1990
returns;



in paragraphs 57 to 82, I summarise the events
relevant to the scrutiny of the Society’s 1991
returns;



in paragraphs 83 to 118, I summarise the events
relevant to the scrutiny of the Society’s 1992
returns;



in paragraphs 119 to 131, I summarise the events
relevant to the scrutiny of the Society’s 1993
returns;



in paragraphs 132 to 158, I summarise the events
relevant to the scrutiny of the Society’s 1994
returns;



in paragraphs 159 to 170, I summarise the events
relevant to the scrutiny of the Society’s 1995
returns; and



in paragraphs 171 to 212, I conclude this Chapter
with a summary of the events relevant to the
scrutiny of the Society’s 1996 returns.

The period prior to 20 June 1998
Events relevant to the 1988 returns
22 The Society submitted its 1988 regulatory returns to
the prudential regulators on 29 June 1989. A detailed
description of the content of those returns is
contained within the chronology entry for that date
within Part 3 of this report. GAD completed the A1
initial scrutiny check on the returns on 24 July 1989
and completed the A2 initial scrutiny check on 11
September 1989. No concerns about the Society’s
position as disclosed in those returns were raised in
either initial check and no detailed scrutiny was
undertaken of those returns.
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23

24

25

On 19 February 1990, the Society’s Appointed
Actuary and another actuary who worked for
Equitable presented their paper, With Profits
Without Mystery, to a sessional meeting of the
Faculty of Actuaries. This paper set out the authors’
account of the business model that Equitable
operated. The discussion generated lively debate as
to the appropriateness of the approach that the
Society was adopting. That paper had also earlier
been presented to the Institute of Actuaries, on
20 March 1989.

102

28

A DTI Minister attended a lunch engagement at
Equitable’s offices on 23 May 1990. Briefing provided
for the visit by DTI officials in advance of that
engagement included the statement that the
‘Society appears to be sound, and has expanded
steadily, with the underlying trend of expenses
being satisfactory. Its strong solvency position
makes it low priority in the companies supervised
by Insurance Division. Consequently, contact with
the Society is infrequent, and there appear to be
no important issues’.

On 14 November 1990, DTI and GAD officials met
the Appointed Actuary of the Society and another
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The meeting discussed the financial position of
Equitable and ways of improving their reported
financial position. Equitable informed the DTI and
GAD that they were considering not paying any
reversionary bonus for 1990, although the Society
indicated that it would pay an interim bonus in
respect of policies maturing in 1991. GAD’s note of
the meeting records:
When he informed me of the current position,
i.e. that free assets were £55m assuming the
same valuation basis as last year, [the
Appointed Actuary] asked me whether I had
any qualms about the position of Equitable. I
had to say that I did. He asked why? I replied
that I had not looked at the figures in detail
although I knew it was possible to weaken the
valuation basis. However, the society had to
comply with the valuation regulations and my
main concern was whether it would be able to
do this if the market fell any further (or even
remained at its present level). What about next
year, for example? [The Appointed Actuary]
said he took my point and he thought that if
the market fell by a further 20% they would
have problems and he would have to consider
what action should be taken. He implied that
at such a point he would have to consider
reducing the level of new business taken on.

There were no further events relevant to the 1988
returns.

Events relevant to the 1989 returns
26 The Society submitted its regulatory returns in
respect of the 1989 year end to the prudential
regulators on 29 June 1990. A detailed description of
the content of those returns is contained within the
chronology entry for that date within Part 3 of this
report. GAD completed the A1 initial scrutiny check
on the returns on 6 July 1990 and completed the A2
initial scrutiny check on 10 July 1990. No concerns
about the Society’s position as disclosed in those
returns were raised in either initial check.
27

actuary employed by Equitable, as the first in a
recently initiated round of such meetings with
insurance companies. A detailed description of the
content of the note of that meeting, prepared by
GAD, is contained within the chronology entry for
that date within Part 3 of this report.

29

GAD’s note concluded with two comments. The
first was to note that the Appointed Actuary had
stated that ‘the Society is solvent. However, as he is
considering not paying a reversionary bonus this
year (while at the same time paying terminal

bonuses) he must be feeling very uneasy about the
current position of the Society’. The second was to
record that GAD would be ‘carrying out a detailed
scrutiny of the 1989 returns in order to get a better
feel for the position of the society, and in particular
for what margins there are in its current valuation
basis and in the alternative net premium basis’.
30

On receipt of GAD’s note of the meeting, on
22 November 1990, a DTI official commented on
the note ‘if the Equitable is not going to declare a
bonus we need to warn the Minister before it
becomes public. Will there be publicity? What
about Equitable’s advertising? Does it need to be
changed?’

31

GAD wrote to the Society on 4 December 1990, as
part of their detailed scrutiny of the 1989 returns.
The questions raised with Equitable included
whether there were any surrender/transfer
guarantees relating to their pension business fund
contracts and ‘… what investment return is required
to support (i) the current reversionary bonus rates
and (ii) the current reversionary and terminal
bonuses’.

32

The day after GAD had written to Equitable, GAD
provided the DTI with a short note which explained
that GAD had completed their detailed scrutiny of
the 1989 returns. That note included the statement
that ‘if the property values remain depressed and
the equity market does not show any bullish
tendencies in the [1990s] and beyond, we think
that the Society may have problems in
maintaining the current bonus rates on its withprofit life and pensions contracts’. GAD explained
that they had written to the Society and enclosed a
copy of their letter. However, GAD also informed
the DTI that they considered that ‘we do not
anticipate that the replies will affect our view of
the solvency position’.

33

Equitable replied to GAD’s letter on 17 December
1990. In response to GAD’s question about the
existence of surrender and transfer guarantees, the
Society stated that ‘our pensions contracts
generally carry guarantees of the amount that will
be paid in the event of actual retirement (whether
on the originally stated pension date or otherwise)
or death. There are, however, no guarantees on
withdrawal in other circumstances, e.g. transfer to
another pension provider. It is our aim to pay full
value in those circumstances also but there are no
guarantees in the matter’.

34

In response to GAD’s question about what
investment return was required to support the
current reversionary bonus rates and to support
current reversionary and terminal bonus rates, the
Society explained, in relation to the former, that the
declared bonuses rates, announced at 31 December
1989, required annual earnings of 11¼% for pensions
business and around 8% net for life business. In
relation to the latter, the Society did not answer the
question directly, and instead explained that, due to
the way in which the Society operated their
business, ‘the question of what rate of growth is
needed to support “current reversionary and final
bonuses” is not … meaningful in our case’.

35

On 19 December 1990, GAD wrote to the Society to
thank it for the information provided in the above
letter, which they described as ‘most helpful’ and to
inform the Society that GAD had ‘no further
queries on your 1989 returns’.

36

On the same day, GAD sent two notes to the DTI. A
detailed description of the content of those notes
is contained within the chronology entry for that
date within Part 3 of this report. The first note
began by stating that:
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This was in the context that, if the Equitable
were unable to pay a reversionary bonus this
year, policyholders who had taken out policies
on the basis of recent advertisements (which
highlighted the returns achieved by the
Equitable over the past 10 years), might have
justification for wondering whether their
reasonable expectations would be, or were
being, met. You would like the Equitable to
examine their advertising to ensure no such
complaint could be justified.

There is one point which we think you may
need to consider following our meeting with
Equitable. If, as seems possible, the society
decides not to declare reversionary bonuses
this year you would need to consider whether
or not there is a risk that the society may be
unable to fulfil the reasonable expectations of
present and future policyholders.
37

After explaining their understanding of the position,
GAD stated that:
… on balance, we do not think that the
society’s possible course of action, in itself,
leads to a risk that the society may be unable
to fulfil the reasonable expectations of such
policyholders. If the society had another bad
year (or this year’s performance is worse than
anticipated) and the company was unable to
establish sufficient mathematical reserves on
current guaranteed levels of benefits (including
past reversionary bonuses) within the resources
of the company, that would be a different
matter.

38

GAD concluded by stating that ‘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’.

39

The second note recorded the fact that GAD had
spoken to the Society’s Chief Executive on the
telephone to discuss certain concerns that GAD had
about the financial position of Equitable. The note
explained that the background to this discussion
had been, in part, related to concerns that the DTI
had expressed about the Society’s current
advertising. It was said that:
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40

The note continued by recording that the Society’s
Chief Executive had told GAD that he considered
that Equitable was now ‘pretty unlikely to be in a
position of not being able to declare a bonus this
year given the optimistic assessment of investment
returns achievable by the company next year’ and
that ‘there was clearly a risk in this strategy, but
there is a risk in all bonus declarations taken in
similar circumstances’.

41

GAD concluded their note by informing the DTI
that it now seemed likely that a bonus would be
declared, by agreeing that there was ‘clearly some
risk’ in this strategy, and by recording the view of
GAD that ‘if the Equitable goes ahead with a bonus
distribution this year and the market subsequently
falls considerably, we will need to hold some
urgent talks with the company’s actuary, as we
would, of course, with other companies that take
similar decisions and who are in a similar financial
position to (or an even less strong position than)
the Equitable’.

42

On 20 December 1990, the day after the above
notes were sent, Equitable applied for a section 68
Order which would permit them to include a future
profits implicit item of £250 million within their
1990 returns. The DTI granted this, after taking
GAD’s advice, on 11 January 1991.

Events relevant to the 1990 returns
43 On 27 June 1991, the Society had submitted its
regulatory returns in respect of the 1990 year end to
the prudential regulators. A detailed description of
the content of those returns is contained within the
chronology entry for that date within Part 3 of this
report. GAD completed the A1 initial scrutiny check
on the returns on 24 July 1991 and completed the A2
initial scrutiny check on 29 July 1991. No concerns
about the Society’s position as disclosed in those
returns were raised as part of the A1 initial check. As
part of the A2 initial check, GAD had noted two
points, being ‘deteriorating cover for the [required
minimum margin]’ and ‘loss of working capital for
future expansion’.
44

On 11 June 1991, shortly prior to the submission of
the returns, the Society’s Appointed Actuary had
sent certain Board papers to GAD, saying:

Generally we are aware that a number of
companies are now issuing this type of contract.
These include for example Equitable Life and
others which apparently held reserves below the
face value of the units at the end of last year.
This practice can only be justified if they
currently apply market value adjustments on
surrenders, and can reasonably hope to earn a
positive rate of return (in addition to future
bonus declarations that may be “reasonably
expected”) over the period to death or
“maturity” of the policy. Furthermore, we have
to be satisfied that they can still set up adequate
reserves under changing investment conditions,
including a 25% fall in the value of equities and a
3% variation in yields on fixed interest securities.
46

On 19 November 1991, GAD wrote to Equitable
concerning their returns. In addition to asking for
information to be supplied about various
miscellaneous issues, GAD asked the Society to
justify against the relevant provisions of the 1982
Act and the applicable Regulations the method by
which the Appointed Actuary had completed the
returns in respect of the use of sub-funds, without
providing individual portions of the returns for each
sub-fund. GAD also asked about the guarantees on
the Society’s with-profits bond.

47

GAD also asked Equitable what the cost had been
of the change in the Society’s main valuation basis
as at the 1990 year end, when compared with the
equivalent basis used at the previous valuation.
GAD also noted that:

The papers are of course confidential and
offered as a good will gesture to promote
greater understanding and I should prefer
restricted circulation in your department.
Those Board papers are published in full in Part 4 of
this report and a detailed description of the
content of them is contained within the chronology
entry for that date within Part 3 of this report.
Amongst the other information which the papers
contained, the Board papers gave a great deal of
detailed information about the financial condition
of Equitable, about the approach that the
Appointed Actuary took to managing the reported
solvency position of the Society, and the
relationship between that solvency position and
bonus declarations.
45

On 12 September 1991, as part of more general
internal commentary concerning guarantees on
with-profits bonds, GAD had commented that:

… you refer to the resilience test which you have
carried out in connection with the valuation
using the net premium method. I note your
comments and that you would not need to have
recourse to assets shown at line 51 of Form 14 of
the Returns. There is however a substantial
difference in the mathematical reserves shown at
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line 11 of Form 14, and the amount of the reserves
arrived at using the net premium method of
valuation. I would therefore like to know the
amount of the mismatching [i.e. the resilience]
reserve which you would have needed to set up
had you used the net premium method in
arriving at the amount shown in line 11 of Form 14.
48

GAD also asked Equitable to provide their estimate
of the figures, including the likely amount of the
available assets, which would be shown within the
1991 returns.

49

On 20 November 1991, GAD provided the DTI with a
detailed scrutiny note. After noting that Equitable
had experienced falls in the market values of equities
and other assets, GAD noted that, as a result:
… the actuary has decided to weaken the
valuation basis of the with-profits business.
The rates of interest he has used are within
the limits laid down in the regulations and
could be supported by the yields shown [in the
returns] although the margin is small. We are
asking a few questions about the valuation
basis and we will comment in detail after the
replies from the Society.

50

Equitable replied on 22 November 1991 to GAD’s
letter of 19 November 1991. The Society explained
that, if it had shown mathematical reserves for the
resilience reserve, calculated using the net premium
method of valuation, the Society would have
needed to set up an additional resilience reserve of
£450 million.

52

Equitable also explained that, if the reserves shown
in the main valuation had been calculated as at the
1990 year end, using the basis used for publication
at the previous valuation, their reserves would have
been £557 million higher. Equitable also explained
that they would:
… need to publish a substantially stronger
valuation at the end of 1991, either by explicit
strengthening of the basis or the inclusion of an
explicit [resilience] reserve, than at 31 December
1990 reflecting the reduction in yields during the
year. My current view is that it is unlikely that
the [solvency] position at the end of 1991 will
be any stronger than at 31 December 1990,
although the underlying liability valuation will,
of course, be substantially stronger.

53

On 16 December 1991, Equitable were granted a
section 68 Order by the DTI for a future profits
implicit item of £300 million for possible use in their
1991 returns.

54

On 31 January 1992, GAD wrote to the Society in
response to its letter of 22 November 1991. GAD
continued to seek further information about the
with-profits bond but made no comment on either
the information provided by Equitable concerning
the resilience reserves, about the impact of the
change in the valuation basis adopted in 1990, or
the comments made by Equitable about the likely
solvency position in the 1991 returns. GAD wrote to
the DTI on the same day to set out what had been
done as part of the detailed scrutiny.

GAD also explained that:
The cover for the required minimum margin is
reduced from 477% (1989) to 177% [for] this
year. The main reason for this is the fall in
value of the assets (referred to … above). Part
of the fall has been covered by a release of
£214m from the mathematical reserves arising
from the weakening in the valuation basis.
Other reasons for the reduction in cover for
the [required minimum margin of solvency] are
(a) growth of new business and (b)
maintenance of unchanged bonus rates on
with profit policies.
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55

56

Equitable replied to GAD on 13 February 1992. The
Society explained that the guarantee of ‘full value’
payment on the with-profits bond applied only at
certain specific dates set out in the policy
document and that the valuation basis took
account of those dates.

(ii) that the strengthening of the valuation basis
in 1991 had increased reserves by £150
million, whereas the weakening in 1990 had
reduced reserves by £557 million;
(iii) that Equitable had over £100 million of
single premium with profits bonds in force,
which had been valued on an acceptable
basis, ‘although the reserves held were less
than current surrender values (not
guaranteed). This led to some release of
premiums into surplus’;

However, although Equitable’s current practice was
to pay out ‘full value’ on early surrender, ‘… we do
not guarantee this. I do not see that the reserving
basis for the bonds needs to take any particular
account of this practice’. The Society also stated in
relation to its with-profits bonds that: ‘If our
surrender experience deteriorates or if financial
conditions worsened significantly, we should
certainly impose surrender penalties’. GAD
informed the DTI on 24 February 1992 that the
detailed scrutiny was completed.

(iv) that it had been expected, with the increase
in market values, that the Society’s position
would have seen an increase in excess assets
available in 1991 but that, surprisingly, there
had been instead a reduction in the value of
those assets;

Events relevant to the 1991 returns
57 Prior to submission of their 1991 returns, Equitable
wrote to GAD on 12 May 1992 and informed GAD
that the solvency position at 31 December 1991
showed that the cover for the Society’s required
minimum margin was likely to be 1.17. This would
signal a drop in solvency cover from 1.77 the
previous year (and from 4.77 the year before that).
58

An internal GAD minute, dated 14 May 1992,
contained analysis of Equitable’s letter. A detailed
description both of the content of the Society’s
letter and of the GAD minute is contained within
the chronology entries for these dates in Part 3 of
this report. GAD’s analysis and notes made
separately as part of an assessment of the Society’s
position included observations:
(i) that the margins in the valuation basis were
‘very thin’ in 1990, ‘with an average interest
rate used of 7.12%’;

(v) that the Society’s free asset ratio was low
and that, when the 1991 returns were
published, financial advisers would question
the strength of Equitable;
(vi) that the Society had used up its investment
reserves (i.e. its free assets) quickly in paying
‘very good bonuses’; and
(vii) that Equitable’s recurrent single premium
business (i.e. its principal line of business)
would be ‘exposed to cancellation as soon
as there is adverse publicity about the
strength of Equitable’.
59

The DTI were copied into GAD’s note. On their
copy, the DTI official responsible for the supervision
of Equitable noted that GAD ‘thinks they have
been paying too much in bonuses’.
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60

The DTI and GAD met Equitable on 19 May 1992, as
part of a planned series of company visits. Prior to
the meeting, on 14 May 1992, the DTI prepared
briefing, which included the observation that there
had been a:
… considerable reduction in excess assets
between 1989 and 1991 … [the] Society has
experienced falls in the market value of
equities and other assets, and the actuary has
decided to weaken valuation basis of [withprofits] business. Reduction in cover for
[required minimum margin of solvency] is due to
fall in value of assets, growth in new business,
and maintenance of unchanged bonus rates
on [with-profits] policies. GAD meeting with
Equitable on 14.11.90 noted that they were
considering not paying any reversionary
bonuses for 1990. In the event a bonus was
declared for 1990 at same rate as for 1989.

61

62

108

A detailed description of this briefing and of the
note of the meeting prepared by the DTI is
contained within the chronology entry for these
dates within Part 3 of this report. The latter records
that the Society disclosed the existence of its
policies with a guaranteed investment return, that
GAD had observed that the solvency position of
the Society was ‘arguable’, and that GAD had noted
that they ‘would be concerned about Equitable’s
performance if there were dramatic falls in the
market’. After the meeting, Equitable provided
GAD with some further information on 28 May
1992.
On 29 June 1992, the Society submitted its
regulatory returns in respect of the 1991 year end to
the prudential regulators. A detailed description of
the content of those returns is contained within
the chronology entry for that date within Part 3 of
this report.
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GAD completed the A1 initial scrutiny check on the
returns on 3 August 1992 and completed the A2
initial scrutiny check on 10 August 1992. No
concerns about the Society’s position as disclosed
in those returns were raised in the A1 initial check. In
the A2 initial check, GAD noted that the valuation
interest rate of 10% for immediate annuities was
‘very high’. GAD also identified three aspects that
‘look worrying’: a low free asset ratio, the amount
of other management expenses, and ‘transfer from
[investment reserve]’.

64

On 30 July 1992, GAD had described, in general
internal briefing, the Society as being one of the
‘companies on whom we have been keeping a
close watch for a number of years’ and that
Equitable remained a company ‘which cause serious
concern’.

65

Other briefing, prepared by the DTI on 19 August
1992, observed that the Society’s ‘solvency margin,
whilst well covered, has reduced in recent years
mainly due to falls in the market value of equities’.
This was subsequently corrected, following GAD
informing the DTI that ‘since 1990 … the solvency
margin position has worsened, and is a cause for
some concern … Equitable Life will be one of the
first companies we will be talking to in our
imminent discussions with appointed actuaries’.

66

At this time, GAD expressed some more general
concerns in their discussions with the DTI about the
then current weakness in investment and foreign
exchange markets and the possible effect on the
free asset ratios of life insurance companies. GAD
explained that they had sought meetings with the
Appointed Actuaries of a number of insurance
companies to discuss their company’s current and
projected financial position. Prompted by concern
about Equitable’s worsening solvency position, GAD
had included the Society in this exercise.

67

68

GAD and the DTI met Equitable on 15 September
1992. Before, at, and after the meeting Equitable
provided additional information about their past
and projected performance. This information is
summarised within the entries in Part 3 of this
report for 10 September 1992, 15 September 1992,
and 17 September 1992.
The Society stated that it remained confident that
it would be able to meet the regulatory solvency
requirements at the end of 1992 and 1993, although
Equitable at the same time cautioned that the
implications for bonuses would need to be
considered carefully. In their note of the meeting,
Equitable recorded that, at the meeting, GAD had
asked about:

society, which are needed to provide for
market changes in the value of assets.
On 29 October 1992, GAD provided the DTI with
their scrutiny report on the 1991 returns. GAD
explained that they had compared the average
valuation rate of interest used by Equitable with the
average rate of interest earned on the
corresponding allocated assets (using the highest
yielding assets first). GAD noted that there
appeared to be little or no margin in the interest
rates used and that this was an issue they were
taking up with Equitable.
70

GAD highlighted the fact that Equitable’s earnings
on assets had fallen well short of what was required
to meet bonuses paid in 1989 and 1991. As a result,
Equitable had transferred funds from their
investment reserves and had weakened the
valuation basis. GAD also noted that the Society
still had over 60% of its non-linked assets invested
in equities and property.

71

GAD also attached a copy of their letter to
Equitable, taking up a number of matters from the
1991 returns. In this, they asked Equitable to:

… the extent to which the Society’s minimum
statutory reserving basis might be weakened
by removing “unnecessary” margins.
In response, on 17 September 1992 the Society
pointed to a number of measures which it might
use to protect its position, including weakening the
valuation basis ‘on account of zillmerisation’ and
using a future profits implicit item.
69

Following the meeting and in the light of the
additional information provided by Equitable, GAD
observed in an internal note, copied to the DTI, that
the Society had implied that too stringent liability
valuation regulations were forcing it to invest in
fixed interest securities rather than in equities,
which the Society considered a better long term
investment. GAD concluded:
Our view is that the society has overdistributed in the last few years, compared
with the return on investments. This has
eroded the level of free assets available in the

1



explain how their with-profits immediate
annuity contract worked;



explain why the proportion of reserves not
matched by assets in the same currency had
risen from 0% to 7.7% in one year;



clarify the paragraph in their returns which dealt
with the calculation of the final bonus for a group
of policies, including recurrent single premium
deferred annuities, and to provide an example of
how this worked in practice ‘including the effect
of both reversionary and final bonuses’;

A matching rectangle is a table showing the assets hypothecated, or notionally allocated, to liabilities. It thus allows the regulators to
establish if the valuation rate of interest for any liability is supported by the yield on the notionally allocated assets. A specimen is
annexed to Part 2 of this report.
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rates. These showed that the annuity calculation
implicitly guaranteed growth of 3.5%, which was
taken into account in the calculation of the
guaranteed annuity payment. Equitable also
explained that, for with-profits annuity
contracts, policyholders were allowed to select
at the outset an assumed future reversionary
bonus of up to 5.5% (in addition to the 3.5%
guarantee) – the higher the level of assumed
future bonuses the higher the initial annuity
payment. But, if in future the actual level of
bonuses fell short of the assumption, the
annuity payment also would fall;

provide a ‘matching rectangle showing what
assets you would hypothecate to the net
premium mathematical reserves1’; and
explain the amount of the valuation strain in
respect of additional business written in 1991.

On the last point, GAD stated:
… we wish to know (i) the reserves set up at the
end of 1991 (ii) the total cost of any bonuses
allocated during 1991 and provided for in the
1991 returns (iii) the cost of any claims paid in
1991 (iv) the total premiums received in 1991 and
(v) the total related expenses incurred in 1991.
72

The Head of Life Insurance also suggested that GAD
should ask Equitable how long they could continue
with their present bonuses in the event of a zero
investment yield.
On 6 November 1992, in response to GAD’s letter,
Equitable:
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explained that the proportion of reserves not
matched by assets in the same currency had
been overstated – the correct figure should
have been 2.9% (or zero on a net premium basis);



explained that each with-profits policy had a
‘total claim value’ based on the accumulated
value of the premiums paid, increased as
appropriate by annual bonus declarations – and
that the amount by which the total claim value
exceeded the value of the guaranteed benefits
(including reversionary bonuses) determined the
final bonus element;



provided matching rectangles – but these did
not show assets allocated to liabilities
calculated at a particular valuation rate of
interest; and



explained that information on the valuation
strain generated by business written in 1991 was
not readily available and would take a great deal
of time and effort to produce. Instead, Equitable
provided an analysis of the financial impact of
new business, which did not include ‘regular’
recurrent single premium renewals, in 1991. The
Society stated that the new business did not
produce a valuation strain. This, it was said, was

By way of annotations made on their copy of GAD’s
report and letter, the DTI’s Head of Life Insurance
commented:
This paints a worrying picture. Overdistribution by a company with a (deliberately)
small coverage of its [required minimum
margin] and a (continuing) policy of high equity
exposure. I think we should ask GAD for a
fuller assessment of the position and of the
options available to the company in the event
of a significant further downturn in the market
(unless we have this already, in which case I
should like to see it).

73



provided details of their with-profits immediate
annuity contract, including an example of how
annuity payments were determined by bonus
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due mainly to the fact that ‘the valuation bases
for recurrent single premium business released
monies at outset in a similar way to the release
produced by a zillmer adjustment’.
74

75

In reply, GAD told Equitable that their response
would be considered in detail shortly. However, the
Society’s letter was given no further consideration
at that time. It appears that this was because its
receipt coincided with a change in the GAD actuary
responsible for scrutinising the Society’s returns.

77

GAD also noted Equitable’s use of a bonus reserve
valuation in their main valuation. GAD stated that
the Society’s high proportion of single or recurrent
single premium business made this more
appropriate than the net premium approach. GAD
observed that the results in the main valuation
would be similar to those that would be disclosed
on the appendix basis.

78

GAD noted from reports of earlier meetings that, in
setting bonus rates, Equitable had considerable
regard to gilt yields. GAD commented that this was
not entirely consistent with the bonus system or
the asset mix but that it no doubt explained what,
in retrospect, had been an over-distribution by the
Society in 1990. GAD added:

On 3 March 1993, GAD advised the DTI that
Equitable’s replies to their questions on the 1991
returns:
… seem satisfactory. The operation of the
bonus system (as described in the responses to
Questions 1) and 3) seems complex, and even
more difficult for policyholders to understand
than that of most companies, but there is
nothing inherently unsound about it.

76

The DTI had passed to GAD in January 1993 the
queries that they had raised. In their advice to the
DTI, GAD highlighted a number of unusual features
about the Society. Those features included that
Equitable had a very high proportion of with-profits
business and, even more unusually, that 80%-85% of
their with-profits business was in the form of single
or recurrent single premiums, with the annual
premiums in force being very modest in relation to
the size of the company. GAD stated this could be:
… both a strength and a weakness. A strength
because it has only to secure the benefits
bought by premiums already paid, and needs
less by way of protection for the future
premiums to be received under the contracts.
A weakness because it will have less by way of
“free reserves” and is therefore more
vulnerable to changes in asset values.

It seems possible from the [required minimum
margin] cover ratios that the over-distribution
followed a period of some underdistribution;
but without going back into previous history in
detail I could not be sure.
79

GAD noted that, in the event of a downturn in the
market, the option of reducing bonuses would be
less of a protection for Equitable than would be the
case for other companies, as terminal bonus did not
represent such a high proportion of their total
payouts. GAD concluded:
Overall, I suspect that Equitable could survive
a short-term fall in market levels, even a
substantial one, as well as most companies.
Their portfolio, however, must leave room for
concern, were there to be a prolonged period
of depressed share values. Their recent shift
towards fixed interest securities will ease the
difficulties, although they would argue at the
expense of the expected ultimate benefit to
policyholders.
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80

Also on 3 March 1993, GAD wrote to Equitable, in
response to the Society’s letter of 6 November
1992. GAD explained ‘[t]here seems little point in
asking further questions on the matters relating to
the 1991 Returns’. GAD asked, instead, for the
Society’s initial assessment as to what its position
would be at the end of the year, including the
position regarding the cover for the required
minimum margin, the actual rate of return on the
fund in 1992, and details of the 1992 bonus distribution.

81

GAD explained that, in due course, they would also
be seeking details of how the Society’s assets were
allocated to liabilities, as well as the yield on the
assets so allocated and an analysis of new business.

82

Equitable provided their initial assessment of the
end of 1992 position on 9 March 1993. The Society
described an improved position and, on 11 March
1993, GAD advised the DTI that they regarded the
scrutiny of the 1991 returns as ‘fully completed’.

85

… made it clear that this body would like to see
some private disclosure. The Government
Actuary’s Department will be seeking further
information on surplus distribution, given the
inadequacy of the information provided in
Schedule 4 of the DTI returns. It is particularly
interested in marketing material and the
methodology used in determining bonus
distributions. The information will be collected
through a survey of larger offices or by other
means, such as company visits 3.
86

On 5 July 1993, the Society’s Appointed Actuary
complained to the Government Actuary (following
a press report that GAD were to launch an
investigation into the way life companies
distributed bonuses to their policyholders). He
argued that Equitable had a very open bonus
system and so the consequences of such a survey
were likely to be to their advantage. However, he
expressed concern that the intended survey was
announced first in the press rather than direct to
companies, that it might further weaken confidence
in the industry, and that it might be a precursor of
tighter regulation – for example of bonus rates.
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On 7 July 1993, the Government Actuary replied and
explained to the Appointed Actuary that the survey
had been announced at the recent conference on
current issues in life assurance and that there had
been no intention to weaken confidence in the
industry or to introduce tighter regulation. He added:

Events relevant to the 1992 returns
83 In June 1993, the Institute of Actuaries held one of
its regular one-day conferences on current issues in
life assurance, attended by nearly 200 actuaries.
One topic for discussion was the disclosure and
reporting of terminal bonus costs.
84

The conference heard that disclosure of some
information would help avoid creating unreasonable
policyholder expectations and would demonstrate
that policyholders were being treated fairly.
However, the actuarial profession’s Valuation
Regulations Working Party favoured private
disclosure (for example through a report by the
Appointed Actuary to the Board or through a new
‘financial condition report’2 to the DTI) rather than
public disclosure (for example through the annual
returns or a with-profits guide).

2

Contributors to the discussion also favoured private
rather than public disclosure. A spokesperson for GAD:

In one sense there is nothing new in this, since
GAD and the DTI have always taken a close
interest in policyholders’ reasonable
expectations. Indeed, this has been the central
issue in many Section 49 Transfers [i.e. transfers

A report on the actions available to the company for dealing with particular circumstances, traditionally prepared by the
Appointed Actuary for the Board.
3 Quoted in the Journal of the Institute of Actuaries, Volume 120, pp. 481 – 482.
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of the whole or part of a company’s long term
business], in the setting up of sub-funds, in
changes to the proportion of surplus going to
shareholders and in a number of other areas.
We have been signalling for some time that
asset share calculations would be one of the
aspects on which we would seek to focus
during the next round of company visits. On
top of this there have been particular
pressures on companies because of falling
investment returns and some evidence that
proprietary companies are under more than
usual pressure to demonstrate value to
shareholders. These and other factors pointed
to the need to focus on this area and for DTI
to be seen to be doing something positive to
indicate that it has policyholders’ reasonable
expectations very much in mind.
88

We have therefore asked the Government
Actuary’s Department to conduct a survey of
leading UK offices which write with-profits
business, in order to obtain more detailed
information about companies’ bonus
philosophies, and the actuarial techniques
used in assessing bonus payments.

4

90

However, GAD recognised that there was no clearly
accepted definition of how such asset shares were
calculated, nor was there information in the
regulatory returns about how the appropriate rates
of bonus could be assessed. The survey had been
designed, GAD said, to obtain this information.
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Attached to GAD’s letter was a questionnaire, which
sought detailed information in response to 11
questions. GAD explained that the survey was
divided into two broad headings:
(i) the content of current marketing literature,
combined with information on the principles
of distribution in the constitution of the
company and (ii) the company’s actual
methodology in respect of the determination
of appropriate levels of final or terminal bonus
payable on with-profit policies.

On 9 July 1993, the DTI wrote to all life insurance
companies in the United Kingdom writing withprofits business and explained:
The Department has an ongoing responsibility
to keep itself informed of developments within
the life insurance industry, and a particular
responsibility to protect policyholders’
reasonable expectations. In this context we
wish to gain a clearer picture of current industry
practice in respect of bonus methodology.
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more detail on the background to the survey. In their
letter, GAD explained that actuaries had introduced
new methodologies for assessing bonuses, including
the technique known as ‘asset shares’.

The DTI enclosed a letter which had been sent at the
same time by GAD to Appointed Actuaries, giving
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On 20 July 1993, Equitable wrote to GAD enclosing
their completed questionnaire for the with-profits
survey. The Society was the first to respond. Within
the Society’s responses to part (i) of GAD’s survey
(about marketing literature and the principles of
distribution), Equitable stated that their Articles of
Association gave:
… the Society’s Directors absolute discretion as
to bonus allocations4. Beyond that, there is no
statement of bonus philosophy in the
Society’s constitution. The main statement of
the Society’s long-standing philosophy on
bonus distribution in marketing literature is
contained in … the With Profits Guide.

Article 65 of Equitable’s Articles of Association stated that the amount of any bonus which may be declared or paid and the amount to
which any policyholder may become entitled ‘shall be matters within the absolute discretion of the Directors, whose decision thereon
shall be final and conclusive’.
Part one: main report
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aggregate total policy values with actual asset
values. In normal circumstances the Directors
look to apply a 3 to 5 year averaging cycle but
expect to apply that more flexibly in more
unusual circumstances’; and

Equitable further explained that their With-Profits
Guides gave no specific information on the period
and magnitude of smoothing or the likely frequency
of changes to final bonus rates. The Society said
that general comments in the Guides could be
expected to lead policyholders to expect relatively
infrequent changes to the latter.
93

Equitable provided the detailed information sought
in part (ii) of GAD’s survey (about actual
methodology for determining final or terminal
bonuses). The Society explained in particular:


that, for surrenders, ‘the full policy value
(including final bonus) is normally adjusted to
ensure that the surrender value paid does not
exceed the underlying asset share. The level of
adjustment required is monitored monthly’;



that, when determining the annual expense
level attributed to with-profits contracts for
recurrent single premium business, ‘allowance is
made for an implicit fund charge of ½% p.a.
That is, the gross rate of accumulation … is
taken to be ½% p.a. higher for conventional
contracts, such as endowment assurances,
than for recurrent single premium contracts’;



that, in assessing appropriate final or terminal
bonuses, the Society made no allowance for a
charge for the guarantee provided in respect of
benefits payable on maturity or for a
contribution to an ‘estate’;



that Equitable did not discriminate between
different contracts in their smoothing process;
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that the smoothing of final or terminal bonuses
‘is determined by the relationship between the
accumulation rates determined each year and
actual investment earnings. That smoothing is
also reflected in the comparison of the
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that, when valuing their assets for the above
comparison, ‘allowance is made for the
accumulated new business strains which will be
recouped from future premium loadings’.

Equitable added:
Part of the Society’s stated philosophy is to
achieve a reasonable degree of stability in
proceeds with gradual, rather than sudden,
changes in proceeds. The approach to
smoothing needs to reflect that philosophy,
particularly in volatile investment conditions.

95

Equitable submitted their 1992 returns on 29 June
1993. GAD completed their A1 Initial Scrutiny check
on 30 June 1993. GAD noted that the cover for the
required minimum margin was 2.36. They identified
no concerns. GAD completed their A2 Initial
Scrutiny check on 5 July.
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GAD lowered the Society’s priority rating from 2 to
3 and identified the valuation basis for unit-linked
business as a worrying aspect, although it was also
noted that this was not a major part of the Society’s
business. GAD noted that the proportion of assets
invested in fixed interest securities had risen from
26% to 38%. GAD identified no items to notify to
the DTI, to be taken up immediately with Equitable.
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Following receipt of the 1992 returns but prior to
GAD’s detailed scrutiny both GAD and the DTI
considered other information about Equitable. On
30 November 1993, GAD and the DTI met Equitable
to follow up the meeting in September 1992, at
which they had discussed the effect of market

Pensions business has a guaranteed annuity
rate at about 7% but this was not as onerous
as it appeared since, because “old” policies
had been given the benefit of more modern
features and options, it would be reasonable
(in his view) for the allocation of final bonus
to be conditional on the waiving of this
guarantee …7

conditions on the Society’s solvency position. Prior
to the meeting, GAD had signalled that they wished
to discuss Equitable’s current and projected
financial position, their bonus and investment
policy and their resilience reserves.
98
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On 25 November 1993, Equitable had provided a
number of papers, including a report by Standard &
Poor’s giving Equitable a ‘very good rating’5 and
papers considered by the Society’s Board in
October and November. The entry for that date in
Part 3 of this report includes a detailed description
of the information that those papers contained.
At the meeting, Equitable indicated that they
expected their position at the end of 1993 to be
significantly stronger than had been the case at the
end of 1992. The Society also expected to eliminate
the recent excess of payouts over asset shares and
that future bonuses would depend primarily on
earned returns. In response, GAD noted that
Equitable ‘… appeared to be moving to a lower
proportion of the total bonus payout being
guaranteed (i.e. declared as distinct from
terminal)’6.
The issue of guarantees arose at the meeting in
other ways. The DTI noted that Equitable had ‘no
guarantees that bite’. In the course of discussion
about the resilience test, GAD noted the following
comments by the Society’s Appointed Actuary and
Chief Executive:

Equitable added that they were sure that allowance
for the resilience reserve had been made within the
appendix valuation but agreed that they would
check and confirm whether this was so8.
101

Prior to the meeting, GAD had informed Equitable
that they might wish to clarify some points from
Equitable’s response to the bonus survey. I have
seen no evidence that GAD raised any issues
concerning this response at the meeting.
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Meanwhile, in the autumn of 1993, the DTI had
analysed which life insurance companies had shown
a significant deterioration in their 1992 solvency
cover, compared with 1991.
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As a result of that exercise, the DTI identified
sixteen companies which they ‘… should be paying
special attention to in the remainder of 1993 and
1994’. Although it was said that Equitable had shown
a ‘marked improvement’ in terms of solvency, the
Society was listed as being one of these
companies9. The DTI also noted that Equitable had
been one of 11 included in GAD’s ‘free asset ratio
list’, prepared on 16 August 1993, as raising concerns.

5

Standard & Poor’s are an international company providing credit ratings and other financial services. Their reports were paid for by the
companies concerned.
6 When scrutinising Equitable’s 1991 returns, the GAD actuary had noted that the option of reducing bonuses was less of a protection for
Equitable, as terminal bonus did not represent a high proportion of their total payouts.
7 Shortly after the meeting, in December 1993, the Appointed Actuary presented a report to Equitable’s Board, which set out amendments
to Equitable’s Statement of Bonuses, including the insertion of wording describing a differential terminal bonus policy for policies with
guaranteed annuity rates. The amendment was agreed.
8 Equitable did not provide any further information on this point until GAD raised the issue in March 1994.
9 Equitable’s cover had fallen from 4.77 at the end of 1989 to 1.67 at the end of 1991.
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The DTI arranged a meeting to be held on 6 January
1994 to discuss those 16 companies. By way of a
note headed ‘1992 returns – “Problem Companies”’,
the DTI line supervisor with responsibility for
Equitable was asked to attend. On 5 January 1994,
the line supervisor explained that he could not
attend. The line supervisor pointed out that GAD
had held a ‘mainly actuarial’ meeting with the
Society, also attended by the DTI (i.e. the meeting
on 30 November 1993). He continued:
At the time [this] list was drawn up, both
[Equitable and another named company for
which he was responsible] seemed rather
marginal candidates for inclusion, a view
confirmed by recent contacts. They are both
well-managed and reasonably successful;
neither appears to be anywhere near the
slippery slope at present. I believe they need no
special attention before submission of the 1993
returns.

105

No-one was asked to attend in his place. I have
been unable to establish what happened at the
meeting.
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On 24 March 1994, GAD considered Equitable’s 1992
returns in detail and drew attention in their detailed
scrutiny notes to their advice to the DTI of March
1993 and the note of the meeting on 30 November
1993, both of which GAD said ‘should be noted in
particular’. GAD also explained that, according to

the Society’s letter of 9 March 1993, the Society had
strengthened its valuation basis by about £100
million.
107

GAD stated that there was ‘nothing to note’ from
the Society’s reply to the with-profits survey. I have
seen no other evidence to suggest that the
information in the bonus survey informed the
scrutiny of the 1992 returns10.
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On 28 March 1994, GAD provided the DTI with their
‘detailed’ two page scrutiny report on the returns.
GAD highlighted the Society’s improved cover for
the required minimum margin (2.36 compared with
1.67 at the end of 1991) and noted the Society’s
practice of using a bonus reserve valuation in the
body of its returns and publishing a net premium
valuation as an appendix.
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GAD also pointed out that, under the net premium
valuation, Equitable’s cover was 3.9 and referred to
past concerns which GAD had had that Equitable
had over-distributed. However, GAD now felt able
to provide reassurance to the DTI:
More recently matters seem to have been
brought under better control. The situation as
at 31 December 1992 is more satisfactory than
the previous year, and as you will know from
recent reports (eg the notes of the meeting
held on 30 November last) we expect the
position as at the end of 1993 to have

10In December 1993, GAD produced a question by question summary of the responses to the survey. This was largely factual and did not

refer to companies by name. GAD did not include any further analysis of the responses or seek to draw any general conclusions. I have
seen no other evidence regarding whether and, if so, how Equitable’s response to the bonus survey, or the responses from other
companies, were assessed with regard to policyholders’ reasonable expectations or any other considerations, at that time or
subsequently. In March 1995, Equitable wrote to GAD to state that they had seen a press report from which it appeared that GAD had
decided to take no action as a result of the survey. Equitable complained that it had been discourteous of GAD to disseminate the
results of the survey in such a way. In April 1995, GAD replied. GAD stated that they had explained to the journalist in question that ‘… the
grounds for intervention available to the Secretary of State are prescribed in the [Insurance Companies Act] 1982, as amended, and if
higher bonuses are awarded than have been earned, this is principally a matter of commercial judgement provided the reasonable
expectations of the other policyholders are not affected.’ GAD denied that they were disseminating the results of the survey through
the press and added: ‘In fact, during the conversation I told [the journalist] that it was decided not to publish the results of the survey
due to the difficulty of not laying ourselves open to the charge that one could identify particular companies’ practices.’
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liabilities, and their yields, having regard to
Regulation 59(2) and (6)(a); and

improved still further. Reversionary and
terminal bonus rates were reduced at the end
of 1992 and it has just been confirmed that
reversionary bonuses have been reduced again
from the end of 1993.
110

Also on 28 March 1994, GAD wrote to Equitable
to ask them to provide copies of their recent
bonus announcement and of their most recent
With-Profits Guide. GAD requested that these
documents should be supplied routinely in the
future. GAD also asked Equitable:


In the Appendix (where the net premium
results are set out) you mention in para. 5(a) on
page 98 that resilience reserves could be set up
without recourse to the Form 14 line 51 assets.
However you do not give an indication of the
amount of any resilience reserve which would
be required on the net premium basis and
which is not covered by the net premium
liabilities. Could you please advise this amount
as at 31 December 1992, and ensure that the
corresponding figure is disclosed in future
returns;



to provide the figure for the growth rate of
non-unit reserves, if a rate of return of 2% rather
than 3% were used;



to explain why, for certain linked business,
Equitable had reduced their reserves in respect
of tax on unrealised capital gains;



… the rate of 9% used to value the non-profit
immediate annuities seems on the high side.
Could you please supply more details of the
assets that are deemed to be backing these
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to provide a preliminary estimate of the
Society’s position at the end of 1993, including
an indication of the extent to which the
valuation basis had been strengthened.

In response, on 7 April 1994 Equitable sent to GAD a
copy of their ‘Bonuses’ booklet, which set out their
most recent bonus rates. The Society undertook to
supply its With-Profits Guide when that had been
updated and to add GAD’s details to the Society’s
press release distribution list. In addition, the
Society’s Appointed Actuary, in response to the
specific issues that GAD had raised on 28 March 1994:


informed GAD that the figure for the resilience
reserves required in the statutory minimum
valuation was £462 million. The Appointed
Actuary said that he was not prepared to
publish the figure in future returns as he
considered it to be confidential. The Appointed
Actuary added:
GAD have previously indicated that they
feel the Society provides much fuller
information than the norm in this area11. To
require even more from us seems
unreasonable;



explained that there would be no increase in
the non-unit reserves, if a return of 2% rather
than 3% had been used;



explained that Equitable had net unrealised
losses in their linked funds and accordingly the
capital gains tax reserve was negative;

11 I have seen no evidence to support that statement. I have been told by the Society’s former Appointed Actuaries that it is their

recollection that: ‘it was GAD’s consistent view that, by publishing an appendix valuation which was intended to be close to the
statutory minimum, ELAS revealed much more about the strength of its main valuation than was the norm whereby offices just
published one net premium valuation on a basis stronger than the statutory minimum’. Those former Appointed Actuaries also
pointed out to me that GAD had not challenged the comment at the time.
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explained that, in the Appointed Actuary’s view,
the valuation of the assets backing the nonprofit liabilities in the Society’s gross premium
valuation was a matter for his professional
judgement. He further explained that, within
this group, there were different categories of
annuities and that Equitable considered that the
valuation rate used was suitable, as some assets
actually yielded a higher rate; and



provided an estimate of the position at the end
of 1993, showing a strengthening in reserves of
£1,076 million and cover for the required
minimum margin of 3.75.

Handwritten comments on this letter show that,
after some discussion, GAD were satisfied that, with
the addition of the resilience reserves, the Society’s
published valuation was ‘(just) OK’ 12. GAD expressed
surprise that non-unit reserves would not increase if
a return of 2% rather than 3% had been used, but
suggested that GAD should ‘let this pass’.
On 19 April 1994, GAD sent the DTI copies of their
correspondence with Equitable. GAD explained that
they were generally satisfied with the Society’s
responses and noted that, once the resilience
reserves were taken into account, there was little
difference between the Society’s main and appendix
valuations, although the latter valuation was weaker
than that used by most with-profits offices.
GAD noted that the Board papers that had been
supplied showed that the Society’s bonus rates had
been reduced by less than was justified by their
usual approach of relating declared rates to
prevailing interest rate levels, primarily on account
of the good performance of assets during 1993.
GAD also explained that they were asking Equitable
some additional questions.
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GAD also enclosed a copy of their letter to
Equitable, in which they had pursued two points.
The first point was whether the Society’s approach
to unrealised tax losses was prudent. The second
point was whether the valuation interest rate used
for non-profit immediate annuities could be
supported by the assets deemed to have been
backing those liabilities. GAD explained:
You will appreciate, I am sure, that our primary
concern is with the net premium valuation
published in the Appendix to Schedule 4,
rather than with the office basis. This question
was posed in the context of the net premium
assumption (where 9% was also used), and I am
sorry if that was not clear. Could you please
now provide the information that we are
seeking; the yields shown in Forms 45 and 46
do not, after allowing for the 7½% margin,
seem to support the 9% assumption.
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In response, on 25 April 1994 Equitable provided a
justification of their approach to the treatment of
unrealised capital losses. The Society also explained
that the average valuation rate of interest used had
been 6.5%, which was less than the average yield of
7.0%.
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Equitable explained that it was their view that, while
the applicable Regulations permitted the allocation
of assets to specific liabilities, those Regulations did
not require this. Equitable reiterated that the
valuation of the assets was a matter for the
professional judgement of the Appointed Actuary.
GAD decided not to pursue either point further.
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On 7 June 1994, GAD copied this correspondence to
the DTI and explained that GAD had ‘no further
questions for the actuary, and this scrutiny [of the
1992 returns] is regarded as complete’.

12 The apparent margin of £476 million, between Equitable’s published valuation (£8,557 million) and their statutory minimum valuation

(£8,081 million), fell to just £14 million when the resilience reserve of £462 million was added.
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Events relevant to the 1993 returns
119 Equitable submitted their returns for 1993 on
27 June 1994. GAD completed their initial scrutiny
in a different order than had been the case for
earlier years, completing the A2 Initial Scrutiny
check first on 7 July 1994. GAD gave Equitable a
priority rating of 3 (unchanged from the previous
year). GAD again identified the valuation basis for
unit-linked business as a matter of (small) concern.
120

GAD noted that the Society had not set up any
provision to meet potential exposure for pension
mis-selling but commented that such a problem
was unlikely to be significant. GAD identified no
items to notify to the DTI, to be taken up
immediately with Equitable. GAD completed their
A1 Initial Scrutiny check on 15 July 1994. GAD noted
that the cover for the required minimum margin
was 3.75.
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On 24 October 1994, GAD prepared three pages of
‘detailed scrutiny notes’ on the 1993 returns. As part
of these, GAD noted ‘New rules reducing final
bonuses’, citing the page in the returns which set
out the Society’s differential terminal bonus policy.
GAD commented that the valuation rates of
interest looked too high and needed to be justified
by a matching rectangle.



GAD noted that particular care was needed
when reviewing the appendix (net premium)
valuation, as the figure for the resilience
reserves necessary under that valuation had
been omitted from the returns;



GAD explained that the valuation bases used
for Equitable’s main (gross premium) valuation
were primarily a tool to support the method of
determining bonus distributions and
commented that they were not particularly
relevant to the prudential supervision of the
Society. GAD observed that the adequacy of
the Society’s valuation ‘is demonstrated by
publishing a net premium valuation on the
minimum basis necessary to meet the
regulations’. GAD noted that this appendix
valuation had a number of apparent
weaknesses, including that the valuation rates of
interest appeared somewhat high. GAD
explained that they had little concern about the
Society’s solvency, given its cover for the
required minimum margin. However, GAD said
that, if Equitable’s reserves were too thin as a
result (that is, if the Society were using valuation
rates of interest that were too high):
… it may lead to inappropriate conclusions
being drawn by policyholders and
prospective policyholders as to the
financial strength of the Society14. We are
therefore seeking confirmation of the
prudence of certain of the assumptions; and

GAD also queried Equitable’s mortality assumptions
for annuities.
122

On 15 November 1994, GAD provided the DTI with a
14 page scrutiny report on the 1993 returns. The
report followed a new standardised format adopted
by GAD, comprising thirteen specific sections13. In
their report, GAD drew attention to a number of
matters. In particular:



GAD noted that some mortality tables
appeared on the optimistic side and further
information as to their justification was
required.

13 GAD had established a Scrutiny Strategy Working Party in 1994, and it appears that it was as a result of this that the Service Level

Agreement (SLA) between the DTI and GAD came to be revised in 1995. The revised SLA included a new detailed format for scrutiny
reports and it appears that GAD’s report on the 1993 returns anticipated its adoption.
14 By this, GAD meant that policyholders could conclude that Equitable’s position was stronger than was in fact the case.
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GAD explained that they would seek further
information from the Society on each of the above
points. GAD also observed that Equitable carried no
reserves for pension mis-selling, due to the Society’s
selling methods ‘which are based upon largely
approaches from prospective policyholders’, but
that it remained to be seen if this was correct.
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Also on 15 November 1994, GAD wrote to Equitable.
GAD asked the Society to disclose the amount of
the resilience reserve required in the appendix
valuation, to provide a matching rectangle, to
demonstrate the notional allocation of assets to
liabilities, and to explain why Equitable had chosen
the particular mortality tables they had used.
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In view of the nature of the net premium
valuation for this company, which is published
to demonstrate the adequacy of the published
main bonus reserve valuation, and the
undoubted adequacy of the reserves in
aggregate, we are satisfied with the reply
received.
GAD concluded:
We regard this scrutiny as complete.
127

Nevertheless, on the same day GAD pursued with
Equitable their treatment of valuation rates of
interest. GAD explained that the applicable
Regulations did not permit the averaging of
valuation interest rates, and that each interest rate
used had to be supported by the yield on the assets
matching the corresponding reserve. GAD also
suggested to the Society that, for the 1994
valuation, its assets should be allocated to each
category of contracts for which a different interest
rate was used.
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On 30 November 1994, Equitable replied and
disputed GAD’s interpretation of the relevant
Regulations. Following another exchange of
correspondence, on 7 December 1994 Equitable
undertook to give the matter further consideration
in relation to the 1994 returns. The Society
explained that it did not wish to prolong the
correspondence unduly as ‘it relates only to our
“appendix” demonstrations of compliance with the
regulations’. The Appointed Actuary also stated
that he had provided a similar presentation on a
number of occasions in the past without being
questioned. GAD did not pursue the point further.
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On 9 December 1994, shortly after the conclusion
of the scrutiny of the 1993 returns, GAD and the DTI

In response, on 22 November 1994 Equitable:


explained that the figure for the resilience
reserves required in the appendix valuation was
£236 million15;



provided a rudimentary matching rectangle
which did not allocate assets to specific
liabilities. Equitable stated that the average yield
of the assets was 5.32% and that, after the required
reduction of 7.5%, those assets supported the
average valuation rate of interest of 4.78%.
Against this, GAD noted ‘Seems OK, but the
averaging should only be assets’; and
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provided details of the mortality experience
Equitable were using for annuity contracts and
acknowledged that some slight strengthening
might be appropriate for the valuation at
31 December 1994.

On 23 November 1994, GAD copied the Society’s
reply to the DTI and commented:

15 The apparent margin of £323 million, between Equitable’s published valuation (£11,450 million) and their statutory minimum valuation

(£11,130 million), fell to just £81 million when the resilience reserve of £236 million was added.
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use a future profits implicit item and would not
declare a bonus if they were unable to do so.

met Equitable. The meeting was the second with
Equitable arranged as part of GAD’s rolling
programme of visits to life companies16.
130

The point which concerns me … a little is that,
as from the 1994 returns, it is not sufficient for
the actuarial liabilities to be estimated
prudently. Each of the assumptions which goes
into the actuarial calculation has itself to be
prudent. Equitable need to be alive to this.
131

The Appointed Actuary asserted that a well
managed office would not become insolvent in
such circumstances and that a vigorous expanding
office might have a low free asset ratio. It does not
appear from the DTI’s note of the meeting that this
statement was challenged. There is nothing in the
note of the meeting to suggest that there was any
discussion of the DTI’s concerns, which they had
expressed prior to the meeting, about the need to
ensure the prudence of each of the assumptions
within the Society’s valuation.

In preparing for the meeting, the DTI had noted
GAD’s comments, contained within their scrutiny
report on the 1993 returns, about the prudence of
the Society’s assumptions in its valuation. The DTI
also queried whether GAD had pursued these
matters following the scrutiny but also commented:

At the meeting on 9 December 1994, Equitable
provided a number of reports and papers including
details of their recent rating from Standard & Poor’s
of ‘AA’17. The entry for that date within Part 3 of this
report contains a fuller description of the
information provided by the Society. In discussion
on their bonus philosophy, Equitable commented:
… it was expected they would “overshoot” in 94
– they were not worried – but DTI may be!

Events relevant to the 1994 returns
132 Following the meeting with Equitable in December
1994, the DTI reminded them that the Society had
not yet submitted an application for a future profits
implicit item for use in its 1994 returns. On 15
December 1994, Equitable sought a section 68
Order for an implicit item of £500 million. The
calculations submitted in support of this application
suggested that Equitable were entitled to seek an
Order up to the value of £2,140 million.
133

In their review of the application in order to advise
the DTI as to whether to grant the Order, GAD
expressed concern at the way that Equitable had
omitted from the calculations some exceptional
losses even though they were not matched by
exceptional profits. However, having reworked the
calculations to eliminate the exceptional items,
GAD concluded that a maximum implicit item of
£1,590 million was still justified.
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On GAD’s recommendation, the DTI granted the
Order, for possible use in Equitable’s 1994 returns.
When doing so, the DTI reminded Equitable that

In response, GAD commented:
… that it looked like over-distribution,
compared with market values.
Equitable also commented that they were not
concerned at how small their free assets got. The
Society had, so far, chosen not to show an implicit
item in its regulatory returns, as to do so ‘would
make them look weak’ – but, if the free asset ratio
became negative, Equitable said that they would
16 The first such meeting had been held in May 1992.
17 See footnote 5, earlier in this Chapter.
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say what this figure represented in terms of cover
for the required minimum margin.

exceptional losses should only be omitted if they
were matched by exceptional profits.
135

On 4 January 1995, in response, Equitable stated that
they had excluded exceptional losses only to the
extent that they were matched by exceptional
profits. The Society sought some more general
advice from the DTI about how to treat profits and
losses arising from changes in the valuation basis.
This advice was not provided at that time.

136

On 23 March 1995, Equitable pressed the DTI for a
response, explaining that they were now thinking of
using the implicit item in their 1994 returns. The DTI
sought advice from GAD and passed this on to
Equitable.

137

On 27 March 1995, Equitable replied and
acknowledged that they had not carried out past
calculations in accordance with this advice, but
stated that this had had ‘… no material effect on
the applications for a future profits implicit item
submitted by the Society in previous years’.

138

When considering this matter, the DTI noted that
one GAD actuary took the view that ‘the calculation
of the implicit item was essentially flawed, and he
didn’t fuss too much about [very] technical details’.

139

Meanwhile, Equitable raised a second query about
the use of implicit items, pointing out that, in the
Society’s 1993 returns, the required resilience reserves
were considerably below the available future profits
implicit item. Equitable asked if, on this basis, it
would be acceptable for the Appointed Actuary to
conclude that no explicit reserve was required. GAD
advised that this approach was not acceptable.

140

On 23 March 1995, Equitable told the DTI that their
excess over the required minimum margin as at
31 December 1994 would be about £400 million,
which would ‘present a marginally stronger
position than at the end of 1991’. Equitable did not
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141

On 13 April 1995, the DTI asked the Society again for
an update on its liability for compensation
payments for pensions mis-selling, which had first
been requested in October 1994 but to which
request the Society had not replied. Following this
reminder, Equitable stated that it was not possible
to quantify their liability, even crudely, but that the
Appointed Actuary still believed that the Society’s
exposure was relatively small, adding:
We are therefore making no explicit provision
against this contingency in the accounts
although I have “over estimated” the technical
liabilities by £50m as a very full implicit
provision. Our auditors have given a “true and
fair” certificate on our accounts in the new
Insurance Accounts Directive in the full
knowledge of our approach.

142

I have seen that, at this time, the conduct of
business regulators were still in correspondence
with Equitable about their sales of pension policies.
I have seen no evidence that the DTI checked the
position with those regulators. During April 1995,
discussions were also taking place within the DTI
about the possible nomination of the Society’s
Chief Executive and Appointed Actuary for
recognition in the New Year honours list for 1996.
The factors cited in support of a nomination
included that Equitable had no known pensions
sales malpractice and had avoided the bad image
afflicting the industry generally as a result of poor
selling methods.

143

Equitable submitted their returns for 1994 on
30 June 1995. GAD completed their A1 Initial
Scrutiny check on 24 July 1995. The design of the
check form had changed and there was no longer
an entry showing the cover for the required
minimum margin. GAD identified no concerns.

144

145

GAD completed their A2 Initial Scrutiny check on 25
July 1995. GAD gave Equitable a priority rating of 3
(unchanged from the previous two years). GAD
noted, again, that Equitable had not set up any
reserves to meet their potential exposure for
pension mis-selling and that there should be a ‘check
into mis-selling’. GAD also noted that Equitable’s
mortality rates were reasonable ‘but thin’.
GAD identified mismatching as a worrying aspect
and highlighted as other issues derivatives, ethical
fund general investments, and reserves for
contingent liabilities to tax on unrealised capital
gains. GAD identified no items to notify to the DTI,
to be taken up immediately with Equitable.

146

GAD took no further action on the 1994 returns
until 8 December 1995, when GAD asked Equitable
about their ‘significant’ use of derivatives. In his
reply of 14 December 1995, the Appointed Actuary
pointed out that such derivatives accounted for
only 0.1% of the Society’s assets and denied that this
was significant.

147

On 23 January 1996, GAD provided the DTI with a 20
page scrutiny report on the 1994 returns. The report
followed the format used for the 1993 returns. In
their report, GAD drew attention to a number of
matters. GAD noted, inter alia:


that GAD had derived much useful information
from Equitable’s With-Profits Guide of May 1994
and that they were requesting a later edition.
(GAD had previously asked Equitable to send such
documents routinely and Equitable had agreed.)



that Equitable took advantage of their main
valuation to ‘hide’ their resilience reserve. GAD
explained that at least a substantial part of the
difference between the main and the appendix
valuation was accounted for by the resilience
reserve which was not disclosed. GAD said they
would ask for this ‘yet again’.



that, following the visit to Equitable in
December 1994, it was known that the Society’s
Appointed Actuary had decided that its
interests were best served by using a weak
valuation basis, in order to show as strong a free
asset position as possible (albeit that this had
fallen in 1994). GAD stated:
This means that the valuation basis is
selected at the limits of the regulations.
This requires us to exercise particular
vigilance in ensuring that users of the
returns are not misled.

GAD set out in tabular form the valuation rates of
interest used by Equitable and compared these with
the asset yields (although Equitable did not allocate
specific yields to specific liabilities). GAD concluded
that this gave rise to some doubt as to the
sufficiency of the higher yielding assets and noted
that, in the main valuation, cover for the required
minimum margin was 2.36.


that, for general annuities, Equitable used a
mortality table showing death rates well in
excess of recent industry experience.



that one of the strengths in the Society’s
valuation was its assumption that recurrent
single premium business would pay no more
premiums, although this was ‘arguably only in
line with the best practice’. GAD pointed out
that, if the business were treated as regular
premium business, the margins in future
premiums might allow lower reserves and that it
was likely ‘that some credit is being taken
implicitly for this in the expense reserves’.
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151

The figures, as presented by Equitable, showed that
the valuation rates of interest used were supported
by the allocated assets. However, the notional
matching was to reserves which excluded any
resilience reserves. Equitable explained that their
mortality experience was some 106% of the a(90)
table, rated down one year.

152

Also on 23 January 1996, GAD wrote to Equitable.
GAD sought the latest version of Equitable’s WithProfits Guide, asked that the amount of the
resilience reserve required in the main valuation and
a matching rectangle were both provided, the latter
in order to demonstrate the notional allocation of
assets to liabilities.

The Appointed Actuary said that he felt that using
this table was appropriate. However, as Equitable
had experienced a modest improvement in
mortality and that their 1994 experience was close
to 100% of a(90)-1 year19, the Appointed Actuary
said that he would deduct a further year in future
returns.

153

GAD asked the Society to provide this information
in the new format that would be required for the
1996 returns. In addition, GAD asked Equitable to
justify their mortality assumptions for annuitants
and to explain how allowances had been made for
future improvements in mortality rates, as well as
for adverse deviations.

On receipt, GAD considered the information that
Equitable had provided and noted that the figure
for the resilience reserve was ‘OK’. GAD accepted
the Appointed Actuary’s wish not to publish the
figure and simply asked him again to supply this
information at the same time that future returns
were submitted.

154

GAD also noted that the information provided by
the Society as to the hypothecation of assets to
liabilities was:

Although the Equitable take a highly
esoteric line on a number of issues, and are
inclined to argue their case rather longer
than most, they have a culture which
would not permit the continuation of a
compliance breach.
GAD explained that they were raising with Equitable
areas of concern, the most pre-eminent of which
were the Society’s valuation rates of interest and
mortality bases. GAD said that they were pressing
Equitable on the latter point ‘quite vigorously’.
148

149

150

Equitable amalgamated liabilities, the Appointed
Actuary explained that this information had been
provided only ‘approximately’ in the requested
format.

that Equitable had had a few ‘PIA and
compliance problems’ but that GAD
understood that these were not significant.
GAD stated:

In response, on 21 February 1996 Equitable supplied
their latest With-Profits Guide. The Appointed
Actuary explained that the figure for the resilience
reserves required in the main valuation was £171
million18. He provided matching rectangles. Because

Supplied approximately in the requested
format except that, surprise surprise, the
resilience reserve is omitted. OK apart from
the missing resilience line. It is probably
pushing it a bit to complain and I intend to
turn a blind eye.

18 The apparent margin of £301 million, between Equitable’s published valuation (£12,380 million) and their statutory minimum valuation

(£12,080 million), fell to £130 million when the resilience reserve of £171 million was added.

19 See the glossary of terms for an explanation of this term.
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GAD raised no objection to the Society’s
amalgamation of its liabilities, with the proviso that
the valuation rate of interest used had to be the
highest for the group. GAD concluded that
Equitable’s explanation of their mortality tables
was ‘OK for now’.
155

156

GAD wrote to the Society on 5 March 1996 and
offered some advice to Equitable on the mortality
tables that might be appropriate. Equitable replied
on 3 April 1996, objecting to what they saw as GAD’s
intrusion into matters which the Society saw as
being the preserve of its Appointed Actuary.
Following clarification by GAD of their remarks in a
further letter, on 15 April 1996 Equitable stated that
they shared GAD’s concerns about the need to
manage the risk of future improvements in
mortality on an annuity portfolio. The Appointed
Actuary added:
That was one of the reasons why we
introduced our with profits annuity some years
ago. Any unexpected improvement for that
class could, of course be reflected in the bonus
rate granted. You may be interested to know
that around two thirds of our current
immediate annuity new business is with profits.

157

Meanwhile, on 5 March 1996 GAD sent the DTI an
update on their scrutiny report. Taking account of
the figure for the resilience reserves that had been
provided by the Society, GAD assessed that, in the
appendix valuation, the Society’s cover for the
required minimum margin was 2.65 and its free asset
ratio was 4.1% (compared with 2.36 and 3.1%,
respectively, in the main valuation).

158

GAD concluded:
We are now satisfied with the valuation basis.
The net premium cover for the required
minimum margin is greater than that for the
published basis, and a priority of 4 could have
been justified 20. The scrutiny is now complete.

Events relevant to the 1995 returns
159 Equitable submitted their returns for 1995 on
28 June 1996. GAD completed their A1 Initial
Scrutiny check on 8 July 1996. GAD identified no
concerns. GAD completed their A2 Initial Scrutiny
check on 18 July 1996 and lowered Equitable’s
priority rating from 3 to 4.
160

GAD noted, among other things, that the reserve
held by the Society for additional liabilities arising
due to mortality strains caused by AIDS was
contained within the reserve for future bonus in the
main valuation, that unit costs had not been
updated, that Equitable had used a future profits
implicit item of £264 million, and that the Society’s
cover for the required minimum margin was 2.89.

161

GAD noted, again, that Equitable had not set up any
provision to meet potential exposure for pension
mis-selling but that the Society had indicated in
April 1995 that technical liabilities had been
‘overstated’ by £50 million. GAD identified no
worrying aspects and no items to notify to the DTI,
to be taken up immediately with Equitable. At the
end of July 1996, Equitable sent GAD a copy of their
latest With-Profits Guide.

162

GAD’s initial target date for completing the detailed
scrutiny of the Society’s returns had been
December 1996. However, this was brought forward
to October 1996, apparently because of an
impending visit to Equitable.

20 That is, a lower priority.
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that the Appointed Actuary:
… indicates that the resilience reserve
required in relation to his net premium
valuation would be covered by the
difference between the bonus reserve gross
premium valuation liability and the net
premium valuation liability.
This difference is revealed as £436m, and
we have no reason to doubt its adequacy –
although managing the distribution and
consequent growth in guaranteed liabilities
in respect of the very substantial (over
£8.6bn) portfolio of unitised with profit
type business is a potential problem to be
monitored.

GAD also observed that they were unconvinced of
the value of Equitable’s main valuation and would
be happier to see a ‘clearer exposition’ of
Equitable’s ability to react to possible falls in the
value of their assets, particularly given their
‘exceptionally large exposure to unitised with profit
type liabilities’. However, GAD did not indicate that
they would seek an actual figure for the resilience
reserve from Equitable.




that Equitable had revised their valuation rates
of interests to reflect falling interest rates and
rising asset values. GAD set out in tabular form
the valuation rates of interest used by Equitable
and compared these with the asset yields
(although they did not allocate specific yields to
specific liabilities). GAD concluded that the
assumptions made by the Society were
acceptable.



that Equitable had revised their mortality
assumptions for general annuities, following the
discussion of their 1994 returns. GAD
considered it desirable to keep pressing
Equitable ‘quite vigorously’ on this point as
longevity improved.



that, again, one of the strengths in the Society’s
valuation was the assumption that its recurrent
single premium business would pay no more
premiums, although this was ‘arguably only in
line with the best practice’. GAD pointed out
that, if the business were treated as regular
premium business, the margins in future
premiums might allow lower reserves and that it
was likely ‘that some credit is being taken
implicitly for this in the expense reserves’.



that the Society’s failure to set up a specific
reserve for tax on capital gains of £37.4 million
was ‘dubious – relying on other margins in the
valuation basis’.

GAD noted that Equitable’s main valuation:
… includes only an allowance for modest
levels of future bonuses, with the result
that the disclosed liability is actually very
similar to that that would be derived from
an acceptable net premium valuation with
due allowance for resilience reserves. Thus,

126

the picture shown above may reasonably
be compared directly with other offices
who prepare Returns on standard net
premium valuation bases. Without the
implicit future profits item, cover for the
[required minimum margin] would be by a
factor of 2.44. This is satisfactory.

On 1 November 1996, GAD provided the DTI with
their 16 page scrutiny report on the 1995 returns.
The report followed the format used since the 1993
returns. In their report, GAD drew attention to a
number of matters. GAD noted, inter alia:
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that, although Equitable:
… might be expected to be beyond
reproach, we understand that an overestimation of pension liabilities of £50m
has been incorporated into its reserves as
a provision against possible costs arising
from pensions mis-selling. No other
[compliance] problems are known.



167

Equitable confirmed that they did not reserve for
terminal bonuses, as these were whatever was left
after the declared reversionary bonuses and thus
‘instantaneous’. Equitable acknowledged that their
main valuation was not really any stronger than the
appendix valuation. GAD expressed concern about
the Society’s bonus statements and warned that
Equitable needed to ensure that customers were
not misled.

168

Equitable, looking ahead, indicated that they might
apply for a section 68 Order for a subordinated
loan. The DTI had also signalled a wish to discuss the
Society’s liability for pensions mis-selling. The
Appointed Actuary explained that, although £50
million had been included in the Society’s technical
reserves, it was his view that only £10 to £15 million
would be needed.

169

Equitable also reported that a conduct of business
team had visited them for a week earlier in the year.
The Appointed Actuary told the meeting that he:

that it would be helpful to learn what scenariotesting Equitable undertook.

164

GAD stated that they had not raised any points
directly with Equitable. However, it was noted that
GAD, with the DTI, were due to meet Equitable at
the third of GAD’s rolling programme of visits to
life companies21.

165

In their 1 November 1996 scrutiny report, GAD also
suggested that, at the meeting, it would be
‘interesting’ to discuss Equitable’s continued fall in
expenses, the reasons for their increased
investment in non-insurance companies22 and the
sustainability of their present contract structures,
the scenario tests they performed in relation to falls
in assets values, and how they would react to
‘sustained unfavourable market movements’. On
5 November 1996, the DTI wrote to the Society to
put these matters on the agenda.

166

that it had majority holdings in some companies for
investment purposes.

The meeting took place on 8 November 1996. At
the meeting, Equitable explained that their
expenses had fallen partly in relative terms as a
consequence of the high expenses which had been
incurred in previous years because of their
investment in information technology software. The
Society offered some reassurance about its
investment in non-insurance companies, explaining

… thought [the conduct of business regulators]
had misunderstood the issues, and [he] had
sent them away! It was hoped that all cases
would be settled by Autumn [1997].
170

I have seen no evidence that the DTI checked the
position after the meeting with the conduct of
business regulators. Nor have I seen any other
correspondence between the prudential regulators
and Equitable about the 1995 returns or about any
of the issues which had been discussed at the
meeting on 8 November 1996. I have also seen no
note from GAD to the DTI or to Equitable formally
concluding their scrutiny of the 1995 returns.

21 The previous two meetings had been held in May 1992 and December 1994.
22 GAD noted that the level of investment had increased from £52 million to £94 million. The latter figure represented 0.62% of Equitable’s

non-linked assets.
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Events relevant to the 1996 returns
171 Equitable submitted their returns for 1996 on
30 June 1997. GAD completed their A1 Initial
Scrutiny check on 18 July 1997. GAD identified no
concerns. GAD completed their A2 Initial Scrutiny
check on 7 August 1997. The check was more
detailed than in the past. GAD raised Equitable’s
priority rating from 4 to 3. GAD highlighted a
number of matters, including:


that Equitable, as a major with-profits office,
‘was unlikely to be insolvent but it may be
building higher expectations than could be
met’;



that the valuation basis appeared weak and that
the valuation rates of interest used for certain
with-profits business did not appear to make
proper provision for policyholders’ reasonable
expectations;



that the Society’s matching rectangle might
need review;



that Equitable’s description of discretionary
adjustments relating to surrender values made
during the reporting period was not
satisfactory; and



that it was not clear if Equitable had set up any
identifiable pensions mis-selling reserves.

172

Under ‘Aspects that look worrying’, GAD noted
that the Society had declared high reversionary
bonuses for its substantial unitised with-profits
business. Moreover, it was noted that Equitable held
reduced reserves and could be relying too much on
the potential application of market value adjusters.

173

Under ‘Other Notes’, GAD stated that reviews were
required of the Society’s mortality assumptions for
their pensions and annuity business, their
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assumptions for unit growth rates for their unitlinked business, and their unitised with-profits
reserves in the resilience scenario. GAD identified
no items to notify to the DTI, to be taken up
immediately with Equitable.
174

On 1 August 1997, the position whereby one person
had held both the posts of Appointed Actuary and
Chief Executive came to an end. On 8 August 1997,
prompted by this change, GAD provided briefing
about Equitable to the Government Actuary.

175

That briefing stated that, as a mutual, the Society
made a ‘strong play’ of not building an excessive
estate which led to it declaring high non-guaranteed
terminal bonuses on its substantial accumulating
with-profits contracts. The briefing expressed
doubts about the ability of Equitable to apply a
market value adjustment in all the circumstances
covered by the resilience test (which was what their
valuation assumed). The briefing noted that
Equitable had insisted that their bonus system gave
them the necessary flexibility.

176

Before the 1996 returns were submitted, another
issue – namely whether the Society should be
permitted, as a mutual, to issue subordinated loan
capital with the consent of the prudential
regulators but not to recognise such capital as a
liability – arose for consideration.

177

At the meeting with GAD and the DTI on
8 November 1996, Equitable had advised the DTI
and GAD that they might apply for a section 68
Order for a subordinated loan. This matter had first
been raised in 1993. At that time, GAD had made a
number of observations, including the importance
of subordinating the rights of depositors to those
of policyholders. GAD had then commented:
As the rate of interest would presumably need
to be fairly high, perhaps above the market

company and also their wish to pursue the proposal
swiftly. On 24 March 1997, GAD told the DTI that
they understood it to be that department’s view
that it would not be possible to satisfactorily issue
subordinated debt from within a company’s long
term fund.

rate, how would the issue of such deposits
benefit the security and, more importantly, the
reasonable expectations of members
generally?
On GAD’s advice, the DTI had put this query to the
Society and had sought other information about
this proposal. There is no record of a reply from
Equitable to this query.
178

Following the meeting in November 1996, Equitable
noted, internally, that the DTI appeared to be
‘relaxed’ about the issue of the subordinated loan.

179

On 27 November 1996, the Society asked the DTI to
indicate in principle if they would agree to the
necessary application for a section 68 Order, in
order to allow the Society to count the loan
towards their required solvency margin. Equitable
presented the proposal as a means of raising finance
and providing benefits to policyholders.23

180

The DTI sought GAD’s views. As in 1993, GAD was
cautious about this proposal. In their reply to the
DTI on 14 February 1997, GAD said that they were
‘uncomfortable’ with the idea that Equitable could
market the subordinated loan products, treat the
proceeds as free capital, and not hold reserves to
cover the repayment liability.

181

182

GAD also pointed out that the loan could only
count for up to 25% of Equitable’s required
minimum margin and warned the DTI that they
would need to be satisfied that early redemptions
could not suddenly threaten cover for the required
minimum margin of solvency.
On 14 March 1997, Equitable signalled their hope
that it would not be necessary to set up a subsidiary

183

GAD also said that a proper degree of
subordination could best be achieved if the debt
were issued through a subsidiary company. There
followed further exchanges between the DTI, GAD
and Equitable.

184

GAD remained unconvinced about the proposal. In
further advice to the DTI, given on 29 April 1997,
GAD questioned in what way it would be possible
for the loan to be treated as not being a liability on
the long term fund and how Equitable could make
interest payments and eventual capital repayment,
if they held no assets outside the long term fund.
Equitable’s proposal initially involved loans
potentially of the value of £325 million.

185

GAD pointed out:
It should be appreciated by the DTI that the
potential sums involved in these proposed
issues are substantial … and this amount of
gearing could cause problems to the Society
unless the terms are reasonable and proper
subordination to policyholder rights is
achieved.

186

The DTI’s legal advisers shared the view that a
subordinated loan taken out by a mutual was likely
to constitute a liability on the long term fund. But,
in advice given on 9 May 1997, those advisers noted
that the DTI had already issued section 68
concessions to mutuals:

23 However, I have seen that, in a report to Equitable’s Board in January 1997, the Appointed Actuary had justified the pursuit of a

subordinated loan by reference to Equitable’s relatively weak solvency position, the tightening of the valuation regulations and the way
they were interpreted, and the increased scope for GAD to challenge his choice of bases. This report was not seen by the prudential
regulators or GAD at that time.
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… despite the apparent lacking of the
safeguard that would be in place in a
proprietary company.
The legal advisers suggested that the DTI should not
change what had become their policy, namely to
agree a section 68 Order, subject to the proposal
being reasonable – particularly in relation to
adequate subordination. They also drew attention
to Prudential Guidance Note 1994/1 on hybrid
capital, which had set out the need to establish a
proper degree of subordination24. But they also
considered that it was not necessary for there to be
a subsidiary company to achieve this and that the
terms of Equitable’s proposal already demonstrated
the necessary subordination.
187

Equitable continued to share the view that it should
not be necessary to set up a subsidiary company.
Discussions continued on this basis, although GAD
remained ‘uncomfortable’ about the proposal,
citing the advice in Prudential Guidance Note
1994/1. In the event, on 3 July 1997, Equitable
changed their approach. The Society announced
that it now proposed a subordinated loan of £350
million and that:

189

While the scrutiny of the 1996 returns was
underway, other issues arose. On 26 September
1997, the Government Actuary met with Equitable’s
new Appointed Actuary.

190

On 30 September 1997, the DTI had again asked
Equitable and other companies for details of their
provision for potential liabilities arising from
pensions mis-selling. On 24 October 1997, Equitable
replied and explained that their estimated liability
was £85 million compared with £50 million as at the
end of 1996.

191

The Appointed Actuary stated that one reason for
this increase was that a number of cases had been
brought back into their review following discussions
with the conduct of business regulators. He
anticipated showing the provision more explicitly in
the Society’s 1997 returns25. I have seen no evidence
that the DTI checked the position with the conduct
of business regulators in the light of this
information.

192

On 17 November 1997, the administrators of the
NHS pension scheme wrote to the DTI. Those
administrators explained that they were reviewing
the NHS’s arrangements for enabling members of
their occupational pension scheme to make
additional voluntary contributions (AVCs).

193

The administrators said that they were considering
appointing Equitable as their AVC provider and
needed further information in order to advise the
Secretary of State for Health, as the sponsoring
employer, whether to do so. The administrators
asked the DTI if there had been any points of
contention with Equitable within the last three
years or whether there were any material facts of
which the Secretary of State should be aware
before a decision was made.

In line with market practice, the issuer will be a
wholly owned subsidiary of the Society and
the issue will be guaranteed by the Society.
188

Having considered the issue again, on 25 July 1997
GAD told the DTI that they were satisfied that the
revised proposal was acceptable and in line with
precedent. The outstanding details were settled
and, on 20 August 1997, the DTI issued the necessary
section 68 Order to allow Equitable to count the
loan towards their required solvency margin.

24 See paragraphs 715 to 723 of Part 2 of this report.
25 In May 1998, Equitable explained that their estimated liability was now £75 million.
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194

The DTI sought the views of their lawyers and also
other internal advice. In seeking the view of
officials, the DTI line supervisor responsible for
Equitable said:
To my knowledge there are no outstanding
supervisory “points of contention” with
Equitable Life (and would we say anything if
there were?) … Personal pensions mis-selling —
Equitable appears to be getting on well with
this — as at 30/9/97 compensation offers of
£11m had been made. Total provision at
30/9/97 is £85m, including non-priority cases.
New Chief Executive from 1/7/97 and separate
Appointed Actuary. Previously [the Chief
Executive] was also the [Appointed Actuary].
Issue of £350m subordinated loan capital
August 1997. Future profits implicit item agreed
for 1997 returns of £700m.

195

196

The DTI line supervisor also noted that, as at
31 December 1996, Equitable’s cover for the
required minimum margin had been 2.53. Against
this, an official noted that, without the future
profits implicit item, the cover would be 2.07.
It was agreed that the DTI should reply to the NHS
scheme administrators, confirming Equitable’s
solvency position and indicating that the DTI were
not aware of any matters that should be brought to
the Secretary of State’s attention. On 26 November
1997, the DTI did so and informed the administrators
of the NHS pension scheme that, on the basis of
Equitable’s 1996 returns, and in the absence of
interim information, they would say that the
company was financially sound. The DTI added that
there were ‘no outstanding issues of a material
nature pertaining to DTI’s regulation of the
Equitable Life Assurance Society …’.

197

The wording in the letter was based on one sent in
respect of another company, although the DTI
recorded that they had omitted a reference from
the precedent letter to strong solvency cover of
more than 6.00 because, in the Society’s case, ‘their
solvency cover [without] the implicit item is [2.07],
which isn’t that hot’.

198

On 16 December 1997, GAD provided the DTI with
their 19 page scrutiny report on the 1996 returns.
The report followed the format used since the 1993
returns. In their report, GAD drew attention to a
number of matters. GAD noted, inter alia:


that Equitable had a ‘modest free estate’.



that there was one hidden strength in the
valuation basis relating to the Society’s
treatment of recurrent single premium
contracts, where it was assumed that no further
premiums would be received. GAD note that
this was in line with best practice.



that it was thought that the resilience reserve
should be a grossed up figure of £668 million,
rather than the £501 million reported.



that the Society’s main valuation did not appear
to be any stronger than its appendix valuation.



that the Society’s mortality bases were
‘reasonably conservative’, and Equitable had
insisted in the returns that they contained
sufficient allowance for future improvements.



that, as reversionary bonuses included credit for
asset appreciation (that is, as yet unrealised
gains), future bonuses appeared vulnerable to a
sustained stock market downturn and that it
would seem desirable for policyholders to be
given greater warning of this.
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that Equitable reserved the right to penalise
early surrenders, including guaranteed benefits
under unitised contracts, and that it might be
desirable to give this greater prominence in
their literature.



that the Society’s failure to set up a specific
reserve for the contingent liability to tax on
unrealised capital gains of £47.7 million was, as
had been the case in 1995, ‘dubious – relying on
other margins in the valuation basis’.





that, while Equitable had included in the main
valuation a reserve of £50 million for the
potential liability from pensions mis-selling, it
was not clear if a similar provision had been
established in the appendix valuation.
that Equitable ‘informs its holders of
accumulating with profit contracts of the
amount of their accumulating final bonus
(although clearly stating that it is not
guaranteed), but only holds reserves for a
discounted sum compared with the current
guaranteed value’.

GAD explained to DTI that:
Because of the large proportion of business
written on a participating basis and the high
level of annual emerging surplus, there are not
considered to be any actual potential solvency
problems for the Society, but it does seem
that, in the event of a marked fall in asset
values, the Society might find itself in a
position where it had to cut back severely the
level of payout to members.
It would seem desirable for the Society to hold
back more of its emerging surplus by declaring
lower guaranteed bonuses – although it could
still attempt to pay out generous final bonuses
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to members (preferably without raising
expectations too much in advance with its
declarations of “non-guaranteed final
bonuses”).
GAD said that they were taking up a number of
points with Equitable, including the provision made
for resilience, possible tax on capital gains, and
pensions mis-selling.
199

Also on 16 December 1997, GAD pursued five
specific issues with Equitable:


GAD pointed out that Equitable did not state
which assets were backing the required
resilience reserve. GAD queried if the figure
indicated in the report on the appendix
valuation (£501 million) should be grossed up.



GAD queried whether it was acceptable for
Equitable to assert that other margins were
available to cover the contingent liability to tax
on unrealised capital gains and invited Equitable
to advise what other margins were considered
to be available.



GAD noted the provision for £50 million for
pensions mis-selling in the main valuation and
asked where the corresponding provision was in
the appendix valuation.



GAD noted that Equitable stated that terminal
bonus additions were implicitly covered by the
amount of excess admissible assets held over
the mathematical reserves — shown in the 1996
returns as being about £1,400 million (including
the required minimum margin). GAD added:
However, since your reserves already
value current guaranteed benefit values
at a combined discount of some £1.3bn,
it seems likely that the total current

of benefits is the current value of guaranteed
benefits if a contractual event (e.g. death)
occurred at the valuation date. In most cases
there is no contractual right to receive the
current accumulated benefit at the valuation
date’. Equitable went on to say that GAD were
‘correct in deducing that at 31.12.96 the total
face value of policies including accrued final
bonus was in excess of the value of the assets
attributable to the with profits business. Those
assets will include items like the accumulated
new business strains and so are higher than a
pure share of the Form 9 admissible assets’. For
accumulating with-profits business, the total
smoothed asset shares at 31 December 1996
were some £14,700 million.

“asset shares” (including the final bonuses
indicated to members) exceed total
current admissible assets. Is this a correct
deduction? Please provide a figure for the
accumulated asset shares for all in-force
accumulating with-profit contracts at
end 1996.
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GAD asked if the reserves for any accumulating
with-profits policies were less than the basic
surrender values (i.e. excluding terminal bonus)
available on the valuation date and, if so, what
was the total of those differences.

In their initial scrutiny report on 7 August 1997, GAD
had noted that Equitable did not appear to have
made proper provision for policyholders’
reasonable expectations in the valuation rates of
interest used for with-profits business. GAD did not
refer to this issue in their detailed scrutiny report
nor did they pursue it with the Society.



On 13 January 1998, Equitable replied to each of
GAD’s five queries. They explained:


that the resilience reserve required in the
appendix basis was the grossed-up value.



that substantial margins were available in the
expense reserves that could be used to cover
the contingent liability to tax on unrealised
capital gains. The Appointed Actuary suggested
that, as the tax would essentially relate to gains
that Equitable would distribute as terminal
bonus, it was not necessary to reserve for it.



that a provision for pensions mis-selling was
held in the appendix valuation, on a similar basis
to that held in the main valuation.



that they were unclear what GAD meant by
their question, explaining that: ‘The face value

202

that surrender values were not guaranteed for
Equitable’s accumulating with-profits business.
The Society said that the valuation ‘took account
of the range of ages at which benefits could be
taken at full value, including on retirement,
which explains why the discounted value of
benefits was 95% of their face value when the
typical outstanding period to the selected
pension date would lead one to expect a much
more substantial degree of discounting’.
Equitable did not answer GAD’s question as to
whether reserves were less than the surrender
values for any policies as at 31 December 1996.

On 16 January 1998, GAD wrote again to Equitable:


GAD stated that it would be easier for them to
follow the resilience reserve calculation if this
reserve were included in the matching rectangle.
GAD asked Equitable to reconcile the change in
asset and liability values in the resilience
scenario disclosed in the main valuation and the
change disclosed in the appendix valuation (as
the figures were different).
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GAD stated that they were not convinced that
it was appropriate to use margins within the
expense reserves to cover the contingent
liability to tax on unrealised capital gains.
Neither did GAD accept Equitable’s view that
they did not need to reserve for this liability.
GAD asked Equitable to reconsider this matter
for the 1997 returns.
GAD noted that the reserve for pensions misselling was included in the reserves for personal
pensions business in the appendix valuation.
GAD asked Equitable to disclose this reserve
separately in future returns.
GAD accepted that the amount of the current
face value of guaranteed benefits was not
immediately payable at the valuation date.
However, GAD noted that the total asset share
for accumulating with-profits business of
£14,700 million exceeded the reserves in the
appendix basis by £3,800 million. This, they said,
clearly exceeded the amount of free assets
shown in the returns. GAD stated that, whilst
this did not necessarily cause concern, the lack
of a free estate highlighted the importance of
not building up policyholders’ expectations
too far.
GAD again asked Equitable to confirm whether
the policy reserves in the appendix valuation for
any accumulating with-profits policies were less
than the basic surrender values (i.e. excluding
final bonus) available on the valuation date.

On the same day, GAD provided the Treasury26 with
copies of their post scrutiny correspondence with
Equitable.

203

On 4 February 1998, the Society responded to
GAD’s further queries. The Appointed Actuary:


explained that the differing amounts quoted for
the change in asset and liability values were
accounted for by the differing treatment of
index-linked business.



noted GAD’s comments and undertook to
reconsider the matter for the 1997 returns.



explained that the Society’s approach in the
1996 returns reflected the difficulty of
quantifying the amount of the possible liability.
He stated that, as Equitable now had more data,
he would be ‘showing an explicit reserve in the
1997 returns’.



suggested that the figures given by GAD in their
letter of 16 January might have somewhat
misrepresented the position, as GAD had
compared the excess of policy values over the
appendix net premium reserves with the
available assets shown in Form 9 of the returns,
which were determined by reference to the
reserves established under the main (gross
premium) valuation.27



explained that the Society took great care to
emphasise that the final bonus element of the
current policy value was not guaranteed in any
way. He suggested that declared bonuses were
being kept imprudently high by some offices,
particularly on with-profits bonds ‘partly due to
a failure of [those] offices to communicate the
developing terminal bonus position adequately
to their clients’.

26 Responsibility for prudential regulation had passed from DTI to the Treasury on 5 January 1998.
27 GAD subsequently pointed out, on 27 February 1998, that the available assets, calculated by reference to the appendix valuation reserves

(including the resilience reserves), were in fact very little different from those shown in the main valuation.
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again did not answer GAD’s question regarding
whether the policy reserves in the appendix
valuation were less than basic surrender values.

On 27 February 1998, GAD wrote once more to
Equitable to seek a response to the last point. GAD
stated:
It is clearly in the best interests of the whole
industry for all participants to be wary of
either granting over-generous guaranteed
bonuses or of building up any false
expectations in relation to final bonuses. The
manner in which Equitable operates as a
mutual – giving the best possible returns to
each generation of policyholders, with the
consequent lack of any substantial unutilised
free estate, does mean that you do not have
much of a cushion to enable you to protect
holders of such contracts from the natural
effects of future falls in the market value of
assets. We remain confident that your
company is fully aware of this.

to establish reserves for any greater liabilities
than those it currently recognises.
GAD concluded that the Treasury could regard the
scrutiny of the 1996 returns as complete.
205

On 12 March 1998, the Society’s Appointed Actuary
wrote to GAD to explain that he now understood
the question about whether any reserves for
accumulating with-profits policies were less than
basic surrender values.

206

He stated that the Society could not ‘state
categorically that the non-contractual surrenders
we were actually paying on 31 December 1996 were,
in all cases, lower than the mathematical reserves
held’. The Appointed Actuary added that he was not
clear as to the relevance of the point raised by
GAD, as:
The surrender values being paid were only
“available” because we were prepared to pay
them on the low incidence of early noncontractual terminations being experienced. If
we had been experiencing a significant volume
of surrenders we should have exercised our
right to reduce further the values paid –
possibly to below the level of the mathematical
reserves in all cases – in order to protect the fund.

On the same day, GAD advised the Treasury that
there were no compliance points in relation to the
1996 returns to follow up. GAD confirmed that:
… even though our correspondence is not yet
concluded about their accumulating withprofit business we are basically satisfied with
the prudence of their reserving bases as
adopted for the 1996 returns.
The position revealed is very tight, since
Equitable operates on the basis that, as a
mutual, it should endeavour to give full value
to each generation of policyholders. It
therefore does not accumulate any meaningful
free estate. Hence our desire to ensure that it
does not build up any false expectations for its
policyholders, because it would be hard for it

207

In the light of this further exchange, GAD invited
Equitable to a meeting to discuss the issue. GAD
explained that:
The whole area of the appropriate bonus
methodology to be used for accumulating
with-profits business, the expectations built up
for policy holders and the establishment of
proper reserves has become more difficult as a
greater proportion of investment returns is
being derived from asset appreciation – which
could prove to be ephemeral.
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I think that there is little more to be said or
done at this stage in relation to the reserving
bases that are appropriate for accumulating
with-profits business but it is clear that we are
agreed that great restraint should be exercised
in relation to the setting of guaranteed bonus
levels at a time when a large part of
investment returns is being derived from
capital gains.

On 28 May 1998, GAD met Equitable. GAD made no
formal record of the meeting but noted the
following:
Non [guaranteed] element could be negative.
Particular problems with Bonds rather than
pensions [business].
Has company done specific market research
on policyholder understandings? Analysed
telephone queries.

212

On 8 June 1998, GAD provided an update to the
Treasury on the position. GAD confirmed that, in
the light of those discussions, GAD ‘did not
conclude that any particular strengthening of their
reserves was needed in relation to accumulating
with-profits business, although I remain somewhat
concerned that not all holders of such contracts
(with this and other offices) appreciate what could
happen at future bonus declarations if we saw a
sudden downturn in the market values of assets.
The whole industry is relying on a soft landing, so
that reductions can be achieved gradually and
without trauma’.

213

Events were soon to take a different turn for the
prudential regulation of the Society. In the next
Chapter, I turn to summarise those events.

Further discussion to take place on reserves. –
Equitable.
Discussed PRE surrender test.
209

According to the Society’s note of the meeting, the
discussion had been fairly unstructured and GAD
had gone through a ‘ragbag of not particularly well
thought through concerns’ that they had. However,
GAD’s main points had seemed to be that ‘Declared
bonus rates are still too high’, that offices had been
incautious in distributing recent high capital returns
and that it would be difficult to change terminal
bonuses without ‘severely damaging policyholders’
perceptions of them’.

210

Equitable also recorded that, at the meeting, they
had strongly refuted GAD’s concern that the
Society was more exposed to these risks than most
other life insurance companies, as a result of its ‘full
distribution’ approach to bonuses and anecdotal
evidence that policyholders believed their full fund
value to be guaranteed. The Society’s note recorded
that GAD had stated that GAD were ‘considerably
more reassured about our approach than they
had been at the start’.

211

Following the meeting, GAD explained in a letter to
Equitable on 8 June 1998 that:
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Chapter 7 – The prudential regulation of Equitable in the period
between 20 June 1998 and 8 December 2000

Introduction
1

In this Chapter, I summarise the way in which the
prudential regulation of the Society was undertaken
during the period from 20 June 1998 until the Society
closed to new business on 8 December 2000.

2

As was explained in Chapter 6 of this report, this
covers a period where the supervision of the
Society was undertaken with heightened intensity
as a result of information provided by it to the
prudential regulators and GAD concerning serious
financial difficulties which Equitable faced. This
Chapter is structured in the following way:




in paragraphs 3 to 12, I explain how the Society’s
annuity guarantees problem became known to
the prudential regulators and GAD;
in paragraphs 13 to 60, I explain how those
regulators and GAD reacted to the Society’s
guaranteed annuity issue and how, in particular,
they dealt with three questions that arose for
consideration, relating to:
(i) the Society’s practice as to reserving for the
annuity guarantees, which I cover in
paragraphs 17 to 41;



in paragraphs 173 to 231, I summarise the events
which occurred during the period between the
Hyman judgment and the Society’s decision to
close to new business on 8 December 2000.

The intimation of the problem
3 On 20 June 1998, GAD wrote to all life insurance
companies enclosing a questionnaire seeking
information on the annuity guarantees they had
written, their methods of reserving for such
guarantees, and related issues.
4

GAD’s survey followed a similar exercise (which they
had instigated) undertaken by the actuarial
profession who, in January 1997, had set up an
Annuity Guarantees Working Party to consider the
issue of annuity guarantees and how companies
should reserve for them in the context of low
interest rates and improved mortality, which made
such guarantees more valuable. As part of their
enquiries, the profession’s Working Party had
surveyed offices that had written business
containing guaranteed annuity rates.

5

On 1 November 1997, the Working Party published
its report and approximately one month later, at the
profession’s annual Life Convention held from 30
November 1997 to 2 December 1997, that Working
Party presented their findings to the industry.

(iii) what the Society had told the prudential
regulators and GAD, which I cover in
paragraphs 53 to 60;
in paragraphs 61 to 75, I set out the events
relevant to the consideration given by the
prudential regulators and GAD to the Society’s
financial position in the immediate aftermath of
their awareness of the annuity guarantees
problem;

in paragraphs 76 to 172, I summarise, on a
month-by-month basis, the events which
occurred during the period starting from the
preparations for the handover on 1 January 1999
of regulatory functions from the Treasury to the
FSA and ending with the decision of the House
of Lords in the Hyman case, which was handed
down on 20 July 2000; and

The Society’s GAR problem

(ii) what the Society had told its policyholders,
which I cover in paragraphs 42 to 52; and
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6

7

8

Their report, which dealt with companies on an
anonymous basis, identified three approaches to
reserving for contracts containing annuity
guarantees that had been used by companies, none
of which were found to be entirely satisfactory. One
of the approaches identified involved covering the
guarantees by adjustments to terminal bonus. The
Working Party considered that this ‘could be viewed
as unsound because no explicit provision is made
for an explicit guarantee’.
One of the members of the Working Party had
been an actuary from GAD, who was party to the
results of their work. However, it has been said that
the Working Party had collected the information
which underpinned their conclusions on a
confidential basis and GAD considered that it could
not use this information for other purposes,
including in providing assistance and advice to the
prudential regulators.
On 10 February 1998 at an internal directorate
meeting, GAD discussed the annuity guarantee
issue and the fact that the findings of the
profession’s Working Party demonstrated that a
problem existed and that 75% of companies were
not reserving properly1. The minutes of that
meeting record that GAD had decided to conduct
its own survey into the issue.

10

On 29 July 1998, Equitable submitted their
completed questionnaire to GAD. In this, the
Society explained:


that Equitable had sold policies between 1956
and 1988 which carried a guaranteed annuity
rate (which also applied to future premiums);



that Equitable did not reserve for those
guarantees (against this, GAD wrote ‘?’);



that Equitable made no general allowance for
the guarantees, when establishing maturity
values, and took no significant account of the
guarantees when determining investment policy
and matching guidelines;



that, for any policy for which the annuity
guarantee was ‘biting’ (that is, where such a
guarantee had become more advantageous than
an alternative option), Equitable reduced the
amount of terminal bonus to pay for the cost of
the guarantee; and



that Equitable did not advise policyholders of
any available options to receive a guaranteed
annuity when they reached retirement (against
this, GAD also wrote ‘?’).

Equitable added as a final comment:
9

1
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On 18 June 1998, GAD informed the Treasury that
they intended to conduct a survey of companies
about annuity guarantees. GAD explained that ‘a
number of [companies which had sold policies
containing guaranteed annuity rates] may now be
significantly exposed to additional liabilities in
respect of these guarantees’. On 19 June 1998, the
Treasury gave their agreement for GAD to conduct
the survey. GAD sent out the survey questionnaires
on the following day.

The cost of annuity guarantees has more than
adequately been covered by the terminal
bonus cushion to date for all but a few small
policies, as described … above. As the business
to which annuity guarantees apply ages, the
increasing terminal bonus cushion will make it
increasingly unlikely that guarantees will
actually bite.

It appears that GAD did not inform the Treasury at this time that they were aware that such a problem existed.
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option quotations, and that the existence of
options was made known (although GAD
queried this internally as being perhaps ‘a step
too far’);

GAD sidelined this comment and wrote: ‘Is this
acceptable?’.
11

12

This constituted disclosure of the GAR issue – that
is, that the Society had extensive exposure in its
older business to such guarantees and that it had
made no explicit provision for the liabilities arising
from those guarantees.
That disclosure gave to the prudential regulators
and to GAD a clear indication that the Society’s
reported financial position might not have been
prudent and that its liabilities might have been
understated. Those issues still had to be resolved.
An enhanced level of scrutiny and supervision was
now to be given to the Society.

Regulatory treatment of the GAR issue
13 On 1 September 1998, GAD wrote to the Treasury
concerning the monitoring of the behaviour of
companies towards policyholders whose policies
contained a valuable guarantee. GAD advised that
the Treasury had a duty to ensure that insurance
companies did not try to avoid meeting their
obligations, as this would be a breach of
policyholders’ reasonable expectations. GAD
suggested that the Treasury had a number of
options, those being:


to advise all companies that avoiding their
obligations would constitute unacceptable
behaviour;



to ask all companies to report on the
procedures that were in place to ensure that
guaranteed rates would be applied in maturity



to use any policyholder complaint or one made
by an independent financial adviser as a trigger
for a visit to review a company’s procedures in
these respects;



to carry out an investigation under section 43A
of the 1982 Act2 should there be any
subsequent failures; and



to take further action, including a review of
cases and consideration of ‘fit and proper’
action3, if a substantial problem were identified.

14

On 3 September 1998, the Treasury’s Head of Life
Insurance welcomed GAD’s note as a clarification of
the issues. At the same time, in the light of press
attention being given both to annuity guarantees
and to Equitable, and prior to the Treasury
contracting out their prudential regulatory
functions to the FSA4, he advised the relevant FSA
Managing Director of the action that the prudential
regulators and their advisers had taken on annuity
guarantees.

15

The Treasury explained that, ‘when it became clear
that a number of companies had issued policies
with these guarantees’, GAD, on the Treasury’s
behalf, had written to all companies seeking
information about such guarantees and how those
companies had reserved for them.

2

This empowered the prudential regulators to appoint one or more competent persons to make an investigation into, and report to
those regulators on, (a) whether the criteria of sound and prudent management were fulfilled with respect to an insurance company, or
(b) whether those criteria would be so fulfilled if a person notified to the prudential regulators as intending to become a controller of
such a company were to become such a controller.
3 That is, action under section 37(2)(aa) of Insurance Companies Act 1982.
4 See paragraphs 914 to 918 of Part 2 of this report.
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16

On 15 September 1998, GAD advised the Treasury to
explore further the issue of meeting the costs of
providing guaranteed annuity rates by reducing
terminal bonus. There followed, over the next three
months, detailed correspondence between the
Treasury and the Society about the latter’s
approach. Officials from the Treasury and GAD also
met Equitable four times. In the course of these
exchanges, three questions emerged:

18

On 29 September 1998, the Society explained that
it had introduced the differential terminal bonus
policy in order to be fair to all policyholders (in that
this resulted in benefits of broadly equivalent value,
irrespective of whether or not a guaranteed annuity
was taken). Equitable stated that this had been their
policy since the end of 1993.

19

Equitable, in their response to GAD’s questionnaire,
had implied that the Society had not reserved in its
1997 returns for the annuity guarantees because,
where the guaranteed rate was ‘biting’ (i.e. the
guaranteed rate was higher than any available
current annuity rate), Equitable were protected by
the cushion of the differential terminal bonus
policy. In the subsequent exchanges with the
Treasury and GAD, Equitable informed those
regulators and GAD that the position had changed.

20

On 2 October 1998, at a meeting with the Treasury
and GAD, Equitable’s Chief Executive stated that:

(i) Did Equitable need to reserve for the annuity
guarantees within the policies that they had
sold – and, if so, at what level?
(ii) What had Equitable told their policyholders
about their practice?
(iii) What had Equitable told the prudential
regulators?

Reserving for annuity guarantees
17 The first question which arose in the discussions
between the Society and the prudential regulators
and GAD concerned the approach which Equitable
took to the establishment of the reserves required
in respect of those policies which contained
guaranteed annuity rates. Throughout those
discussions, the Society defended its approach
robustly.

… no provision had been made for GAOs as at
31 December 1997 since it had only been
recently that the guarantees were biting on the
guaranteed fund. The Equitable does not as a
matter of course reserve for GAOs that exist
on policies; the recent practice has only been
to reserve once the guarantees bite.5
21

5
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Equitable further explained that, even where the
guarantees were more advantageous than the open
market option, there had been a low take-up of the
guaranteed options.

Equitable’s former Appointed Actuary in post at that time has told me that there was no change to the Society’s reserving practice over
this period. He said: ‘The Society’s approach was that reserving could reflect actual and expected policyholder behaviour, in terms of
the proportion of policy benefits that could reasonably be expected to be taken in guaranteed annuity form. Up to and including the
end of 1997, financial conditions were such that that proportion was effectively nil because, as stated in the survey response,
conditions were such that the DTBP could be expected to result in GAR benefits of no higher value than the “cash based” alternative
in all but a trivial proportion of cases. The sharp fall in interest rates in 1998 had changed that position so that, by the time of the
meetings, the GAR was “biting” in the sense that, even with a zero final bonus, the GAR benefits were more valuable than the
alternative. In those changed conditions, it was now reasonable to expect some level of take-up of guaranteed benefits. The Society
had accepted that that change of conditions meant further reserves were needed at the end of 1998 – the debate was around the
level of those further reserves (the Society suggested that assuming a take-up rate of GAR benefits of 25-35% would be appropriate)’.
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23

24

On 30 October 1998, Equitable stated that, in the
first nine months of 1998, only 3% of retirement
annuity benefits had been taken in the form of a
conventional non-profit annuity. Equitable also
stated that ‘[all] retirement cases are checked to
determine whether, if a conventional non-profits
annuity is required, the guaranteed annuity rate
will produce a higher level of income’ 6 than a
conventional non-profit annuity at the current rate.
This, they said, had been so in around 30% of cases.

GAD advised the Treasury that:
… appropriate mathematical reserves need to
be established for the full value of these
guaranteed benefits and the associated
obligations to policyholders in accordance with
Part IX of [the Insurance Companies Regulations
1994], including in particular Regulation 64. It is
not acceptable in this context to regard these
guarantees as covered by a “first charge” against
a final bonus for which no provision is made.

Equitable said that they had advised the
policyholders concerned but none had taken up the
guaranteed option7. The Society concluded that, in
a worst case scenario of 100% take up of those
guaranteed options which produced a higher
income, the reserving requirement amounted to
some £170 million and that their 1998 experience
suggested that £50 million would be the more likely
cost.
For their part, GAD took the view from the outset
that guarantees had to be reserved for, whether or
not they were more advantageous. On 3 November
1998, GAD observed that the Society’s analysis at
the end of October 1998:
… does not take account of the key point that
the existence of a guaranteed annuity rate
increases the level of cash that needs to be
paid in substitution for that annuity (as
otherwise policyholders would not agree to
take the cash sum in place of the guaranteed
annuity).

GAD stated that, on this basis, a reserve of
£170 million was quite inappropriate and advised
the Treasury to ask Equitable how they proposed
establishing the reserve that was required. GAD also
suggested that, if the Society were unable to meet
this obligation, intervention using the powers
available to the prudential regulators might be
warranted. GAD added that ‘we believe that
policyholders would expect Equitable to maintain
adequate mathematical reserves to cover their
obligations’.
25

The Treasury conveyed those views in writing to
the Society on 5 November 1998 and also at a
meeting on 13 November 1998. On 24 November
1998 in response, Equitable estimated that, using
the Treasury’s approach, the reserving requirement
at the end of 1997 would have been approximately
£675 million. Equitable estimated the equivalent
figure for the end of 1998 could be between
£955 million and £1,360 million. An annotation made
by GAD on the Society’s letter suggested that GAD
considered that the figure might actually be as high
as £1,650 million.

6 Equitable’s former Appointed Actuary has told me that: ‘Cases were not routinely checked at the time of the survey response because

by then interest rates had not fallen to a level which was likely to lead to more valuable benefits in GAR form. Checking of all
retirements was introduced a little later in 1998 following further falls in interest rates and, once introduced, applied to 100% of cases.’
7 Equitable made no reference here to the role of the differential terminal bonus policy, which was designed to ensure that there was, in
fact, no difference in the benefits produced if a policyholder elected to take a guaranteed annuity. Equitable’s Counsel subsequently
recorded in the factual background of his Opinion on the reserving implications of annuity guarantees that the differential terminal
bonus policy had ‘substantially influenced’ the low take-up of an annuity at the guaranteed rate specified in the policy.
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27

28

The Society continued to dispute strongly the
requirement that it should reserve on the basis of
100% take up of guaranteed annuity options. On
24 November 1998, Equitable suggested that there
was some misunderstanding of the precise policy
benefits in question which the exchanges with the
Treasury and GAD had not resolved.
The Society accordingly provided three examples of
how the differential terminal bonus policy was
applied, in order to demonstrate ‘why the vast
majority of policyholders selected the cash fund
[that is, the open market] form of benefit’ rather
than the guaranteed annuity. Equitable claimed that
their approach to reserving fulfilled the
requirements of the applicable Regulations. The
Society warned that the consequences for it of
adopting GAD’s approach to reserving were
‘potentially extremely serious’.

The Society went on to explain:
Of the above (ii) is now probably rather
difficult to put in place by 31 December [1998]
and there must be doubts as to how effective
(iii) could be. Approaches (i) – (iv) carry very
significant [public relations] risks – possibly of a
scale which would threaten the continued
independence of the Office. Approach (v) will
damage the future prospects of policyholders
for a number of years.
29

GAD remained of the clear view that Equitable had
to reserve in full. At the meeting on 3 December
1998, the Society’s Chief Executive stated that ‘the
reserving basis required was excessively prudent
and bore no resemblance to commercial reality
and policyholders would be damaged by this
(through a change to a more conservative
investment policy, passing bonuses or through
there being a run on the office)’.

30

The Chief Executive was told by the Treasury’s Head
of Life Insurance that he could not see any scope
for granting Equitable any concession, as the
reserving requirements derived from European
Directives. Equitable’s Chief Executive was also told
that the only avenue of appeal would be to seek
judicial review of the Treasury’s decision. The Chief
Executive said that the Society ‘might well have to
take up this option’.

31

In response to the suggestion from GAD’s Chief
Actuary C that financial reinsurance could be used
to offset their reserving requirements, Equitable’s
Appointed Actuary confirmed that he had
considered that that was ‘[an] option for protecting
the balance sheet’. However, the Appointed
Actuary pointed out that it was unlikely that any
reinsurance agreement could be put in place by
31 December 1998.

Equitable then set out five options available to
them in those circumstances:
(i) Passing [that is, not making] the bonus
declaration, either for all business or for the
classes incorporating guaranteed annuity
rates.
(ii) Raising capital either through further
subordinated debt (limited scope at present) or
financial reassurance.
(iii) Trying to obtain some sort of protection based
on derivatives.
(iv) Publishing a [statement of solvency] where the
required minimum margin is only just covered.
(v) Making a sizeable switch from equities to fixed
interest or cash.
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32

The Treasury said that, in those circumstances, it
might be possible for the prudential regulators to
grant Equitable a concession so that the effect of
any such agreement was pre-dated to cover the
1998 year-end position.

33

The Appointed Actuary expressed his concern that
‘from a professional point of view … he was being
forced to adopt a reserving approach that was
“wildly prudent”’. He said that he might have to
consult the actuarial profession on that matter.

34

In response to this, GAD’s Chief Actuary C said that
he did not think there was a professional issue to
consider as, in his view, ‘[there] was … a distinction
between the legal position as required by
Regulation 64 and [for example] the resilience
reserve, where there was more scope for
professional judgement and interpretation’.

35

36

Equitable is effectively having to “guarantee”
to pay terminal bonuses at a level which
means that the cash option is worth as much
as the annuity option in order to be able to
assume policyholders continue to take the
cash option. If terminal bonus is effectively
guaranteed we consider the company needs to
reserve for it (it has effectively become a
“guaranteed benefit”).
37

On 18 December 1998, Equitable supplied to the
Treasury a copy of Counsel’s opinion they had
received which supported their stance. Counsel had
advised that, had Equitable reserved on the basis
now suggested, the Society would have been
unable to pay bonuses in previous years.

38

Counsel also advised that, had the prudential
regulators taken a consistent line on the issue from
1994, it would have been possible for the Society to
have absorbed any need to establish reserves
gradually. But, as a result of the Treasury seeking to
impose their interpretation of the Regulations for
the first time at the end of 1998, Counsel said that it
appeared that the prudential regulators were now
requiring the Society to establish a ‘one-off’ reserve
of approximately £1,500 million.

39

In the course of these discussions, Equitable
disclosed that policyholders could apply the
guaranteed annuity rate to money they transferred
in from other schemes, prior to retirement.

On 8 December 1998, GAD advised the Treasury
that:
… it could be reasonable to assume that less
than 100% of policyholders elected to take the
guaranteed annuity provided that the reserve
held in respect of those policyholders who are
assumed to take an alternative annuity benefit
is based on a realistic value of that alternative.
GAD noted that the Society’s approach had been
one identified by the actuarial profession’s Annuity
Guarantees Working Party as potentially ‘unsound’8.
After some doubt, legal advice provided within the
Treasury supported the view that Equitable had to
reserve on a 100% basis9. The Treasury reiterated this
position to Equitable.

8
9

On 15 December 1998, the Treasury advised the FSA
as part of the discussions held with them in advance
of the FSA taking on the day-to-day regulation of
insurance companies, that in their view:

See paragraphs 854 to 872 of Part 2 of this report.
Some time later, on 3 August 2001, the FSA ‘look again’ at the requirements of the applicable Regulations and came to the view that it
was not clear that reserving on the basis of a 100% take up rate was required by those Regulations and concluded that a lower level of
reserving would be permissible, if that was prudent.
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40

41

On 22 December 1998, the Treasury and GAD met
Equitable once more. There was no agreement on
the issue of reserving. The Treasury offered to
consider any case Equitable put forward for the
phasing in of reserves. But the Treasury warned that
they would take regulatory action if the Society’s
returns disclosed that the reserves established by
Equitable were inappropriate, or if the Society’s
actions imperilled its solvency cover. The Treasury
also agreed to consider and respond to Counsel’s
opinion which the Society had shared with them.
On 11 January 1999, the FSA advised Equitable that
that opinion did not cause them to change the
views which had been expressed by the Treasury.
The FSA stated that, in their view, the company’s
discretion not to pay additional bonuses was
‘substantially fettered’ and that ‘prudence would
require the actuary to hold a reserve which is
within a few percentage points of the reserve
required for the guaranteed benefit’.

What had Equitable told their policyholders?
The second question which arose during the
discussions between the Society and the prudential
regulators and GAD concerned what information
had been given to its policyholders about the
guaranteed annuity rates contained within the
policies that Equitable wrote and about their
differential terminal bonus policy. Again, the
Society robustly defended its position.

the amount could vary, and that it was not
guaranteed. Equitable explained that a note
indicating the possibility of a different terminal
bonus had been added to the 1995, 1996 and 1997
policyholder annual statements10.
44

For their part, GAD advised the Treasury to
establish if Equitable had marketing literature or
other evidence to support their approach, as the
Treasury needed ‘to be satisfied that the reasonable
expectations of policyholders are being met’.

45

On 21 September 1998, the Treasury had asked
Equitable for copies of marketing literature and
policy documents, which were then supplied. The
Treasury’s initial view was that the Society’s
approach was in accordance with the contracts sold
and that Equitable were endeavouring to fulfil the
reasonable expectations of their policyholders.

46

On 6 November 1998, the Treasury noted that the
prudential regulators still needed to take a view on
whether Equitable were acting with due regard to
the interests of their policyholders and more
generally in accordance with those policyholders’
reasonable expectations.

47

On 12 November 1998, GAD set out a number of
‘fundamental questions’ – including whether
Equitable had made their differential terminal
bonus policy sufficiently clear to policyholders
(GAD said that they doubted that the available
evidence demonstrated that policyholders’
reasonable expectations had been adequately
modified) and whether the introduction of the
policy was itself contrary to policyholders’
reasonable expectations. GAD identified a need to
review Equitable’s documentation ‘to assess the
reasonableness of their approach on [guaranteed
annuity options] in terms of PRE’.

42

43

10
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In doing so, on 29 September 1998 Equitable told
those regulators and GAD that the Society had
described its approach to bonuses ‘in the most
general terms in marketing literature’. However,
Equitable also said that, when writing to
policyholders, they had made it very clear that
terminal bonus was allotted only at retirement, that

No such note had been added to the 1993 or 1994 statements. Furthermore, it appears that not all the 1997 statements contained such a
note due to clerical errors.
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48

GAD and the Treasury both considered that they
required further documentation from the Society
(as the Treasury were concerned that Equitable
might have ‘cherry picked’ those supplied so far). At
the meeting with Equitable on 13 November 1998,
GAD and the Treasury therefore asked for an
additional selection of documents ‘to get a feel for
what impression had been given to policyholders
over the years’.

49

At a meeting on 3 December 1998, the Treasury
sought more documentation, relating to the
previous 40 years. The Treasury explained that the
description of Equitable’s contracts and bonus
policy in the documentation supplied so far ‘did not
appear to be fully in line with the approach
adopted by the company’.

50

On 23 November 1998 and 17 December 1998, the
Society supplied the further information sought by
GAD and the Treasury. That information included
copies of the literature which had been sent to GAR
policyholders over the lifetime of the contract.
Equitable also supplied a copy of a leaflet recently
provided to policyholders considering retirement,
explaining the guaranteed annuity rates issue and
the operation of the differential terminal bonus
policy.

51

While those exchanges were taking place, the
Treasury considered whether to provide guidance
to the insurance industry. On 18 December 1998, the
Treasury issued to Managing Directors of all United
Kingdom life companies guidance on ‘Guaranteed
Annuity Option Costs and Policyholders’
Reasonable Expectations’. That guidance
acknowledged the possibility that the terminal
bonus added at the maturity of a contract with a
guaranteed annuity might be somewhat lower than
the terminal bonus for contracts without such
options or guarantees or where benefits were taken
in other forms. The Treasury added that:

… the appropriateness of any adjustments to
bonus allocations for participating
policyholders would need to be assessed by
each office in the context of the reasonable
expectations of policyholders. This assessment
will be influenced by their policy documents
and any representation made through
marketing literature, bonus statements or
elsewhere.
52

Also on 18 December 1998, Equitable announced
their intention of taking a test case to the
High Court, in order to seek confirmation that
they had acted within their powers in adopting
the differential terminal bonus policy. On
26 January 1999, the FSA, which was now exercising
the prudential regulatory functions contracted out
by the Treasury, took the view that the issue of
policyholders’ reasonable expectations should be
put on hold, pending the outcome of that Court
case. As a result, there was no further analysis at
that time of the information supplied.

What had Equitable told the regulators?
53 The third question which arose in the discussions
between the Society and the prudential regulators
and GAD related to whether Equitable had properly
disclosed the position with regard to guaranteed
annuity rates to those regulators. Again, the Society
defended its position and maintained that Equitable
had disclosed their differential terminal bonus
policy in the 1993 returns and in each subsequent
year.
54

At the meeting on 3 December 1998, Equitable
argued that GAD should have been aware from
those returns that the Society was writing business
which contained guaranteed annuity rates. By not
questioning that disclosure, the Society said that
GAD had since 1993 ‘tacitly accepted’ Equitable’s
approach to reserving.
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55

On 22 December 1998, the Society noted that
Counsel had expressed the view that Equitable, in
their returns from 1993 to 1997, had ‘consistently’
notified the prudential regulators of their
differential terminal bonus policy, and that those
regulators had been well aware that there existed
policies containing guaranteed annuity rates within
the Society’s business11.

56

For their part, on 16 November 1998 GAD noted
that the differential terminal bonus policy had been
‘mentioned’ in the 1993 returns but disputed that
Equitable had disclosed their reserving basis in
those returns or that GAD had acquiesced in the
Society’s approach.

57

58

On 8 December 1998, GAD argued that the
references in the 1997 returns had been ‘brief’ and
‘[as] the Actuary signed a certificate which
confirmed that the liabilities had been determined
in accordance with the regulations we had no
reason to challenge that Actuary’s basis’ 12.
GAD developed this point on 4 January 1999,
accepting:
… with hindsight that we might have addressed
the issue rather earlier by asking some pointed
questions about their guaranteed annuities.
However, the presentation of their valuation
methodology in their returns was somewhat
obscure, and required the reader to pick up
comments in three quite separate parts of the
return and draw certain inferences from them.
There was nothing said to indicate that the
level or extent of these guaranteed annuities
were regarded as significant.

11
12
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For example, the wording in paragraph 5 refers
to no explicit provision being made in current
conditions for the “other” guarantees in
paragraph 3, without clarifying exactly which
guarantees have or have not been included, or
saying whether allowance had been made
implicitly for guarantees within the
methodology adopted or within the other
valuation assumptions.
59

GAD expressed ‘some sympathy’ with Counsel’s
argument that, had the prudential regulators taken a
consistent line on the issue of reserving from 1994,
it would have been possible for the Society to
absorb the need to make reserves gradually.
However, GAD noted that ‘most of the increase in
the £1.5bn provision has arisen in 1997 and 1998 …’.

60

The FSA shared GAD’s views on the information
which had been given within the regulatory returns.
On 11 January 1999, in commenting on Counsel’s
opinion, the FSA rejected the suggestion that the
information in those returns could be seen as
constituting notice to the DTI or to the Treasury of
the Society’s reserving practice. The FSA argued:
… the statements in the returns are brief in the
extreme and do not disclose the reserving
method, the rate of guarantee or the volume
of business affected. (In fact, as an aside, we
have some concerns about Equitable’s
compliance with paragraphs 4(1) [which
required full description of benefits for
accumulating with-profits policies] and 6(1)
[which set out the principles and methods to be
adopted in the valuation] of Schedule 4 to the
Insurance Companies (Accounts and
Statements) Regulations 1996 which we hope
will be put to rest in the 1998 return).

See the entry for 18 December 1998 within Part 3 of this report.
However, the Society had not suggested that it was only in its 1997 returns that this approach had been stated.
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Regulatory consideration of the Society’s financial
position
61 On 26 June 1998, the Society had submitted its
regulatory returns for 1997. A detailed description of
the content of those returns is contained within the
chronology entry for that date within Part 3 of this
report. GAD completed their A1 Initial Scrutiny
check on 17 July 1998. They identified no concerns.
GAD completed their A2 Initial Scrutiny check on
20 August 1998. That check followed the more
detailed format first used for the 1996 returns. GAD
lowered Equitable’s priority rating from 3 to 4 and
highlighted a number of matters, including:


that the interest rates used by Equitable were
‘just about’ supported by the risk adjusted
yields on the matching assets;



that the Society’s overall interest basis was
‘adequate’ and that the valuation basis was
‘adequate’ to ‘weak’;



that Equitable had an ‘Enormous Growing
Liability for terminal bonus on [unitised withprofits] business [which] is not reserved for, so
that FORM 9 margin overstates strength!’;



that the absolute level of cover for the required
minimum margin was ‘adequate’. However, GAD
referred to their comment about the Society’s
liability for terminal bonus (see directly above)
and to the fact that Equitable had raised capital
of £350 million through the issue of the
subordinated loan;



that the Society’s level of sales was very high
and that it held a negligible estate; and



that Equitable were known to have material
exposure to annuity guarantees and that the
Society ‘Adjusts terminal bonuses – so no value
to policyholders! No additional reserves
considered necessary’.

62

Under ‘Aspects that look worrying’, GAD queried
whether Equitable’s position on annuity guarantees
was satisfactory. Under ‘Other notes’, GAD initially
noted that Equitable appeared to have failed to
disclose provision for pensions mis-selling but GAD
appear later to be satisfied that provision had been
made within the Society’s returns.

63

GAD also stated that a review of annuitant mortality
assumptions was required and that the issue of the
subordinated loan appeared to be the sole reason
for the increase in available assets over the year.
GAD identified no items to notify to the prudential
regulators, to be taken up immediately with Equitable.

64

There was no detailed scrutiny of the 1997 returns
at this time. Comment on the 1997 returns was
included in the detailed scrutiny of the 1998
returns, on which GAD reported in May 1999. This
was despite the fact that consideration of certain
issues arising from GAD’s Reserving for Annuity
Guarantees survey had raised questions about
Equitable’s 1997 returns, their on-going solvency
position, and, as would be seen in due course, about
the options open to the prudential regulators.

65

On 22 October 1998, the Treasury provided an
update to the Tripartite Standing Committee (a
Committee of senior officials from the Treasury, the
FSA and the Bank of England) on the effect of
current market conditions on UK life insurers. They
referred to a paper, submitted to a previous meeting
of the Committee, which listed eight ‘fairly well
known offices that we are monitoring particularly
carefully’. Equitable was one of those companies.

66

In an annex to that paper, the Treasury gave details
for each company, stating that Equitable ‘are not
well placed to weather difficult investment
conditions’. This was said to be because of a lack of
estate and exposure to liabilities associated with
the guaranteed annuity rates within a significant
number of policies.
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67

Figures attached to the update paper recorded
that Equitable’s free reserves (excluding any item
for future profits) were £1,752 million – and that
the Society’s solvency margin requirement at
31 December 1997 was £845 million. The Treasury
estimated that the current additional cost of the
Society’s annuity guarantees was between £1,000
million and £2,500 million, the large range reflecting
‘uncertainty about the nature of their guarantees’.
The Treasury estimated that the Society’s current free
reserves were estimated to be between (a negative
figure of) £750 million and (a positive figure of) £700
million, and that Equitable faced a further £5 million
in costs as a result of personal pensions mis-selling13.

68

On 27 October 1998, GAD produced a preliminary
report on the annuity guarantees survey. The report
stated that a number of companies held substantial
reserves for those guarantees and that Equitable
were one of two notable exceptions. The report
noted that the Society seemed to be ‘particularly
vulnerable because the relevant business is
approaching 30% of their total’.

69

GAD identified Equitable as one of twelve offices
with potential solvency margin problems and one of
five that could be ‘technically insolvent’. GAD
stated ‘we shall certainly need to raise the issue of
annuity guarantees with each of these offices as
part of the scrutiny process for their returns’. GAD
also identified Equitable as one of seven offices
which had not told policyholders about the
existence of a guaranteed annuity option, and one
of eight that were considering whether they should
reduce the final bonus payment to policyholders
with guarantees, to reflect part or all of the cost.

13

70

On 5 November 1998, the Treasury noted that
their principal concern was the Society’s ability
to reserve adequately for those guarantees. The
Treasury concluded that the information received
to date had been unconvincing and raised ‘serious
questions about the company’s solvency’14.

71

At the meeting on 13 November 1998, Equitable’s
Appointed Actuary stated that he was convinced
that the Society was still solvent. On 16 November
1998, the Treasury sought an estimate of Equitable’s
free assets and solvency cover.

72

On 24 November 1998, Equitable explained that, as
at 30 October 1998, and before taking account of
any implicit items or any liabilities associated with
guaranteed annuity rates, the Society had available
assets of £2,090 million to cover the required
minimum margin of £926 million. Equitable provided
figures which showed that, having established
reserves for the full cost of those annuity
guarantees, the Society had available assets of £300
million, which, with the release of margins
contained within the valuation basis of £100 million
and a future profits implicit item of £850 million,
could be increased to £1,250 million.

73

On 26 November 1998, GAD provided the Treasury
with a ‘2nd Update on the Effect of Current
Market Conditions on UK Life Insurers’, to be
provided to the Tripartite Standing Committee. In
that update, GAD stated that Equitable were only
‘just solvent’, if it were assumed that 100% of
policyholders exercised their guaranteed annuity
options. GAD’s update continued:

Under the Treasury’s lowest estimate for the cost of meeting the annuity guarantees, they calculated that Equitable had £700 million to
cover the required minimum margin of £845 million. Under the Treasury’s highest estimate for the cost of those guarantees, the
Treasury calculated that Equitable would have been insolvent for regulatory purposes by £750 million. However, the Treasury noted that
those figures did not account for certain measures which might have been taken. Such measures included any future profits that might
have been permissible if an appropriate concession were granted or any margins within the valuation basis which might have been
available to be released. (For the full notes accompanying the Treasury’s figures, see the entry for 22 October 1998 in Part 3 of this
report.)
14 In December 2000, after the decision of the House of Lords in the Hyman case, this note was leaked to a national newspaper.
Commenting on the last point in the note, the FSA’s Line Manager E wrote: ‘We were subsequently satisfied that [Equitable] was
solvent and it remains solvent today’.
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While this is reassuring it should be realised
that publication of such a low solvency
position is likely to severely undermine the
company’s reputation in the market and could
threaten its survival as an independent entity.

77

However, the Treasury also noted that the Society’s
free assets figure had made no allowance for the
declaration of any bonus and that Equitable
appeared to have insufficient assets to declare a
bonus in 1999.

74

On 1 December 1998, GAD advised the Treasury that
Equitable ‘would just have sufficient cover for their
required margin of solvency’, but that this was
‘before any declaration of bonus’.

78

75

On 11 December 1998, the Treasury gave
consideration as to whether the applicable
Regulations gave them the power to require the
Society to resubmit its 1997 returns, with proper
reserving for the liabilities associated with
guaranteed annuity rates. The initial legal view was
that the Regulations did not allow this. GAD
disputed this and, on 15 December 1998, GAD
expressed surprise that the Treasury believed:

The Treasury also noted that, if Equitable reserved
fully for guaranteed annuity rates, the Society
would be close to breaching the requirement that
only five-sixths of the required minimum margin
could be covered by implicit items. In such
circumstances, the Treasury noted, a relatively small
fall in equities or gilt yields could wipe out the
company’s explicit free assets.

79

The Treasury set out for the FSA a ‘Strategy for
Regulatory action’, which formed the basis for a
further meeting with the Society in December 1998,
and which would be used to:

… that there is no power in the Act or any
Regulations which would enable [the Treasury]
to require a company to “reissue” or amend
accounts when it has breached [Regulation] 64
of the Insurance Companies Regulations 1994.
In our opinion there are grounds to require
reproduction of the abstract of the actuary’s
report and resubmission of the returns…



Clarify that [the Treasury are] not minded to
take action against the company for its failure
to reserve fully for [guaranteed annuity options]
in its 1997 returns. (This would be consistent
with [the] approach taken with other
companies);



Formally put the company on notice that the
reserving approach that the company is
proposing (assuming this remains to reserve for
25-35% of the [guaranteed annuity rate
liabilities]) is not acceptable in [the Treasury]’s
view;



Indicate that in the context of settling its year
end position it is for Equitable to decide the
reserving approach that it intends to adopt in
its 1998 returns since it is for the company to
comply with the Regulations. But make the
company aware that if in FSA’s view the
returns submitted at the end of June are not
compliant, FSA will take action;

The handover to the FSA and events up to
the decision of the House of Lords
December 1998
76 On 15 December 1998, the Treasury met the FSA to
brief them about Equitable. The Treasury described
the Society as ‘just solvent’ if it reserved fully for
the liabilities arising from policies which contained
guaranteed annuity rates.
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80

Seek an undertaking from the company that it
will not declare any further bonuses without
prior discussion with [the Treasury]. If necessary
use the lever/threat of intervention action on
the grounds of sound and prudent
management to obtain agreement from the
company.

The Treasury stated that intervention action would
be likely to take the form of closing the Society to
new business and that this could happen
immediately, if Equitable did not agree to refrain
from declaring further bonuses without prior
discussion with the Treasury. The Treasury noted
that, if Equitable did agree:
… intervention action would only become
necessary when the company indicated its
intention to declare a bonus which would have
the effect of making the company breach its
[required minimum margin] if the [guaranteed
annuity options] were fully reserved for. (The
company usually declares bonuses in
February.) If agreement is obtained and no
bonus is declared the need for intervention
action/prosecution would probably not arise
until July when the annual returns were
submitted and it was clear from those returns
that the [liabilities associated with guaranteed
annuity rates] had not been adequately
reserved for.
The Treasury warned that the Society could be
expected to seek judicial review of any intervention
action on reserving for guaranteed annuity
options15.

15
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81

The FSA asked the Treasury about the potential
impact of a policyholder challenge to the Society’s
differential terminal bonus policy. The Treasury
stated that the Society’s financial position would
not be made worse, assuming that it had reserved
on a 100% basis. The only additional costs to it
would arise from compensation payments to
policyholders who had already retired and who had
been adversely affected by the operation of that
policy.

82

According to the Treasury’s note of the meeting,
the FSA also asked why no action had been taken
on Equitable’s 1997 returns, when those returns
showed no reserves for the liabilities associated
with guaranteed annuity rates. In response, the
Treasury ‘explained that the approach taken by the
company had not been clear from the return’.

83

On 18 December 1998, GAD, on seeing the note of
the meeting, disputed the assertion that no action
had been taken on those returns. GAD pointed out
that the current discussions on guaranteed annuity
rates had followed directly from questions which
GAD had raised on the reserving basis within those
returns. GAD also noted:
It should be remembered by [the Treasury] that
GAD invited [Equitable] to a meeting on 28th
May this year (following consideration of their
1996 returns), at which we discussed the
reserving bases appropriate to accumulating
with-profits business, attempted to clarify
certain PRE aspects of the bonus notices being
issued by Equitable and urged great restraint in
the granting of guaranteed bonuses.

When the Treasury and GAD met Equitable on 22 December 1998, the Society had been warned that regulatory action was a possibility.
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January 1999
84 On 4 January 1999, GAD advised the FSA that:

88

We need to set out in writing to Equitable that
we are not satisfied with the level of
mathematical reserves (ie zero) established for
annuity guarantees in their 1997 returns.
(Otherwise, they would have a good case next
year in saying that we accepted these returns
in full knowledge, through detailed
correspondence and discussion, of their
reserving methodology and assumptions).

On 13 January 1999, the FSA wrote to all insurance
companies to express their concern that the
regulatory returns of some companies might have
presented ‘a materially misleading impression of
companies’ financial positions as at the end of
1997’. The FSA stated that:
Where there was a material effect on the
overall financial position shown in the 1997
returns, and where the company has not
subsequently taken commensurate action to
strengthen its financial position, it is the FSA’s
view that it would be appropriate for such
companies to submit their 1998 returns early –
and in any case not later than 31 March – so
that the FSA and potential policyholders and
their advisers can form a proper view of these
companies’ financial position.

85

GAD produced a list, detailing the additional
information that they would like to receive from
Equitable. GAD said that this would enable them to
form a better understanding of the Society’s
current financial position.

86

On 7 January 1999, the FSA’s Director of Insurance
put to the FSA’s Chairman an options paper,
suggesting the courses of action open to the FSA in
relation to companies whose 1997 returns had been
submitted on an imprudent or unacceptable basis.

89

On the same day, the Government Actuary issued
guidance to all Appointed Actuaries, reminding
them of the need to make proper provision for
guaranteed annuity rate liabilities on prudent
assumptions.

87

The Director advised the Chairman that:

90

On 15 January 1999, in response to complaints from
some of their policyholders about the legitimacy of
their differential terminal bonus policy, Equitable
initiated legal proceedings against a representative
guaranteed annuity rate policyholder, Mr Hyman, so
that the arguments for and against their differential
terminal bonus policy could be put before – and be
resolved by – the courts.

91

On 18 January 1999, the FSA asked Equitable for
more information about their mathematical
reserves and aggregate asset shares as at the 1998
year-end. On 21 January 1999, Equitable’s Chief
Executive told the FSA that the Society planned to
declare a 5% annual reversionary bonus (down from
6.5% for 1997).

… there are significant doubts about whether
the legislation empowers us to require
companies to correct their returns where we
consider them to have been prepared on an
inappropriate basis …
Given those doubts, the Director recommended to
the Chairman that the FSA should require
accelerated returns from those companies which
had submitted ‘misleading’ returns for 1997. The
FSA’s Chairman later agreed to this recommended
approach.
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92

The Chief Executive said that the Society had
‘entered into a financial reinsurance arrangement
with effect from 31 December 1998’, at a cost of
£150,000 each year. It was said that this arrangement
would provide support to Equitable when those
holding more than 25% by value of the guaranteed
annuity rate business maturing in that year selected
to take benefits applying a guaranteed annuity rate.

93

On 22 January 1999, FSA noted that Equitable were
one of four companies giving cause for concern,
and that it was questionable whether the Society
would be able to declare a bonus that year. Based
on the GAD estimate, it was also noted that the
Society, without reinsurance, was only just covering
the required minimum margin at the end of
October 1998, with £1,150 million available assets to
cover a regulatory solvency margin of just under
£1,000 million.

94

The FSA noted that, should the court case go
against the Society, ‘its financial position would
become even more precarious (there would be a
potential liability to enhance past settled claims)
and it would have to reduce the level of terminal
bonus paid to its other policyholders – thus
upsetting its status in the market’.

95

On 26 January 1999, Equitable provided the
information that the FSA had requested on
18 January 1999. The Society’s Appointed Actuary
informed the FSA that the ‘aggregate smoothed
asset share was 103% of the value of the actual
assets attributable to the with profits business’.
The FSA responded by asking for further
information, including sight of any bonus
recommendations made to the Board during the
previous year.
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On the same day, the FSA decided that it would not
continue earlier efforts to reach a view on
policyholders’ reasonable expectations until after
the conclusion of the court case as, although that
case would not preclude the FSA from taking a view
on whether the Society’s policy had been
consistent with policyholders’ reasonable
expectations and as to the possible need for
intervention, the Court’s judgment on whether or
not such expectations had been met would be sure
to influence the FSA’s view on those matters.
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On 27 January 1999, GAD raised a number of
concerns with the FSA about Equitable’s proposed
reinsurance arrangement, including the fact that the
draft reinsurance agreement could be cancelled
retroactively, if the Society changed its practice on
guaranteed annuity rates (which GAD presumed
included Equitable losing their court case).

98

At a meeting between Equitable, GAD and the FSA
the next day to discuss the matter, the Society was
asked to seek various revisions of the draft
agreement from the reinsurer. The FSA also
questioned at that meeting whether the Society
was satisfied that the proposed reinsurer was
sufficiently strong to be able to fulfil the
obligations under that treaty ‘(i.e. to cover a
potential £1bn+ liability)’. The FSA recorded that the
Society’s response to their questioning indicated
that:
Equitable Life appeared to be relying on the
company’s AAA rating for comfort as to the
reinsurer’s financial strength. The Actuary was
reminded that it was his responsibility to be
satisfied with the security of the reinsurance
for which he was [taking] credit in his
valuation.

99
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How the reinsurance treaty could be presented in the
returns was also discussed at that meeting. The
Society’s Appointed Actuary said that he was keen
not to have to show a reserve for the annuity
guarantees of more than £1,000 million, as he thought
that the press would wrongly interpret such a figure as
representing the real cost to Equitable. The Appointed
Actuary also said that instead he would like to show
the reserve net of reinsurance – while including a
statement that ‘the reserve had been established at
the 25% level because reinsurance provided
protection for liabilities in excess of that level’.
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On 29 January 1999, GAD commented on the Board
papers that the Society had forwarded in respect of
its proposed bonus declaration. GAD said that,
while the financial position shown was likely to
appear reasonably satisfactory, Equitable ‘would be
potentially close to regulatory action under
Section 33 [of the 1982 Act – that is, for failure to
maintain the required minimum margin of solvency]
if their proposed reinsurance is not completed
satisfactorily’.
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GAD noted that, while it would be difficult for the
FSA to object formally to what Equitable were
proposing, the prudential regulators would need to
monitor the Society’s position carefully.

103

GAD commented that both GAD and the FSA
should voice their concerns to Equitable about the
Society’s vulnerability and ask Equitable to produce
some contingency plans to show how they would
react to adverse investment conditions. GAD also
pointed out that the Society continued to issue
annual notices to policyholders showing a high level
of projected benefits, thereby generating further
expectations.

The response from the FSA and GAD to this
suggestion was that:
GAD were concerned that this was not
consistent with the Directive requirements
which required insurers to calculate their gross
liabilities and then deduct the liabilities
covered by reinsurance. It was also potentially
inconsistent with the guidance issued by the
[Government Actuary] and endorsed by FSA. It
was emphasised that FSA’s main concern was
that the reserving basis should be clear from
the annual returns. FSA would explore the
implications of the presentation Equitable Life
were seeking to adopt before expressing a
definitive view on the issue.
The FSA’s note of the meeting also records the
comment that:
… having reviewed the structure of the relevant
forms, it is clear that any presentation which
did not show separately the gross liability and
reinsurance cover would be artificial and hence
potentially misleading. In view of the
significance of the reinsurance treaty to the
company’s solvency position it was important
that the level of dependence on the
reinsurance was clear to readers of the returns.

February 1999
104 On 1 February 1999, the FSA wrote to Equitable on
the lines suggested by GAD, underlining the fact
that, in the absence of a robust reinsurance
agreement, it would not be prudent to declare any
bonus for 1998. The FSA advised the Society that,
even with a reinsurance treaty in place:
… we consider it necessary for the company to
consider carefully the scope for declaring a
bonus because of the uncertainties
surrounding the financial implications of the
court case in relation to the company’s
payment practice in respect of contracts
carrying guaranteed annuity options. In
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and taking account of a much larger future
profits implicit item. We consider that such a
decrease is material and that some account
must be taken for the greater reliance on
implicit items that would have been necessary
(and apparent in the returns) if a further
reduction in the solvency margin coverage was
to be avoided.

particular it would appear necessary for
Equitable Life to consider the prudence of
declaring a bonus in the light of the risk of
losing the court case and the potential costs
that might be incurred as a result. We also
consider it necessary for the company to take
account of the risk, even after the terms of the
reinsurance treaty have been revised as
discussed with GAD, of the treaty being
cancelled by the insurer …
The FSA concluded that, were the reinsurance
agreement to be revised to resolve GAD’s concerns,
the FSA would not be minded to object to the
Society’s proposed bonus declaration. Two weeks
later, the Society sent the FSA a copy of the revised
draft reinsurance terms, which led to both the FSA
and GAD raising further matters regarding those
draft terms.
105
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On 22 February 1999, GAD confirmed to Equitable
that the principle whereby the reinsurance
arrangement offset the guaranteed annuity rate
liabilities, as set out in the terms of the agreement,
was acceptable to GAD. This was, however, subject
to the resolution of GAD’s outstanding queries and
sight of a final version of the agreement.

Equitable were asked to agree by 3 March 1999 to
submit their 1998 returns by 31 March 1999 or face
possible regulatory action.16

March 1999
107 Equitable were not specifically mentioned at the
first quarterly liaison meeting between the Treasury
and the FSA on 10 March 1999. The following week,
the relevant FSA Managing Director informed the
FSA Board about the Society’s particular difficulties.
108

On 19 March 1999, the FSA summarised in an
internal note the position of the six companies
identified as being potentially at risk from
guaranteed annuity rates and whose statutory
solvency could be threatened, if economic
conditions were to deteriorate further. Of those six
companies, it was said that Equitable were viewed
as giving rise to the greatest concern, as their
financial position had been very severely affected.
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The FSA recorded that, despite action which had
been taken to restore the Society’s solvency margin
to a more acceptable level, the FSA remained
‘concerned about the financial viability of the
company in the longer term’, and they set out their
particular concerns. The FSA also noted that the
position might worsen if Equitable lost the Hyman
case and incurred significant compensation costs as
a result.

On 24 February 1999, however, the FSA raised a
concern of a different nature with the Society, that
being:
… we think that the returns might have given
potential policyholders a misleading
impression as to Equitable Life’s financial
position at the end of 1997. You indicate that
there would have been a net decrease in the
coverage of the required minimum margin
from 2.5 to 2 times after allowing for the use of
margins which existed in the valuation basis

16The public bodies told me that the FSA had taken the same action in respect of several other life assurance companies which had not

reserved appropriately for guaranteed annuity rate policies.
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The Society submitted its 1998 regulatory returns
on 30 March 1999, as the FSA had requested. A
detailed description of the content of those returns
is contained within the chronology entry for that
date within Part 3 of this report. On the same day,
the Society applied for a section 68 Order for the
use of a future profits implicit item of £1,000 million
within the Society’s returns for 31 December 1999.
Equitable had included a future profits implicit item
of £850 million within their 1998 returns.

April 1999
111 On 8 April 1999, GAD completed the A2 Initial
Scutiny check. GAD’s scrutinising actuary’s
observations during that check included that:

withheld claims balance exceeded £100 million,
negotiations would take place to find a mutually
acceptable restructuring of the agreement.
114

The Society also enclosed a copy of a paper
prepared by the Appointed Actuary for its Board on
measures to protect the Society’s statutory
solvency position. One issue that the paper
discussed, but could offer no solution to, was how
the Society might use policy conditions to restrict
the growth in its guaranteed annuity rate business.
The paper concluded with a list of measures which,
it was said, it seemed sensible to pursue.
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Commenting on those measures on 27 April 1999,
GAD said that they seemed ‘fairly plausible’, but
could ultimately reduce the Society’s investment
returns. GAD said that they were also content with
the level to which any future repayment premiums
under the reinsurance treaty had been subordinated
to policyholders’ rights.

116

Meanwhile, on 30 April 1999 Equitable had written
to the then Economic Secretary of the Treasury,
complaining about the level to which the Society
was being required by the FSA and GAD to reserve
for guaranteed annuity rates. She replied on 14 June
1999, defending the position which had been taken
by the prudential regulators, saying that:

(1) We still need to be satisfied that [the
reinsurance] treaty with [IRECO] works in the
way intended — REQUEST COPY OF TREATY
as finally agreed.
(2) Loss of the Court case on treatment of
[Guaranteed] Annuities would put position in
doubt – would need to cut all bonuses.
112
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On 9 April 1999, GAD reported to the FSA the
results of their initial scrutiny of the Society’s 1998
returns, saying that the Society’s financial position
appeared satisfactory, but that GAD had not yet
seen a copy of the finalised reinsurance treaty. GAD
asked the FSA to request it urgently, which the FSA
did.
On 20 April 1999, Equitable told the FSA that the
reinsurance treaty had not yet been concluded, and
the Society sent a copy of the term sheet which
would form its basis. That term sheet showed that
the reinsurance treaty remained contingent on no
change being made to the Society’s then current
guaranteed annuity rate bonus practice, either by
choice or as a result of legal action; and that, if the

… companies have to err on the side of
underestimating the value of their assets’
future income and overestimating their
liabilities. In this way it is ensured companies
have some spare capacity to withstand
adverse economic circumstances. The
determination of how conservative the
assumptions should be has been derived from
past experience and is embodied in guidance
to appointed actuaries.
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May 1999
117 On 4 May 1999, Equitable provided a further paper
on the Society’s projected solvency position. That
paper showed three different scenarios, each based
on different assumptions as to developments in the
investment markets.
118

119

120

121
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All three scenarios showed the Society remaining
solvent and the position steadily improving.
Equitable had attempted to project the impact of
losing the court case, although it was said that this
had been difficult to do, as there were a number of
varying components. In the Society’s view, however,
the key solvency consideration, if an unfavourable
outcome occurred, was the replacement or
modification of the reinsurance arrangement, which
was being actively pursued.
On 20 May 1999, GAD provided the FSA with a
detailed scrutiny report on the Society’s 1997 and
1998 regulatory returns; this gave Equitable a
priority rating of 2 (raised from 3 in respect of their
1996 returns). A detailed description of that report
is contained within the chronology entry for that
date within Part 3 of this report.
GAD highlighted a number of problem areas, but
concluded that, because of the way that the
Society operated, ‘provided the currently high level
of annual emerging surplus continues, the Society
should be able to work its way out of its current
solvency margin problems’. The Society, in GAD’s
view, needed to hold back more emerging surplus
by declaring lower guaranteed bonuses; and to give
policyholders greater warning about the possible
implications for bonuses of a substantial market
setback.
The following day, GAD suggested to the FSA that
the Society should be asked to consider further
possible scenarios – and to confirm the basis of
some of those calculations.
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June 1999
122 In the meantime, both the FSA and Equitable had
been considering the possible outcome scenarios in
respect of the Society’s court case and the resulting
implications of those scenarios. On 21 June 1999, the
Society informed the FSA that its lawyers had
identified six possible scenarios, which were:
1)

Complete success.

2) Success but with some adverse comment in
[the] judgement.
3) Directors have discretion but have incorrectly
executed it on technical grounds (for example,
the wording of the formal statement of
bonuses is inadequate in some way).
4) Directors have discretion but have not given
sufficient weight to or considered the right PRE.
5) Ruling that ELAS approach invalid and that
final bonus rates on cash and annuity benefits
must be equal but that Board still have
discretion to set rates at a level they deem
appropriate. Even if the Society appeals, the
judgement stands until that appeal is heard.
6) Ruling that ELAS approach invalid and that
final bonus rates on cash and annuity benefits
must be equal due to PRE it must be at the
cash levels. Appeal certain but judgement will
stand until that appeal is heard.
Equitable said that they considered all of them
except for scenarios 1 and 2 to be highly unlikely.
Nevertheless, Equitable confirmed that they had
been discussing with IRECO possible amendments to
the reinsurance agreement, and had been discussing
other possible arrangements with other reinsurers.
The next day, the FSA and GAD reviewed the court
papers which had been provided by the Society.
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On 24 June 1999, the FSA asked the conduct of
business regulators if they had any jurisdiction over
the bonus notices issued to policyholders, and
whether those regulators could require Equitable to
change those notices. The FSA sent the conduct of
business regulators copies of the 1996 and 1997
notices, which the FSA said were possibly
misleading, and said that they would forward the
1998 notice to those regulators the following week.
On 25 June 1999, prompted by concerns expressed
by GAD on the likely consequences if the court
referred the issue of policyholders’ reasonable
expectations to the prudential regulators, the FSA
prepared a paper on the action that they might
need to take if the court did not give a clear view
on how policyholders’ reasonable expectations
might be viewed.
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The FSA noted that they saw no point in reaching a
view ahead of the court judgment, but also said
that they would do some more work on the issue,
so as to be ready to give a view shortly afterwards.
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The FSA added that the Society’s bonus notices,
which seemed to give policyholders unrealistically
high expectations of the pay-outs they could
expect, were currently the main evidence in
support of the argument that the Society’s
approach had not been consistent with the
reasonable expectations of its policyholders.

17
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The FSA stated that:
Even in the context of non-GAO policies the
notices appear liable to lead policyholders to
have potentially unrealistically high
expectations of their total payouts because of
the prominence given to the total
accumulated benefits figure which includes
undeclared terminal bonus. The format of
bonus notices is something we have raised with
Equitable previously (before the GAO issue
arose) but we never made any progress in
obtaining changes.
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On 29 June 1999, Equitable met GAD and the FSA to
discuss further information that the Society had
provided and also developments in relation to the
court case. Equitable said that their lawyers
considered it very likely that the Society would win
the court action but with some adverse comment.
Equitable also said that those lawyers considered
the worst case scenario (wherein bonus rates for
both the cash fund option and annuities had to be
equalised at the highest cash level) to be
‘inconceivable’17.
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The FSA pointed out that, even if Equitable won,
the FSA would still need to consider whether the
Society’s bonus policy had been consistent with
policyholders’ reasonable expectations; the FSA
also said that they had concerns about the
information contained within the Society’s bonus
notices, but that the FSA had not yet reached a
view as to whether that information had been
misleading.

At interview with the FSA’s Baird Inquiry, Chief Counsel A said that she had provided oral advice to the regulators and GAD on the likely
outcome of Hyman following a meeting with Equitable. The Baird Report stated that it was believed that this advice was provided after
this meeting. In response to the view put forward by Equitable at the meeting (that the outcome of the case was likely to be positive
for them), Chief Counsel A cautioned that: ‘You can never predict judicial outcomes … If Equitable get the wrong panel or the wrong
judge, they could find themselves on the receiving end of a change in judicial approach. The Court … might not like what the
Equitable has done and might be influenced for that reason. Don’t jump to conclusions on this.’ (See the entry for 29 June 1999 within
Part 3 of this report.)
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The Society insisted that its practice of paying out
as much as possible in bonuses and in not building
up any hidden estate offered the best value to
policyholders, as well as being a useful deterrent
against predators. Equitable said that they had been
approached by a number of suitors, but that
Equitable had always replied that the Society was
committed to mutuality.

131

The impact of each presumed potential court ruling
on the reinsurance treaty was also discussed at that
meeting. Equitable’s Chief Executive told the FSA
and GAD that he believed that the reinsurance
treaty would remain in place if the court ruling fell
within scenarios 1 to 4. He also informed the FSA
and GAD that:
As a contingency against losing the case the
company had been in discussion with
reinsurers about increasing the scope of
reinsurance cover. [A named reinsurance
company] had been prepared to offer a form
of surplus relief reinsurance and even offered
to take over the company’s existing
reinsurance with [IRECO]. However at the
eleventh hour [the company’s] Head Office
backed off from the proposal claiming
“capacity problems”.
Following this the company had decided to
wait until the outcome of the Court case
before talking to other reinsurers, they did not
want to tout around the reinsurance market at
such a sensitive time. [Equitable’s Chief
Executive] believed that there was room to
extend the scope of the existing reinsurance
contract if Equitable were to lose the case and
that premium rates would be practical and
consistent with the existing treaty …
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July and August 1999
132 The High Court hearing began on 5 July 1999, and
on the same day the FSA Managing Director with
responsibility for Equitable was sent a note (which
was also copied to the conduct of business
regulators) about that legal action and about the
implications both for Equitable and the FSA, in
terms of any follow-up action which might be
required.
133

The FSA’s note set out the implications of three
possible outcomes: Equitable winning, winning in
part, and losing the case. In the last scenario, the
FSA noted that the reinsurance arrangement would
then be invalid, although the Society had
established that there would then be scope for
replacing it; should that not be possible, the FSA
noted that Equitable would only just cover the
required minimum solvency margin after taking full
account of the future profits implicit item available
to the Society. The FSA also noted that Equitable
would need to consider drastic measures, which
might precipitate a take-over bid or a reduction in
new business.
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The note continued by stating that the FSA would
then need to determine the Society’s solvency
position and, if the required minimum margin were
breached, to exercise intervention powers to
require the production of a plan for the restoration
of a sound financial position.
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Even if the solvency margin were not breached, the
note said that the FSA would require steps to be
taken to strengthen the position in the short to
medium term. It was noted that there would also be
the question, if there were a significant risk that
Equitable would be unable to meet their liabilities
to policyholders, as to whether to close the
company to new business or to suspend their
authorisation.

September and October 1999
136 On 9 September 1999, the High Court ruled that
Equitable had been entitled to operate their
differential terminal bonus policy. However, the
claimant was given leave to appeal. GAD told the
FSA that they could see nothing in the judgment
which was inconsistent with the guidance that had
been issued by the prudential regulators on that
subject, although GAD suggested that the FSA
might need to consider intervening in respect of
those policyholders whose expectations might not
have been met.
137
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… very conscious that although we have had a
considerable amount of contact over the past
year, this has necessarily been heavily focussed
on the guaranteed annuities issue. I think that
while this issue is somewhat in abeyance, and
given that it is nearly 3 years since we last
visited you, now would be an opportune
moment for a visit to discuss the Society’s
overall position and future plans.
The FSA expected that the visit would last a day,
would involve both the FSA and GAD, and would
cover the following areas:

The FSA’s legal advisers also pointed out various
issues arising for the FSA, which related to
policyholders’ reasonable expectations. However,
those advisers noted that the FSA had decided to
defer a decision on taking such action until the
appeal had been concluded.

1.

2. General market outlook and business strategy.
3. Marketing approach including product
development and distribution.

On 15 September 1999, the FSA’s prudential
regulation division suggested to the FSA’s conduct
of business division that both divisions needed
together to consider the matter from the
perspective of all the FSA constituent bodies, but
should not decide on any action until the Court of
Appeal’s decision was known.
If the High Court judgment were overturned, the
FSA noted that it would be possible that
intervention action would be warranted under the
1982 Act, and that they wanted to avoid any action
which might constrain or prejudice such action. The
FSA noted that they should consider the matter
further in the light of analysis that they had agreed
should be undertaken while the appeal was still
pending.
On 20 September 1999, the FSA contacted
Equitable to arrange a company visit. The FSA said
that they were:

Overview of corporate management structure
of Equitable Group.

4. Role of the Appointed Actuary.
5. Systems and Controls.
6. Investment Policy and Asset Management.
141

On 23 September 1999, the FSA’s conduct of
business division responsible for regulating Personal
Investment Authority member firms (such as the
Society) wrote to their prudential regulation
colleagues within the FSA about the Society’s bonus
notices which had been referred to them.
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The conduct of business regulators said that they
did not consider the Society’s bonus notice to be
poorly presented or inaccurate and that they did
not therefore intend to take any regulatory action.
The conduct of business regulators went on to say
that, historically, they had not regarded post-sales
literature as being within their remit and would,
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therefore, have had to have serious concerns about
a document before taking action against a company.
143
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145
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On 24 September 1999, GAD advised the FSA that
the Society’s application of 30 March 1999 for a
future profits implicit item of £1,000 million was
acceptable. GAD confirmed that the calculations
which had been provided by the Society’s
Appointed Actuary were ‘in line with the guidance
and that the [figure for the maximum amount of
future profits that could be claimed] of £2,960m
appears to be a fair estimate of 50% of “Estimated
Future Profits”’.
GAD also noted that the sum applied for was about
one third of the sum for which the Society could
have applied, and was substantially less than it had
been allowed in the previous year. However, GAD
said that Equitable should first be asked to confirm
certain details and should be asked to provide a
copy of the reinsurance agreement as that had been
finally signed (which Equitable subsequently
provided and GAD confirmed as acceptable18).
The FSA subsequently19 recommended to its
Insurance Supervisory Committee that the
application should be granted. The FSA informed
the Committee that, while there remained some
debate at the margins between Equitable and GAD
about the appropriate reserves for guaranteed
annuity rates, the FSA were generally satisfied that
Equitable had adequately reserved for their
exposure to those rates, as that had ‘been largely
offset’ through reinsurance. The Committee
approved the application and the Treasury issued
the Order on 9 November 1999.

… is totally in accord with the Draft Term Sheet
that was examined in detail in April. (It is my
understanding that the construction of the
reinsurance agreement as set out in the draft
term sheet was considered to be acceptable at
that time).

November and December 1999
On 17 November 1999, the FSA prepared a risk
assessment of Equitable, as part of piloting a new
approach to company assessment. That assessment
suggested that Equitable should be viewed as a high
financial risk for a number of reasons.
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The assessment noted that, while Equitable had not
been alone in being caught out by the guaranteed
annuity rate issue, the FSA’s view was that the Society
had not woken up to that issue quickly enough, and
communication to policyholders of the Society’s
change in policy in relation to bonuses was decidedly
unclear and had left Equitable open to criticism.
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The assessment observed that Equitable had ‘gone
too far in distributing surplus to policyholders to
the extent that the company is dangerously under
capitalised and exposed to a market downturn’.
However, it was noted that Equitable had taken
heed of concerns about the level of reversionary
bonuses and had made some effort to reduce them.
It was also noted that the Society’s reserving basis
was ‘acceptable (but not particularly strong)’. The
overall assessment prepared as part of the FSA’s coordinated supervisory programme confirmed
Equitable as medium to high risk.

See the entries for 14 and 22 October 1999 within Part 3 of this report.
See the entry for 3 November 1999 within Part 3 of this report.
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In the meantime, on 14 October 1999 Equitable sent
the FSA a copy of the final signed version of the
reinsurance treaty. On 22 October 1999, GAD
advised the FSA that the treaty:

150

On 6 December 1999, the FSA and GAD carried out
a company visit to Equitable. The areas discussed
included: the Society’s corporate structure; its
business plan; and its intentions with regard to
bonuses.

151

On 20 December 1999, the FSA informed Equitable
that the FSA had introduced a system of ‘enhanced
lead supervision’. The FSA explained that, under
those arrangements, a lead supervisor would be
nominated for each company (which, in its case,
would be the prudential line supervisor for the
Society) and that that lead supervisor would be
responsible for maintaining an overall assessment of
the Society and for producing a co-ordinated
supervisory plan, with the aim of avoiding any
regulatory ‘overlap and underlap’.

January 2000
152 On 21 January 2000, the Court of Appeal gave
judgment against Equitable by a majority of two to
one. One of the majority judges, however, went on
to say, at the end of his judgment and in an
observation which did not form part of his
reasoned decision, that it would be legitimate, in his
view, for the Society effectively to ‘ring-fence’
funds relating to different types of policyholder,
which could result in those policyholders with
guaranteed annuity rates not doing much better in
cash terms.
153

The Society was granted leave to appeal to the
House of Lords and was permitted by the Court in
the interim to continue its differential terminal
bonus policy pending the appeal, so long as
Equitable gave an assurance that, if the Court of
Appeal’s decision were to be upheld, the Society
would pay additional sums in respect of any policy
maturing after the Court of Appeal’s judgment by
way of rectification.

154

On the same day, GAD told the FSA that the
judgment meant that most of the advice in
the guidance note issued by the Treasury on
18 December 1998 remained valid. GAD suggested
that the extra costs to Equitable might be fairly
marginal, but that the Society should be asked to
confirm that the judgment did not affect its
reinsurance agreement.

155

The FSA told their conduct of business colleagues
that the judgment gave no cause for panic. The FSA,
while noting that the adverse publicity was likely to
dent the Society’s sales, told those colleagues that
the Society’s reserving requirement would not be
affected by the judgment – and so Equitable’s
financial position for regulatory purposes would be
largely unaltered.
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On 28 January 2000, the FSA prepared a note
setting out the implications for the insurance
industry if the House of Lords were to uphold the
Court of Appeal’s judgment. The FSA said that,
although the Society would need to revise its bonus
policy for future years, the new approach need not
lead to any significant additional costs for it.
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On 31 January 2000, an FSA legal adviser circulated a
summary of the judgment, commenting that each
of the four judges who had at that stage considered
the case (the High Court judge and the three Court
of Appeal judges) had arrived at their respective
conclusions for different reasons.
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The FSA legal adviser said that, in that context, it
was not possible to predict what the decision of the
House of Lords would be, and any attempt to do so,
or to determine the implications of the Court of
Appeal’s decision, would therefore be of little
benefit. Over the subsequent months, discussions
continued internally about the wider implications
more generally of the judgment for policyholders’
reasonable expectations.
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February to May 2000
159 On 1 February 2000, Equitable had written to
policyholders, assuring them that there would be
no significant costs for the Society if the House of
Lords were to uphold the Court of Appeal’s decision.
160

On 22 March 2000, Equitable published their
Companies Act report and accounts for 199920 and
declared a bonus of 5%. In that report and accounts,
the Society explained that any additional costs
resulting from the guaranteed annuity rate issue
would fall generally on the with-profits fund.
Equitable reported that:
We have projected that the cost of these
additional benefits is unlikely to exceed
£50 million in total over the coming years, and
the experience in 1998 and 1999 was well within
our expectations. However, for accounting
purposes we have established a provision of
£200 million in our balance sheet, to provide
an allowance for more extreme future changes
in financial conditions and mortality
experience which could lead to more
policyholders taking benefits in the guaranteed
annuity form.
Equitable also set out the background to the
Hyman litigation and the progress up to that date,
saying that the Society expected the House of
Lords’ hearing to be in June 2000 and that the
judgment would follow shortly thereafter.
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On 30 March 2000, Equitable applied for a section
68 Order to raise the limit on the amount of
shareholdings in a particular company that could be
taken into account within the Society’s 1999 returns.
On 10 April 2000, the FSA’s Insurance Supervisory
Committee confirmed that such an Order could not
be granted retrospectively. The FSA informed the
Society of their decision, and the reason for it.

20 See the entry for 30 June 2000 within Part 3 of this report.
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June and July 2000
162 On 27 June 2000, Equitable applied for a section
68 Order for a future profits implicit item of
£1,100 million, for use in their 2000 returns. On
30 June 2000, Equitable submitted their regulatory
returns for 1999. A detailed description of those
returns is contained in the chronology entry for
that date within Part 3 of this report.
163

On 7 July 2000, GAD recommended to the FSA that
the Society’s application for a future profits implicit
item should be granted on the grounds that there
was a significant margin between the sum applied
for and the maximum for which Equitable could
have applied (£3,300 million). GAD also noted that
the Society’s Appointed Actuary had confirmed
that he had taken account of the reinsurance
agreement in determining the value of future
profits.

164

In the meantime, on 4 July 2000 the FSA’s relevant
Managing Director told his senior colleagues that
one of the Society’s directors had approached him
to say that there were ‘straws in the wind’ that the
House of Lords would find against Equitable – and
that the Society was considering ‘what level of
sacrifice’ might be needed at the top of the
organisation if that proved right.

165

On 18 July 2000, the FSA and GAD met with
Equitable to discuss contingency planning for the
House of Lords’ judgment, which was due to be
delivered two days later. The Society expressed the
view that it was unlikely that the House of Lords
would find against it, but nevertheless the meeting
discussed the possibility that Equitable might be
prevented from altering the rate of bonus for those
with policies containing guaranteed annuity rates
and who chose to take benefits to which those
rates were applied.

166

Whilst this had previously been identified as a
possible (but not a probable) outcome, it was noted
that this outcome was beginning to appear more
likely, in the light of the arguments which had been
put forward for the first time before the House of
Lords. It was stated that the cost of that outcome
(referred to as the third option) would be in the
region of £1,000 to £1,500 million, and would have a
profound effect on the Society’s regulatory
solvency position.

167

Equitable informed the FSA and GAD at the
meeting that the Society had not attempted to
renegotiate the reinsurance agreement to take
account of such a ruling and that such renegotiation
was unlikely to be viable.

168

In the event of such a ruling, the Society said that it
would immediately announce an intention to seek a
partner. The Appointed Actuary said that he ‘did
not think that the company would be insolvent if
the company suffered this judgement, but he was
currently conducting some scenario modelling’.

169

Equitable’s Chief Executive said that he was keen to
avoid precipitous regulatory action should the
judgment go against the Society, mainly because
that was likely to have a detrimental effect on the
value of the business. The FSA’s Head of Life
Insurance:
… reassured the Society that we would not rush
to take remedial action in these circumstances
and understood the importance of
maintaining the value of the society. We
would, however, need to be convinced that a
suitable buyer for the Society was likely to be
found quickly.

Equitable envisaged that substantive sales negotiations
could begin in August 2000, with the view to
completing a sale by the end of that year. Equitable
said that, if the House of Lords simply upheld the
Court of Appeal’s decision, the Society expected to
reduce the bonuses payable to guaranteed annuity
rate policyholders as a class; they did not consider
that this would contravene any such judgment.
170

On 19 July 2000, the FSA prepared a note, which was
effectively an update of earlier scenario planning,
setting out the possible outcomes of the appeal,
and the regulatory action that was likely to be
appropriate in each case. The note recognised the
third option as a possibility, but it was said that this
was much less likely than the other two potential
outcomes. The FSA noted that, should that third
option become a reality, Equitable would only just
be able to meet their required minimum margin and
would therefore seek a partner. The FSA’s note
concluded that it was expected that there would be
no shortage of potential partners.

171

On 20 July 2000, the House of Lords gave its
decision, holding, in terms of both the guaranteed
annuity rate policy contracts and the Society’s
Articles of Association, that Equitable could not
apply different rates of bonus depending on
whether or not the policyholder took benefits
based on guaranteed annuity rates, and that the
Society could not pay lower bonuses to guaranteed
annuity rate policyholders as a class.

172

Equitable immediately announced that they were
seeking a buyer, and told the FSA that the Society
planned an immediate cut of 5% in the value of all
with-profits policies at non-contractual termination
and that no bonus would be allotted for the first
seven months of 2000. The Society said that it
expected bonus levels to be restored once a sale
had been completed.
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Events leading to closure
July 2000
173 On 21 July 2000, Treasury officials informed the FSA
that it was likely that those officials would be asked
by their Ministers for briefing on the situation
regarding Equitable. The Treasury said that the
decision of the House of Lords had prompted
thoughts on the wider implications for the future
development of the life insurance sector and the
effectiveness of the regulatory system. The Treasury
set out a number of key questions to be considered
by the FSA, as part of preparing their input to such
briefing. Those questions included whether the FSA
now considered that they ought to have done more
to prevent the situation from arising.
174

175

176

On 24 July 2000, the FSA told GAD that, in their
view, the House of Lords’ judgment had no
implications for the life insurance industry as a
whole, because companies had generally been
required to reserve fully for the liabilities associated
with those policies containing guaranteed annuity
rates, with the same level of reserve being needed
whether or not a differential terminal bonus policy
was being applied.
The FSA said that the impact would be different on
Equitable because the Hyman judgment had led to
a reduction in the Society’s assets, rather than an
increase in its liabilities, because the reinsurance
agreement had fallen away as a result of that
judgment.
GAD replied, confirming the FSA’s analysis. GAD said
that:
Equitable was unique in the form of
reassurance that it entered into, with its
cancellation clause. In retrospect the Actuary
is shown to have acted imprudently in taking
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credit for the reassurance. No doubt he was
relying upon the Board’s view, based upon legal
advice, that they were unlikely to have to
change their bonus policy.
177

178

In an internal minute, the FSA commented that,
while a sale could not be regarded as an absolute
certainty, ‘it must be close to 99.9%’. The FSA also
circulated an action plan, under which the FSA
would:


obtain confirmation as to the Society’s
regulatory solvency position and review
projections of future solvency;



review the reserving guidance which had been
issued by the Treasury in 1998;



ask other companies what implications they saw
for themselves; and



arrange discussions with the Society about the
bidding process.

On 26 July 2000, the Society announced the
changes to its bonus rates, but added that, through
the sale, Equitable would be looking to secure funds
to make good the lost growth. On the same day, the
Society’s Appointed Actuary also wrote to the FSA,
setting out the company’s solvency position. The
Appointed Actuary said that:
On a continuing basis the position would be
unacceptably weak. However, as you said last
week, we have effectively implemented a plan
to strengthen the position by taking the course
of action which we have. Meanwhile I believe it
is reasonable to regard the Society as
continuing to meet its required minimum
margin.

179

Also on 26 July 2000, the FSA replied to the
Treasury’s questions. On the matter of whether the
guidance that the prudential regulators had issued
on meeting the cost of the liabilities associated
with guaranteed annuity rates had been right, the
FSA said that it would have been difficult for any
guidance to be consistent with the full range of
Court judgments which had been made. If the FSA
had been wrong, then, it was said, so too had the
actuarial profession – since the Faculty and Institute
of Actuaries had gone on record as saying that the
actuarial profession had fully supported the
guidance.
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The FSA said that they were not convinced that
either the Treasury or the FSA could or should have
pushed the Society to alter its differential terminal
bonus policy; and that the Society’s policy ‘was not
clearly unlawful’, as had been demonstrated by the
first judgment and by the fact that the Court of
Appeal had found against Equitable only by a
majority.

181

The FSA told the Treasury that:
The FSA did ensure that Equitable set up
adequate reserves to cover their GAO
exposure. As a result Equitable decided to
enter into the reinsurance treaty in order to
avoid having to take alternative courses of
action that they considered to be against their
policyholders’ interests.
The FSA also informed the Treasury that:
Equitable had been told that if the court
upheld their practice, we would nevertheless
consider whether PRE had been breached and
whether intervention was appropriate.
Obviously FSA’s consideration of this issue was
suspended whilst the matter was before the
courts.

August and September 2000
182 On 11 August 2000, the FSA and GAD met Equitable
to discuss the regulatory aspects of the sale
process. On 24 August 2000, the prudential and
conduct of business divisions within the FSA met to
discuss the implications of the Hyman judgment.
The FSA’s prudential division said that it was hoped
that a buyer would be identified by December
2000, and that the process could be completed by
June 2001.
183

The FSA’s note of that meeting said that:
It was clarified that the judgment generally did
not have solvency implications as the level of
reserving had not been affected (it was just
that some companies would experience higher
real costs). Equitable Life had only experienced
a weakening in its financial position because
the reinsurance it held for [guaranteed annuity
rates] had been terminated (because it was
conditional on the company continuing to pay
differential terminal bonuses).

184

On 1 September 2000, the Society submitted
an update of its estimated solvency position
(showing the position as at 31 July 2000), which
showed that Equitable had available assets of
£2,500 million to cover the required minimum
margin of £1,200 million.

185

On the same day, the FSA recommended to their
Insurance Supervisory Committee that they should
grant the Society’s application for a future profits
implicit item of £1,100 million. The FSA said that,
although Equitable had been weakened as a result
of the Hyman judgment, the Society was still
solvent. The FSA noted that Equitable was seeking
only a third of the sum to which they were entitled,
and that the relevant calculation had been checked
by GAD.
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As a result, on 11 September 2000 the FSA’s Head of
Life Insurance and Chairman of their Insurance
Supervisory Committee told members of that
Committee, by e-mail, that the Society’s section 68
application involved a ‘fairly standard request’ for a
concession for a future profits implicit item.

187

The FSA recommendation made clear that the
Society’s request was well within normal
parameters, and no difficulty was envisaged in
agreeing to the recommendation. The Head of Life
Insurance added, however, that the implicit item
was an important aspect of Equitable’s overall
financial position and that, given the Society’s high
profile at that time, he imagined that some
members might wish to discuss the paper.

188
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On 21 September 2000, the FSA’s relevant Managing
Director told the FSA Board that the House of Lords
had gone much further than the previous court
rulings in that case, in that the House of Lords had
held that Equitable could not ‘ring-fence’
guaranteed annuity rate business from other withprofits business, for the purposes of setting
terminal bonus.

191

The extra costs of the guaranteed annuity rates
therefore had to be spread amongst all
policyholders in the with-profits fund. This, he said,
had potentially serious implications for the
reasonable expectations of the other with-profits
policyholders of the Society.

192

On the same day, GAD informed the FSA that they
had no questions to raise about the Society’s
regulatory solvency at that time, although GAD
pointed out that, without the future profits implicit
item, Equitable would have excess assets of ‘just
£300m’.

One member of the FSA Insurance Supervisory
Committee responded that:
… the amount of the implicit item actually
shown in Form 9 for the December 2000 return
cannot exceed the amount that could be
supported by a new application submitted
with that return and bringing in the financial
performance of the company in 2000. We
expect a sharp fall in surplus in 2000 because
of the [House of Lords’] judgment and this will
need to be brought in to the figures … In
practice, the company may not actually be
able to use the figure that we agree now.

189
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The FSA’s Committee approved the application on
11 September 2000 without meeting and, on
13 September 2000, the Treasury issued a section
68 Order. At their quarterly meeting with the FSA
the following week, the Treasury pointed out that
Equitable were still advertising for new business.
The FSA responded to this point by stating that the
Society’s recent difficulties ‘have not affected its
solvency position, only its freedom to invest’.
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October 2000
193 On 9 October 2000, the Society informed the FSA
that, as at 31 August 2000, Equitable had available
assets estimated to be £3,360 million to cover the
required minimum margin of £1,195 million. Equitable
said that this significant improvement from the July
2000 position had been due to the markets having
strengthened in the interim.
194

Meanwhile, since Equitable had announced in July
2000 that they were seeking a buyer, a number of
potential bidders had expressed interest and had
been assessing the Society’s financial position. A
number of those had since withdrawn.

195
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197

198

199

In a report to the FSA Board on 19 October 2000,
the relevant FSA Managing Director said that,
despite the difficulties in assessing the level of
liability arising from the Hyman judgment,
Equitable had received three serious expressions of
interest – all of which would be sufficient to enable
the repayment of the bonuses which had been
withheld for the first seven months of that year,
with an additional payment for goodwill. However,
he also said that the FSA would need to see the
detailed bids and their structure to determine
whether the with-profits fund would, as a result, be
strong enough to secure the desired restoration of
investment freedom going forward.
On 30 October 2000, Equitable provided solvency
figures which showed that, as at the end of
September 2000, the Society had available assets
estimated to be £2,345 million to cover the required
minimum margin of £1,205 million.
On 31 October 2000, a potential bidder for
Equitable (whom in this report I call bidder A) told
the FSA that they believed that the shortfall in the
Society’s funds was greater than Equitable
themselves had estimated.
Bidder A expressed concern that the wording of the
Society’s policies allowed guaranteed annuity rate
policyholders to increase their contributions to the
fund, to which the guarantee would attach, thereby
increasing the fund’s liabilities to the detriment of
other policyholders. Bidder A said that they were
investigating whether and, if so, how that liability
might be capped, but explained that they were
more pessimistic on the issue than were the
Society’s Directors.
On the same day at a meeting of FSA’s Firms and
Markets Committee, the FSA’s Chairman expressed
concern over press reports that there had been
little interest in purchasing the Society. The minutes

of that meeting record that, although only three
potential bidders were left, the FSA still thought
that it was likely that ‘a good sale’ could be
achieved.

November 2000
200 Meanwhile, GAD had been considering potential
means through which Equitable might cap the
liabilities, arising from guaranteed annuity rate
policyholders making ‘topping up’ payments,
without preventing the Society from writing new
business. The closure of the Society to new
business would, GAD said, almost certainly end any
chance of a sale and there was a need to cap those
liabilities.
201

It does not appear that, at this time, GAD’s
consideration of those matters had taken into
account the fact that the Society’s guaranteed
annuity rate policyholders had a contractual right to
make such ‘top-up’ payments even after any closure
to new business.

202

On 3 November 2000, the FSA and GAD met
Equitable to discuss the Society’s current financial
position. GAD noted that the Society did not
appear to believe that the ‘top-up’ issue was a
serious concern for potential bidders. GAD also
recorded that the aggregate value of the recent cut
in bonus rates had amounted to £1,500 million,
which, it was expected, would be sufficient to cover
the cost of paying guaranteed annuity rates on full
asset shares.

203

GAD concluded, therefore, that:
With the recent cut in bonus rates … new
policyholders should not have to meet any [of]
the cost of GARs, as indeed is likely to be their
expectation. However, they will be joining a
very weak fund.
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GAD also noted that, if no sale were to take place,
the Society would almost certainly have to stop
writing new business, and would probably have to
rearrange the Society’s investments to a more
defensive position, to protect against possible
liquidation in the event of a substantial fall in equity
values.
204
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Also on 3 November 2000, in the light of further
complaints from policyholders about the
appropriateness of the Society’s advertising, the
FSA prepared a draft response to those complaints,
which they circulated to their conduct of business
colleagues.

On 6 November 2000, another potential bidder,
bidder C, met with the FSA and GAD and expressed
significant concerns about the risks that they would
be taking on if they were to acquire the Society,
citing: the reinsurance arrangement; what appeared
to be a zillmer adjustment applied to the Society’s
reserves in the resilience scenarios; and the
possibility that, given the Society’s precarious
regulatory solvency position, Equitable might ‘go
through a period of statutory insolvency’, before
making a recovery.

207

On 10 November 2000, bidder C informed the FSA’s
Chairman that, although they had been very
interested in acquiring Equitable, they:

The draft, which was agreed by the FSA’s Head of
Life Insurance, stated:
As regulator, the FSA does of course monitor
the financial position of insurance companies
carefully. However, we understand that
Equitable continues to be solvent for
Companies Act purposes and indeed continues
to maintain the required margin of solvency
over its liabilities as required under the
Insurance Companies Act 1982. As the
Equitable continues to be a going concern,
complying with the relevant regulatory
requirements, we do not share your view that
it should be prevented from marketing its
products, which could be damaging to the
business. Nor do we believe that at a time
when the statutory requirements continue to
be met, and when there is a realistic chance of
a successful sale of the business, that the
newspaper advertisement inviting potential
customers to request additional information
from the company is misleading.
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… had reached the view that the Equitable’s
financial position was considerably worse than
they had first thought. The hole was
significantly larger than they had expected …
[and their] main motive in telling [us] this was
to alert [us] to the fact that the Equitable’s
position might be rather more doubtful than
we had been led to believe.
208

In an internal note dated 14 November 2000, the
FSA set out how each of the possible outcomes of
the sales process might be handled. While noting
the serious concerns raised by potential bidders
about the Society’s exposure to certain liabilities,
the FSA concluded that, at this stage, ‘there do not
seem to be any grounds for considering action on
the basis of insolvency since Equitable is able to
meet its contractual obligations’.

209

On the following day, bidder C told the FSA that
they considered it would not be worth taking
Equitable ‘at any price’, as some current
policyholders were clearly expecting a restoration
of bonuses forgone and perhaps even a
de-mutualisation bonus, expectations which it
would be impossible to meet.

210
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On 16 November 2000, GAD commented that, if no
buyer were found, the Society would be in a very
difficult position. GAD told the FSA that:



whether the bidders’ proposals would fulfil the
reasonable expectations of the Society’s
policyholders; and

… from a regulatory perspective, we know that
[Equitable’s] financial position remains very
close to the edge of not covering their margin
of solvency, there are a number of
uncertainties (eg in the viability of their
financial reinsurance, and resilience to changes
in financial markets – they are unable at
present to satisfy one of the recommended
resilience tests which they argue is quite strong
and they point to a known anomaly in
Regulation 69), and we would then also know
that it would be difficult to arrange a “rescue”
by another insurer in the event of technical
insolvency arising.



whether the Society’s existing future profits
implicit items could be transferred to any buyer.

GAD advised the FSA that the prudential regulators
would have to require the Society to commission an
independent investigation into its viability, in order
to help to demonstrate to all concerned whether
Equitable should be allowed to continue writing
new business.

213

On 22 November 2000, Equitable’s Appointed
Actuary reported that, as at the end of October
2000, the Society’s available assets were estimated
to be £2,295 million to cover the required minimum
margin of £1,215 million.

214

On 24 November 2000, GAD submitted to the FSA
their detailed scrutiny report on the Society’s 1999
regulatory returns. A detailed description of the
content of GAD’s report is contained within the
chronology entry for that date within Part 3 of this
report.

215

Although GAD said that the Society’s solvency
position appeared reasonable, with available assets
of £3,860 million to cover a required minimum
margin of £1,110 million, GAD noted that this figure
included a future profits implicit item of
£925 million, disregarded liability to repay a
subordinated loan of £346 million, and benefited
from a reduction in the liabilities of almost
£1,100 million resulting from the reinsurance
arrangement.

216

Without those factors, GAD noted that the
Society’s available assets would reduce to
£1,510 million. The report went on to cite a list of
further weaknesses in Equitable’s position, and
added that the question of whether the Society
should continue to sell non-guaranteed annuity
rate policies in a common fund with guaranteed
annuity rate policies could be considered an
‘environment risk’.

Over the next two weeks, Equitable and GAD
continued to debate the determination of
appropriate reserving levels. The FSA also continued
to explore with the potential bidders various issues
including:


the possibility of capping the Society’s liabilities;



whether the acceptance of payments into
non-guaranteed annuity rate policies (which
might then have to be used to subsidise
guaranteed annuity rate policy payments) might
be viewed as mis-selling (as to which the
conduct of business regulators provided advice
that this would not be so viewed, if an
appropriate warning had been given);
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On 29 November 2000, the FSA informed the
Managing Director with responsibility for Equitable
and their Chairman that two potential bidders
(bidders A and B) remained interested in a possible
sale. It was said that the Society’s preferred bidder,
bidder A, was to submit a recommendation to their
Board on 7 December 2000 on whether or not to
make a formal bid.

December 2000
218 On 1 December 2000, the FSA and GAD met
Equitable. The discussion at that meeting concluded
that there now seemed to be only one realistic
bidder remaining, bidder A, and that it was doubtful
that the sum that that bidder was likely to offer
would be sufficient to allow Equitable to proceed
with the sale. Should that be the case, it was noted
that it was probable that the Society would close to
new business and seek to sell its sales force and
infrastructure.
219

The FSA noted at that meeting that there remained
disagreement between GAD and Equitable on
reserving requirements and on the use of a quasizillmer adjustment21 in their returns. The FSA also
noted that the Society ‘did not appear to be
unduly concerned about [with-profits]
policyholders who joined the Society after the
House of Lords judgement’.

220

The FSA recorded that the Society had explained to
the FSA that ‘they had not considered whether
post 20 July [with-profits] policyholders could be
excessively disadvantaged in a closed fund. This is
because after this date the preferential treatment
of GAR policyholders was known’. It was also noted
that Equitable had confirmed to the FSA that their
sales force had been adequately informed about
the Society’s circumstances and that Equitable’s
Board had taken legal advice on that matter.

21
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See the glossary for an explanation of this term.
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On the same day, the FSA met with the two
remaining prospective bidders (bidders A and B)
and it became apparent during those meetings that
both bidders might be about to pull out of the
sales process.

222

Bidder B pulled out on 4 December 2000, after
Equitable felt unable to agree to allow them a
period of exclusive negotiation. On the same day,
bidder A told the FSA that they were becoming
increasingly concerned that acquisition of Equitable
would be uneconomical. Bidder A said that they
could not predict what their Board’s decision on
7 December 2000 would be.

223

On 5 December 2000, the relevant FSA Managing
Director was informed that GAD had made
adjustments to the Society’s free asset estimates to
include various assumptions in the reserving basis
‘to bring them into line with what [GAD] would
normally expect’.

224

It was said by GAD that, if all their assumptions
were correct and if all the adjustments were made,
this would leave the Society with free assets of only
£70 million – although this was an arithmetical error,
with the correct amount being £20 million – above
the required minimum margin of solvency. GAD’s
estimate of the Society’s available free assets was
thus approximately £1,010 million lower than the
Society’s own estimate.

225

In reply, the FSA then said that, if no bid were
forthcoming, the prudential regulators would have
grounds for closing Equitable to new business,
either for failing to meet the required minimum
margin or because of the risk that policyholders’
reasonable expectations would not be met.
However, it was said that the FSA would prefer the
Society’s directors to take that decision on a
voluntary basis.

226
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On 5 and 6 December 2000, urgent meetings were
held, including internal FSA meetings, meetings of
the FSA Chairman’s Committee, and meetings
between the FSA, GAD and Equitable, to discuss the
implications of a scenario in which the last
remaining bidder withdrew.

229

Treasury officials also briefed the then Economic
Secretary at this time, informing her that a sale was
unlikely to take place; those officials said that this
was mainly because it had been impossible to cap
the Society’s guaranteed annuity rate liabilities.

230

The Treasury officials also said that, while it might
be argued that the prudential regulators should
have stopped Equitable writing new business
sooner, there had, until a few days previously, been
every sign that a sale could be achieved. It was said
that those regulators had been just as surprised as
the markets that no buyer could be found.

231

On 7 December 2000, prospective bidder A
withdrew and on 8 December 2000, as is noted in
Chapter 1 of this report, the Society closed to new
business with immediate effect.

232

In the next Chapter of this report, I will summarise
the way in which the prudential regulation of the
Society was undertaken during the post-closure
period – ending with 1 December 2001, when my
jurisdiction over the relevant events ended.

On 6 December 2000, an urgent meeting of the
Tripartite Standing Committee was also called to
discuss whether the closure of Equitable would
have any systemic consequences for financial
stability. The Committee noted that closure to new
business would be the only option if the sales
process fell through.
The Committee agreed that the Society’s position
had been different to that of other insurance
companies due to a unique combination of factors,
which meant that the Hyman judgment had had a
particularly significant effect on Equitable. At that
meeting, the Treasury listed those factors as being:


It was a mutual, so (in the absence of a buyer)
had limited access to capital.



It did not have an estate of surplus assets.



The terms of its guarantees were unusually
generous and flexible.

It was noted that Equitable could not refuse top-up
payments from with-profits policyholders with such
guarantees, even though those payments would
potentially harm non-guaranteed annuity rate withprofits policyholders. The FSA said that that was
why, given the Society’s lack of substantial surplus,
Equitable could no longer prudently write new
business.
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Chapter 8 – The prudential regulation of Equitable in the
post-closure period

Introduction
1

In this Chapter, I summarise how the prudential
regulation of the Society was undertaken during the
period from when the Society closed to new
business on 8 December 2000 until the end of my
jurisdiction over the relevant events on 1 December
2001.

2

As was explained in Chapter 6 of this report, this
covers the period within my jurisdiction during
which the Society was closed to new business. The
regulatory approach to the Society changed to
reflect its changed circumstances and the different
nature of the issues faced both by Equitable and by
the prudential regulators and GAD as a result of the
closure of the Society to new business.

3

In the immediate aftermath of the closure of the
Society to new business and for the rest of the
period covered by this Chapter, a considerable
amount of regulatory activity took place, as the
Society’s policyholders and annuitants – and the
wider world – came to terms with the new reality
and as both the Society and those regulators
sought to find ways of putting the Society’s
financial position back onto a stable and sustainable
footing.

4

The chronology of events set out in Part 3 of this
report demonstrates the extent and nature of the
issues that the Society – and thus its regulators –
faced. It is impracticable in this Chapter to do
anything other than summarise the key aspects of
that activity. The reader is referred to the very
extensive chronology of events if they wish to gain
a fuller understanding of the extent and direction
of the activity which occurred during this period.

5

I begin with an account of the events which
occurred in the immediate aftermath of the
Society’s closure to new business. I then focus the
account given in this Chapter on four important
themes of regulatory activity during this period.

6

The first theme is the monitoring of the solvency
position of the Society. The second theme is the
information about the Society which was provided
by the FSA to policyholders and others. The third
theme is the FSA’s reaction to the Society’s bonus
declaration for 2000 and to the July 2001 policy
value cuts. The final theme is the FSA’s review of the
development of proposals for a scheme of
arrangement under the Companies Act 1985,
through which the Society hoped to compromise
the competing claims of its policyholders and
re-stabilise its financial position.

7

I conclude my account by indicating the other
strands of regulatory work that were undertaken
during the period covered by this Chapter.

8

This Chapter is structured in the following way:


in paragraphs 9 to 29, I summarise events
that occurred in the immediate aftermath
of the Society’s closure to new business on
8 December 2000;



in paragraphs 30 to 114, I summarise events
relevant to the monitoring of the Society’s
solvency position;



in paragraphs 115 to 135, I set out the information
that the FSA gave to policyholders during the
post-closure period;



in paragraphs 136 to 143, I summarise the
consideration given by the FSA to the Society’s
bonus declaration for 2000 and to the July 2001
policy value cuts;
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in paragraphs 144 to 158, I summarise events
relevant to the development of proposals for a
Compromise Scheme, pursuant to section 425
of the Companies Act 1985, and to the
consideration given by the FSA to those
proposals; and



in paragraphs 159 to 186, I summarise the other
strands of work that the prudential regulators
undertook during the period covered by this
Chapter.

PRE can not be precisely defined but it is
important to remember that this company is
owned by its members and With Profit
policyholders share in the fortunes of mutuals
for good or ill. Generally speaking
policyholders have received benefits from this
arrangement either through improved
investment returns or windfall benefits after
demutualisations but it is a two way street.
12

The immediate aftermath of the closure
to new business
9

On the day that the Society closed to new business,
8 December 2000, the FSA noted internally that
they did not believe that the Society’s problems
were symptomatic of a wider industry problem: it
was said that ‘the underlying cause is specific to
Equitable’s own circumstances’.

10

FSA also prepared a more detailed note for internal
use when briefing journalists. This set out some of
the background to the closure of the Society to
new business. The note dealt specifically with
‘Regulatory Issues’, setting out possible questions
and suggested responses. In response to the
question: ‘Why didn’t the FSA take action sooner –
how could you let them keep taking new
business?’, it was said that:

Not clear to us that a person could have
grounds to bring a case. FSA has acted in good
faith and with integrity throughout. No
statutory immunity for those functions of the
FSA delegated by the Treasury under the
Insurance Companies Act 1982. But FSA does
have the protection of the common law which
would make successful challenge very unlikely.
13
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In response to the question: ‘How do you judge
policyholders’ reasonable expectations (PRE)? How
can Equitable have been meeting them in recent
months?’, it was said that:
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In response to the question: ‘Why didn’t you at
least require Equitable to explain to prospective
policy holders its precarious position?’, it was said:
We understand that prior to the House of
Lords judgement the position as reported to
potential policyholders would have been in line
with the current understanding of the law –
where a differential approach to GARs was
justified. Post the [House of Lords’] judgement
it is our understanding that potential
policyholders were advised about the
circumstances surrounding the proposed sale
of the company.

The Company remained solvent and there was
a realistic prospect of a sale which would have
been in the long term interests of
policyholders. So there was no clear reason or
basis for taking action.
11

In response to the question: ‘On what grounds
would someone launch a legal action against FSA
for its action or inaction, or are you just a law
unto yourself?’, it was said that it was:

14

In response to the question: ‘Would you like to
have more or different powers over insurers?’, it
was said that ‘it is not clear that there is any
deficiency in the regulatory powers available.’

15

16

On 13 December 2000, the Treasury prepared a
response to a written question in the House of
Lords, which had asked whether the FSA had taken
adequate action to safeguard the interests of the
Society’s policyholders. The text of the suggested
answer was: ‘The FSA is working with The Equitable
Life Assurance Society to look after the interests of
its policyholders’.

18

The brief concluded by saying:
The result of the judgment meant that,
although the solvency of the Equitable was
unaffected, the cost of the GAR liability would
curtail its investment freedom and so a
decision was made by the Board that it would
be in the best interests of policyholders to seek
a buyer for the Society. When this option
failed to materialise, the Society took the
decision to close to new business in order to
concentrate on safeguarding the interests of its
existing policyholders.

In the background brief for the proposed answer,
Treasury officials explained:
The Society’s difficulties stem from with profit
guaranteed annuity rate policies (GARs) which
it wrote up until the late 1980s. These pension
policies gave policyholders the contractual
right to an annuity at a specific percentage
rate when the policyholder retired, which
although appropriate for the time in which the
policies were offered, can be seen in today’s
low inflation environment as generous. During
the 1990s, when interest rates fell, the GARs
began to exceed current annuity rates.
Reserving standards were increased to reflect
the revised expectations of investment
performance in a low inflation environment,
but it became apparent to the Society that the
increased costs of reserving for these increased
GAR benefits would add a significant financial
burden on the company, with one set of
members getting a larger slice of the assets of
the mutual than another.

17

GAR policyholders who felt that they were
being deprived of their full entitlement. The
Equitable responded by funding a representative
action in Court to decide the issue.

19

On 19 December 2000, GAD sent the FSA a paper,
entitled ‘Reserving and related issues’, which it was
said had been prepared in order to ‘demonstrate
the substantial dialogue that has been held
between FSA (previously HMT), GAD, and the
Society over recent years in respect of their
reserving practices’.

20

This paper summarised the background to the
guaranteed annuity rate issue and set out the
exchanges on this issue that had taken place
between the Society and the prudential regulators
and GAD since July 1998, when the issue had first
become known to those regulators and GAD.

21

Turning to the financial reinsurance arrangement
into which the Society had entered, GAD described
the Treaty in general terms, noting that the ‘most
controversial’ aspect was that it could be cancelled
in the event of the Society being wound up. GAD
summarised the discussions that had taken place on
this Treaty between the Society and the prudential
regulators and GAD from the end of 1998 onwards.

The brief continued:
The Directors of the Society took the view that
it would be inappropriate for one set of
members to disproportionately benefit in this
way and they put in place a bonus policy that
differentiated between GAR and non-GAR
policyholders on maturity of the investment.
This policy caused resentment amongst some
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22

GAD explained that the FSA and GAD had reviewed
the Treaty in the early part of 1999 and ‘were
eventually satisfied that it was reasonable for the
actuary to take credit for the cover provided’. GAD
continued:

25

Such treaties continue to depend on regulatory
arbitrage to achieve the desired result. (It is
unlikely that the reassurer, [IRECO], will
currently be setting up compensating reserves
to those removed from the balance sheet of
the Equitable.) … The reliance on an offshore
reassurer, and the cancellation clause leave the
treaty as a more controversial device by the
Society, but the treaty has been accepted as
satisfactory in statutory reserving terms up
until now.
23

24
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… was never questioned by GAD; it appeared to
be a part of the Society’s overall provision for
renewal expenses. However, in our Scrutiny of
the 1999 Returns – in October/November 2000
– and in discussion with potential purchasers of
the Society, this was identified as an unusual
statement. [Equitable] confirmed to GAD in
[their] letter of 16 November 2000 that this was
an allowance, not for renewal expenses, as we
had understood, but a mechanism to recover as
yet unrecouped acquisition expenses. GAD view
this as totally unsatisfactory, since it anticipates
that future premiums will be paid on the
recurrent single premium pensions contracts,
when there is no obligation on the policyholder
to do so, and furthermore the Society is taking
credit in advance for expense margins in those
premiums, to reduce the accrued liability.

GAD then explained the Society’s practice of
reporting the valuation which accorded with the
applicable Regulations as an appendix to their
returns, saying that:
… in recent years, the resilience reserve
reported by the Society in their bonus reserve
valuation has been such that the free asset
position in the net premium valuations and the
bonus reserve valuations has been the same.
This means that the resilience reserve in the
BRV is simply a balancing item, and so the
robustness of the BRV is somewhat dubious.
However … GAD do not use the BRV to monitor
solvency.
GAD explained that, in the early 1990s, the Society
‘took advantage of its use of a bonus reserve
valuation in the statutory returns to hide its
resilience reserve’ and say that the Society’s
disclosure had improved, following the
implementation of the 1996 Accounts and
Statements Regulations.
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GAD went on to quote the statement that the
Society had made within its 1996 returns: ‘For
accumulating with profits pensions business, ½%
pa of the benefit value has been deducted for
each year up to the date it is assumed that
benefits will be taken as a charge for expenses’.
GAD explained that this:

26

GAD then set out how they had pursued this
matter – the ‘quasi-zillmer’ adjustment – with the
Society at the end of 2000. GAD concluded that
‘there has been a history of unsatisfactory
disclosure regarding the Society’s approach to
resilience’ and that the statement in the 1996
returns ‘is particularly opaque’.

27

Under a heading of ‘other reserving issues’, GAD
stated that, in their scrutiny of the Society’s 1995
returns, they had noted that Equitable had taken
the view that their interests were best served by
using a weak valuation basis in order to show as
strong a free asset position as possible. GAD noted
that the Society had made the same point at a
meeting between them on 9 December 1994.

28

29

GAD also explained that they had had concerns at
the time of the scrutiny of the 1995 returns about
the sustainability of the Society’s present contract
structures, although GAD had not written to the
Society about those matters, but instead had taken
them up at a meeting on 8 November 1996.

31

32

that GAD were looking for ‘an increase from
85% to say 90% in the assumed GAR take-up
rate’. However, GAD said that this would have
no effect on the net level of reserves whilst the
reinsurance treaty remained in place;



that GAD were unhappy with the 20% rate of
decrement in future premiums when assessing
the ‘future premiums’ part of the reserve for
annuity guarantees. On the basis of information
provided by Equitable’s actuarial consultants,
GAD estimated that, if no such decrement were
assumed, Equitable’s net liabilities would
increase by up to £360 million;



that GAD believed Regulation 72(3) of ICR 1994
might require Equitable to assume in future
valuations that personal pensions benefits were
all taken at age 50. On the basis of information
provided by Equitable’s actuarial consultants,
GAD estimated that the effect on Equitable’s
liabilities would be an increase of up to
£200 million;



that GAD believed the new resilience test
2 would lead to increased reserves of
£600 million, or £300 million if the Society
adopted the ‘synthetic bond’ concept;



that GAD believed that a more sophisticated
hypothecation of assets in the resilience
scenario could reduce the resilience reserve by
up to £750 million (or less, if a synthetic bond
were used); and



that GAD did not accept the use of a 0.5% pa
allowance for expenses in the resilience
scenario. GAD stated that ‘the resilience reserve
is therefore weak and not in accordance with
the guidance. [Equitable’s actuarial consultants]
say that reserves are £950m lower than they
otherwise would have been because of this’.

GAD in their note recorded that, at that meeting,
they had come away with the view ‘that the Society
had to be very careful that customers were not
misled about their eventual benefits’.

The monitoring of the Society’s solvency
position
30



Throughout the period covered in this Chapter, the
FSA, with the advice and assistance of GAD in the
period up to April 2001, monitored the financial
position of the Society on a monthly basis. The
Society first submitted monthly solvency figures to
GAD and the FSA on 26 July 2000. It subsequently
agreed to an FSA request on 11 August 2000 to
provide information about the position as at each
month-end (and did so for each month-end, with
the exception of November 2000, when no report
was submitted).
This was done to supplement the scrutiny process
of the Society’s returns, which was the usual way in
which the prudential regulators and GAD
monitored the solvency position of life insurance
companies. Further consideration is given to the
detail of this work in Chapter 10 of this report.
Shortly before the Society’s closure to new
business, GAD wrote to the FSA on 1 December
2000, ahead of a meeting with Equitable that day.
GAD provided a summary of the implications
of their assessment of Equitable’s response (of
29 November 2000) to the questions that GAD
had raised about reserving. Those implications
were as follows:
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33

GAD noted that the Society’s monthly solvency
figures for the end of October 2000 showed that it
had assets of £1,080 million in excess of its required
minimum margin. GAD advised the FSA that taking
account of those reserving issues increased
Equitable’s liabilities by £1,060 million, resulting in
the Society having assets in excess of its required
minimum margin of just £20 million. GAD also
pointed out that, if the IRECO reinsurance treaty
were to be terminated, Equitable’s liabilities would
increase by about £500 million.

After the Society’s closure to new business
34 On 19 December 2000, GAD prepared a report on
‘Reserving and related issues’. GAD’s report repeated
what they had said in their note of 1 December 2000,
namely that a corrected solvency position for the
Society would show assets of only £20 million above
the required minimum margin. GAD’s report also
discussed the level of the market value adjuster which
was applied to non-contractual withdrawals, along
with the current level of payouts against asset shares. I
return to this issue later in this Chapter.
35

The following day, in response to being informed
that the FSA were not going to approve Equitable’s
application for a section 68 Order to permit the
Society to use a ‘synthetic bond’ or ‘artificial bond’
approach to the calculation of the valuation of
certain fixed interest assets, GAD pointed out that:

36

On 16 January 2001, Equitable told the FSA and GAD
that they expected to show in their returns for 31
December 2000 that the Society would have free
assets of approximately £500 million above its
required minimum margin. However, Equitable said
that this was subject to further work that their new
Appointed Actuary had to undertake and to
‘confirmation by [the FSA] of some technical
waivers to the valuation rules as intimated to us
last year (and as given recently to some other
companies)’ (i.e. the section 68 Order for a
‘synthetic bond’, which GAD had said would reduce
the reserves required to be held by £300 million,
and which the FSA had decided they would not
approve).

37

Equitable also said that this valuation included the
various changes that had been agreed in recent
correspondence ‘(other than the possible
additional £250 million for personal pension
policies on which we await legal advice), but does
not include a contingent liability for any possible
redress for pension fund withdrawal contracts that
might be imposed by PIA (estimated by the PIA as
£40m on a worse case scenario)’.

38.

On 19 February 2001, the FSA wrote to Equitable’s
Appointed Actuary, ahead of a meeting arranged
for the following day. The FSA said that they would
like an indication of the Society’s current solvency
position and emphasised the importance of the
timely provision of all solvency reports, while noting
that Equitable had not yet provided the monthly
reports for November and December 2000, and
that the January 2001 report was due.

39

At that meeting, it appears that the solvency
position as at 31 December 2000 was the only
month that was discussed, with the FSA recording
that:

We understand that the artificial bond
approach would have led to reserves £300m.
lower than otherwise in this scenario.
The adjustments which we believe need to be
made to the Society’s liabilities … become an
increase of £1,360m. (instead of £1,060m.), when
there are only £1,080m. of assets available (at
end-October 2000).
It is all very tight, to say the least.
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The position disclosed demonstrated fairly thin
solvency cover and had assumed that both the
concessions for the artificial bond (valuation
rate of interest) and for an increased valuation
taking into account the sale of the Permanent
[Insurance] had already been given. Without
these concessions the company would not be
able to demonstrate coverage of the RMM in
its statutory returns. The [Appointed Actuary]
had, however, now adopted the stronger
resilience basis that had been required by
recent changes in the regulations in these
figures. He thought that all other reserving
issues had been ironed out but GAD pointed
out that there was still an issue surrounding
Regulation 72 and retirement dates to be
resolved.
40

Following that meeting, the FSA’s Line Manager
informed the Managing Director of Financial
Supervision that the Society’s Appointed Actuary
had reported that Equitable had free assets above
their required minimum margin of £340 million, as at
31 December 2000. However, the Line Manager
explained that this valuation had relied on certain
concessions which had at that time not been
granted. The Line Manager listed those concessions,
which the FSA had estimated as totalling
approximately £430 million. The Line Manager
suggested that this information about the Society’s
solvency position:

FSA’s Chairman commented to all of the supervisory
staff who held responsibility for the Society on this
point that:
If we are to concede that, I hope there are
precedents (and preferably hundreds of them)!
42

The Society’s solvency position following the
completion of the Halifax deal
43 At the beginning of March 2001, Equitable’s
administrative and asset functions were transferred
to Halifax and the Society’s solvency position was
boosted by a £500 million payment in respect of
that transfer.
44

… does point to the need to be careful about
what we say, if we want to be certain that we
are right. Either we should refer specifically to
the position at 8 December, or simply say that
the company is solvent.
41

The Line Manager also informed his Managing
Director that Equitable would like to be able to
report their year-end position as if those
concessions had been in place at the year-end. The

On 21 February 2001, GAD recorded in an internal
discussion that they had thought that Equitable had
accepted GAD’s interpretation of the requirements
of Regulation 72 of ICR 1994 as to whether
assumptions could be made concerning retirement
ages. GAD’s interpretation was that the Regulations
required Equitable to ‘set up a liability to cover the
cash payment that would result from an exercising
of the vesting of the option, at any time that the
option may be exercised’. GAD had estimated that
this would lead to an increase of £200 million in the
reserves required to be held (Equitable had
themselves estimated that it would increase the
reserves required by £250 million).

The FSA and GAD met Equitable on 6 March 2001, in
order to get an update on the key issues that the
Society faced. On the solvency position that was to
be reported within the Society’s 2000 returns, the
FSA recorded that:
… solvency cover was likely to be tight with
only £300m free assets after RMM coverage. In
making this assessment the Society was taking
into account the benefit from the “artificial
bond” concession that had yet to be formally
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applied for or given (which itself would be
worth c£300m). It was also taking into account
the debt from the sale of the Permanent
[Insurance] to Liverpool Victoria which was not
completed until 2001 …
45

Equitable told the FSA and GAD that, as at
31 January 2001 and before they had received the
£500 million from the Halifax deal, it was estimated
that the Society had free assets of approximately
£700 million above its required minimum margin.
The FSA also noted that:
Solvency was boosted by the sale of £1.8bn
of equities and the reduction in the resilience
test. It was thought that current solvency
cover was of a similar magnitude despite the
£500m injection, this was because the FTSE at
c5900 was a lot lower than it was at the end of
January. [Equitable’s Chief Executive] disclosed
that prior to the end of February with weak
equity markets solvency cover was thin.

46

47
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On 8 March 2001, Equitable provided their
estimated monthly solvency figures for 31 January
2001. Those figures showed that the Society had
free assets of £1,930 million to cover its required
minimum margin of £1,215 million.
On 15 March 2001, the FSA’s Managing Director of
Financial Supervision reported to his Board on
Equitable’s solvency position. He informed that
Board that the Society had free assets of
approximately £300 million. However, the Managing
Director pointed out that this solvency position
relied on certain concessions from the requirements
of the Regulations, and that those concessions had
not at that time been granted by the Treasury. The
Managing Director explained that, if those
concessions were not granted, ‘the position will be
very tight’.
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48

During a meeting held on 20 March 2001, Equitable
confirmed to the FSA that they were at that time
following GAD’s interpretation of Regulation 72. The
Society said that, should the FSA accept Equitable’s
interpretation instead, ‘there could be a c£100m
release from reserves’. (The effect of this
adjustment had previously been valued by the
Society at approximately £250 million.)

49

On 27 March 2001, the FSA informed Equitable that
they could not recommend to the Treasury that the
Society’s request for a section 68 Order in respect
of the calculation of the valuation of certain fixed
interest assets (i.e. the synthetic bond) should be
approved.

50

The FSA explained that the reason for this was that
the Treasury had no powers to grant such an Order,
which would have had retrospective effect.
However, the FSA suggested to Equitable that ‘it is
possible for the Treasury to make an order under
section 68 that would require the Society to
prepare its annual returns on a particular basis,
even though that information would relate to a
period that has already ended but has not yet
been reported upon’.

51

On the same day, the FSA were advised by Counsel
that Regulation 72(3) ‘did permit assumptions to be
made as to the age at which the individual would
take benefits’. However, Counsel also advised the
FSA that ‘there was scope for amendments to …
put in a requirement for reserving so that there
was a smooth curve leading to the position where
regulation 72(2) took effect’.

52

On 23 April 2001, Equitable reported to the FSA that
the ‘end of March figures were almost complete
and would show the notable improvement in
solvency following the £500m injection and the
added knock on benefit of the reduction in
resilience’. However, the Society said that: ‘Both the

end of February and March figures are based on
the latest test 2 for resilience, assume the Section
68 Orders for Permanent/equivalent bond but
take a more conservative approach than required
by the regulations for Regulation 72 (assumed age
of retirement). The value of the equivalent bond
concession was estimated at c£200m for the end
of the year, although this would be reduced over
time as the yield curve flattens’.
53

54

Equitable also provided to the FSA their estimated
monthly solvency figures for 28 February 2001.
Those figures showed that the Society had free
assets of £1,500 million to cover its required
minimum margin of £1,200 million.

A great deal of activity was undertaken by the FSA
on this issue to establish what claims could
legitimately have been made by policyholders and
to quantify the potential values of such claims. That
activity is recorded fully within Part 3 of this report.

The implications of Counsel’s opinion were
discussed the following day, during a meeting with
Equitable. The FSA recorded that:
A significant additional reserve would almost
certainly lead to the Society not covering its
[required minimum margin]. The Appointed
Actuary said that if required the Society could
find the amount required in the worse case
scenario (the £1.5bn) but this would mean that
the Society would have to move entirely out of
equities and into gilts.

58

During the first week of May 2001, there was
extensive discussion, between the members of the
FSA’s Insurance Supervisory Committee (who were
responsible for deciding whether to put a
recommendation to the Treasury that a section 68
Order should be granted) and the Society’s
supervisory team, about the section 68 Orders for
which Equitable had applied.

The implications for the Society’s solvency position of
Counsel’s opinion on mis-selling
55 On 8 May 2001, the FSA were informed by the
Society’s Chairman that Equitable had received an
opinion from Counsel which suggested that nonGAR policyholders might have reason to make
claims that the Society had mis-sold their policies.
The FSA immediately turned their attention to the
implications of the opinion for the Society’s
solvency position.
56

57

On the same day, the FSA decided that they should
put their recommendation to the Treasury that the
section 68 Orders in relation to the valuation of
Permanent Insurance within the Society’s 2000
returns and in relation to the valuation of certain
fixed interest assets should be granted. On the
latter Order, the FSA recorded that they had:
… concluded that on balance it supported the
application, largely on the basis there were no
clear grounds for rejecting it. It was agreed that
this should be made clear to the Treasury,
along with the points about the impact and
reasonableness of Equitable Life’s tendency to
use the most favourable valuation basis to it.

59

Also on 9 May 2001, Equitable provided their
estimated monthly solvency figures for 31 March
2001. Those figures showed that the Society had
free assets of £2,020 million to cover its required
minimum margin of £1,150 million.

60

On 21 May 2001, the Treasury raised a number of
concerns with the FSA about the FSA’s
recommendation that the section 68 Order, in
relation to the calculation of the valuation rates of
interests for certain fixed interest assets, should be
granted. The Treasury explained that their concerns
centred on ‘consistency and presentation’.
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61

On 31 May 2001, the FSA provided to the Treasury a
further explanation of the justification for their
recommendation. The FSA also recorded at that
time that the Society believed that the Order
would improve its solvency position by
approximately £150 million to £200 million.

62

On 8 June 2001, the Treasury granted the two
section 68 Orders (in relation to the valuation of
Permanent Insurance and the calculation of the
valuation rates of interests for certain fixed interest
assets) which had been requested by the Society.

63

64

These are all permissible and previously agreed
with the FSA. However, their use clearly eats
into any conservatism in the basic valuation
regulations.
In relation to the strength of the valuation basis
used by Equitable, the Appointed Actuary advised
the Board that:

On 10 July 2001, the FSA’s Head of Actuarial Support
commented on the emerging legal opinion of
Counsel who were advising the FSA, saying that:

In present investment market conditions, this
would very likely mean that the company was
insolvent.
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Around this time, Equitable sent to the FSA copies
of four papers which had been prepared for their
Board. In one of those papers, the Society’s
Appointed Actuary commented on the financial
position for the year-end 2000, as presented in its
returns. The Appointed Actuary advised the
Society’s Board that:
It should be noted the £411m of free assets is
after taking credit for the reinsurance benefit
(£808m) and future profits (£1000m). It also
ignores the value of the subordinated debt
liability of £346m.

The Society submitted its 2000 regulatory returns
to the FSA on 28 June 2001. The solvency position
shown in Form 9 of those returns said that, as at
31 December 2000, Equitable had free assets of
£1,632 million to cover their required minimum
margin of £1,221 million. A full description of the
content of those returns is contained within Part 3 of
this report.

[Counsel for the FSA] is looking at possible misselling claims for all with-profit policies sold
from around 1996 as being a possibility (though
his view may well differ from [Counsel for
Equitable] who has so far come at his from a
rather different angle). The present policy
values in respect of this business are likely to
be of the order of £10bn, so that if the
quantum of claim were say 15% of policy value
(and it could be higher on the approach he is
looking at), we could have mis-selling liabilities
of £1.5bn or more.
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In arriving at the valuation, specific assets are
hypothecated to particular liabilities, and
reallocated in the resilience scenarios. I believe
that the process we used is close to the best
achievable.
Overall I think that whilst prudent in all
respects according to the valuation
regulations the Directors should be aware that
it would, in my view, not be possible to
produce a satisfactory valuation which
produced a materially higher net asset
position at 31/12/2000.
66

At a meeting with PIA held on 18 July 2001, the FSA
reported that they thought that a recent statement
made by the Society’s Chairman regarding the
solvency of Equitable was ‘arguably misleading’.

67

It was agreed that the FSA should issue a Notice
under section 44 of ICA 1982, requiring the Society
to provide monthly financial information and to
demonstrate that it was solvent under the
requirements of both ICA 1982 and the Companies
Act 1985. However, the FSA did not in fact impose
formal reporting requirements on the Society.
Instead, they asked for enhanced reporting but on
an informal basis, so as to provide the FSA with
‘greater flexibility to update the form and content
of the information to reflect concerns at any
particular time’.

68

It was also agreed that there should be an
independent review of Equitable’s financial
condition, to be carried out within three to four
weeks.

69

On 18 July 2001, the FSA provided answers to certain
questions which had been raised by the Economic
Secretary to the Treasury. On solvency, the FSA
advised that:

Policyholders Protection Board would in the
first instance seek to secure a transfer of
policies to another insurer. It would be able to
provide financial assistance to achieve that.
Alternatively, the business could be placed in
liquidation and policyholders would be paid
compensation up to 90 per cent of the
guaranteed value of their policy at the point of
liquidation.
70

In the initial scrutiny of the Society’s 2000 returns,
undertaken by the FSA on 19 July 2001, it was noted
that the absolute level of coverage for the required
minimum margin was a matter ‘of concern’ and that,
even with the sale of assets to Halifax (which had
improved the Society’s free assets), ‘the position
remains tight’.

71

On 20 July 2001, Equitable provided their estimated
monthly solvency figures for April, May and June
2001. The figures for 30 April 2001 showed that the
Society had free assets of £2,005 million to cover its
required minimum margin of £1,155 million. The
figures for 31 May 2001 showed that the Society had
free assets of £1,790 million to cover its required
minimum margin of £1,140 million. The figures for 30
June 2001 showed that the Society had free assets
of £1,780 million to cover its required minimum
margin of £1,120 million.
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Equitable also informed the FSA that:

We are satisfied, on the basis of the latest
figures supplied by the company, that it
continues to meet its solvency margin
requirements. As the company has made clear
in its Annual Report and in its regulatory
returns, it continues to face some fundamental
uncertainties…
There are however uncertainties, including in
relation to the opinion on mis-selling which is
due shortly (the FSA is also doing work on this
topic). Subject to those uncertainties, at this
stage, we do not think insolvency likely and we
have been assured by the appointed actuary
that there are further steps the company can
take to avoid that, such as by cutting terminal
bonus further … If however insolvency was
unavoidable, this would trigger the operation
of the Policyholders Protection Act where the

Last week I sent you our “ready reckoner
solvency” matrix. Using this type of
methodology we estimate the statutory
solvency position daily and at the low point of
the market at around lunchtime on 19 July 2001
when the FTSE 100 stood at 5320 it is likely that
the cover ratio was about 1.0, i.e. just covering
the required minimum margin. As discussed,
and is clear from the matrix further equity
market falls could lead to the required
minimum margin being breached.
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On 23 July 2001, in response to the latest version of
Counsel’s opinion on the potential for mis-selling
claims to be made against the Society, the FSA’s
Head of Actuarial Support commented that ‘the
potential liability could still be around £2-3 billion’.

74

Later that day, the Head of Actuarial Support
commented that the financial implications for
Equitable looked ‘quite bleak’, and he said that:

76

[FSA’s Chairman] said that something between
£3 [billion] and £5bn would make [Equitable]
solvent. [FSA’s Director of Insurance] said that
it was difficult to assess what additional
contribution to the pot might be necessary to
make a s.425 scheme attractive to [Equitable]
policyholders. But while the insurance industry
would probably not be keen on a rescue, it
might be readier to consider this if the
government was involved. [FSA’s Chairman]
said that if the government put money into
the company, it would be interpreted as a
problem with the past regulatory regime.

If, for example, they are likely to incur misselling claims on all post-1993 policies, then the
liability could be around £3-4 billion, which
would be well beyond their current free
reserves on a Companies Act basis of around
£1½ billion. If the potential claims extend back
to 1988 or even earlier, then the situation is
clearly even worse.
Even if the Limitations Act applies (which
seems very odd to me as a layman given that it
was not the fault of the policyholders that
they could only have been likely to have
become aware of the alleged non-disclosure in
1998 or even later), then the liability could be
around £2½ to £3½ billion, assuming that there
would be a liability in respect of all premiums
paid in the last 6 years. The result is still then
likely to be insolvency.
The weekend of 28 and 29 July 2001
75 Leading up to, and immediately following, the
weekend of 28 and 29 July, there was a great deal of
activity concerning whether the Society was solvent
and whether it could continue as a going concern.
The details of those events are described in full
within Part 3 of this report, and I will not repeat all
of them here. However, there are five key events
from this period which I will highlight.
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First, there was a review of the situation by the
three authorities responsible for financial regulation
and stability. On 25 July 2001, a meeting of the
Tripartite Standing Committee considered the case
for intervention by the authorities and whether
there existed arguments for an injection of public
funds into Equitable. The note of that meeting
recorded the following:

77

Secondly, on 26 July 2001 the FSA approached the
Association of British Insurers to see if an industry
rescue could be arranged. The initial response was
that such a proposal was unlikely to receive the
support of the industry.

78

Thirdly, on 27 July 2001 the FSA served a Notice on
Equitable. The requirement of that Notice, which
was issued pursuant to section 44(2B) of ICA 1982,
was that:
… the Society shall furnish the FSA on 20
August 2001 with a report by [a named
company] analysing the financial position of
the Society as at 30 June 2001 (or such later
date as shall in the opinion of [the named
company] be practical) such analysis to be in
accordance with, and contain the information
set out in Appendix A to this Notice.

The FSA explained that their rationale for serving
this Notice was as follows:
In order for us to assess the solvency of the
Society, both to determine the baseline
financial position against which the proposed
compromise scheme needs to be assessed and
to consider which of all options open to the
Society best protects policyholders’ interests,
we consider it necessary to have a report
prepared by a firm which is independent from
the Society.
79
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Fourthly, over this period the FSA and the Treasury
considered whether Article 4 of Equitable’s Articles
of Association meant that the amount of their
liabilities would reduce in line with their assets.
They also considered whether the prudential
regulators possessed powers to prevent Equitable
from using Article 4 to reduce the guaranteed
amounts payable under their contracts.
Finally, on 29 July 2001 the Society informed the FSA
that the Board had concluded, that morning, that:
The Society appeared to be solvent on every
basis for calculating solvency.
The FSA noted that, in reaching that conclusion, the
Society’s Board had taken a ‘rational, worst case
basis’ for assessing mis-selling liabilities of
£900 million.

81

Throughout August 2001, the prudential regulators
and the Society continued to attempt to establish
some certainty on both the status of possible misselling claims and the quantification of those claims.
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On 21 August 2001, the FSA returned their attention
to the Society’s 2000 returns, having asked some
questions of Equitable following their initial scrutiny
of the returns on 19 July 2001.

The results of the report into the Society’s solvency
position
83 On 24 August 2001, the FSA were given a
presentation of the results of the review of
the Society’s solvency position as at the end of
June 2001. The FSA were told that Equitable had
assets above their required minimum margin of
£758 million. However, when reporting on the
presentation to his Chairman, the FSA’s Line
Manager pointed out that:
These figures do not take into account any
explicit liability for future discretionary
bonuses or for compensation to non-GARs.
The Line Manager went on to say that:
In effect, on all three bases, [the company]
have quantified the surplus assets that are
available to pay the mis-selling and, after that
has been paid, to fund future (noncontractual) bonuses. In advance of the
finalisation of the work quantifying the misselling claims it is not possible to reach a
definitive conclusion on Equitable Life’s ability
to fund those claims. However, based on the
preliminary work that has been done the level
of surplus assets reported by [the company] as
being available to meet those claims does not
give us any cause for concern.

Disclosure of the side-letter to the IRECO reinsurance
treaty
84 On 14 September 2001, the Society’s Appointed
Actuary wrote to the FSA to inform them that a
side-letter, dated 1 April 1999, to the Financial
Reinsurance Treaty had come to light. He reported
that this ‘purports to clarify the position if the
balance insured and outstanding exceeds £100m
sterling’ and said that the Society had sought legal
advice about the implications of the letter, but that
this had been unclear.
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Reliance had been placed within the Society’s 2000
returns on the financial reinsurance arrangement
when setting the mathematical reserves. The Treaty
giving effect to this arrangement had been
amended for a second time in August 2000, in an
attempt to reflect the changed position of the
Society after the decision of the House of Lords in
the Hyman litigation.
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On 28 September 2001, the FSA met the Society to
discuss the side-letter. The Society said that it had
been passed by the former Appointed Actuary to
his successor on 7 August 2001. The day before the
meeting, the reinsurer had informed the Society
that it felt that the side-letter gave them the option
to cancel the Treaty if the £100 million trigger level
were reached.

86

After this change, the Society took credit in its main
valuation of £808 million for the financial
reinsurance arrangement. The Society’s 2000 returns
disclosed that its assets exceeded the sum of its
liabilities and its required minimum margin by £411
million.
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On 21 September 2001, Equitable provided their
estimated monthly solvency figures for 31 August
2001. Those figures showed that the Society had
free assets of £1,733 million to cover its required
minimum margin of £1,053 million.

The Society had not accepted this, citing legal
advice it had received that the side-letter was not
necessary to interpret the Treaty. However, the
Society had been concerned that, in the event of a
dispute between the parties and if that dispute
became subject to arbitration, which would be
heard in Ireland where the reinsurer was based, the
letter might have some force.

88
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On 24 September 2001, the FSA received a fax from
the Society, enclosing a copy of the side-letter. The
side-letter said that it was not intended to be
legally binding but to clarify the intentions of the
parties, that if any claim exceeded £100 million then
the Treaty would be cancelled by mutual
agreement, that the Society would not draw cash
pursuant to the Treaty and that the purpose of the
arrangement had been to create flexibility for the
Society in reserving.
A handwritten note was made on the Society’s
fax by an FSA official, which recorded that the
side-letter had not been seen before, that the
intention to cancel the Treaty if the withheld
amount exceeded £100 million was at odds with
what GAD and the FSA had been told in February
1999, and that the undertaking not to draw cash
could invalidate the reinsurance offset to the
Mathematical Reserves shown in the returns.
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FSA’s exercise of powers pursuant to ICA 1982 to
require the Society to produce a plan for the
restoration of a sound financial position
92 By the beginning of October 2001, the FSA had
reached a view of their best estimate of the level of
provision for mis-selling that Equitable should be
required to hold. On 1 October 2001, the FSA’s Head
of Actuarial Support had concluded that:
The overall accounting provision … after taking
account of the probability of success could
then be around £300 - 550 million, with a best
estimate likely to be in the range of £400 £500 million. For the FSA returns, we would
expect to see a greater margin for prudence,
and probably a contingent liability for
potential recission claims, which might indicate
a provision of between £600 and £700 million.
93.

On 4 October 2001, the Head of Actuarial Support
commented on the credit that could be taken for
the reinsurance treaty, saying that:

profits business and whether the level of reserves
was consistent with the Society’s policyholders’
reasonable expectations. The issues related to
whether Equitable had fully explained to
policyholders how they operated the market value
adjuster. The following day, the FSA’s Head of
Actuarial Support commented that:

In view of the letter apparently received from
IRECO saying that they would intend the treaty
to be cancelled if the claim ever exceeded
£100 million, I think it would be very difficult
for Equitable to take credit for more than this
amount in a “prudent” statutory valuation,
where the actuary has to take account of both
the credit and legal risk under this reinsurance
agreement.
94

The following day, Equitable provided the FSA with
an update on their solvency position under three
different bases. Under the Society’s normal
valuation basis, yet still taking into account ‘the full
effect of the reinsurance treaty for GAR liabilities’,
it showed assets in excess of its required minimum
margin of £150 million. Equitable explained that they
had included in this valuation a provision of £220
million for any mis-selling of non-GAR policies.

95

In the light of this information, the uncertainty in
relation to the reinsurance treaty, and their own
work on the quantification of potential mis-selling
liabilities, on 9 October 2001 the FSA exercised the
power to require the Society to produce a plan for
the restoration of a sound financial position. The
FSA stated that:
Section 32(4) of the 1982 Act gives the FSA
power to require the production of a plan for
the restoration of a sound financial position in
the event that a company has failed to
maintain the prescribed margin of solvency. In
present circumstances the FSA must now
formally ask for the submission of such a plan
within 2 weeks of the date of this letter.

96

On 16 October 2001, the FSA returned their
attention to the valuation basis that the Society had
used in its 2000 returns. The FSA raised a number of
questions in relation to how Equitable had reserved
for surrender values for their accumulating with-

At end-2000, the reserves held were broadly
equal to the guaranteed fund without any
discounting. Therefore, the surrender value test
was not relevant in the base scenario at that
stage. However, I would agree that in view of
the fall in equity markets since then, and the
discounting of the guaranteed benefits that is
now being applied, we do need to be satisfied
that these reserves take account of the
underlying current PRE surrender value.
97

The FSA met the Society again on 22 October 2001.
The meeting notes record that Equitable had been
conducting negotiations with the immediate parent
company of the reinsurer to clarify the situation.
The meeting notes also record that the proposals
that had been put forward by that parent company
as a means to resolve the issue were unacceptable
to both the Society and the FSA.
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It was agreed that the FSA would meet the reinsurer
because of the regulatory significance of the issue
and the need to resolve matters, so that any
ongoing uncertainty did not introduce further
instability into the financial position of the Society
at a time when it was seeking a way of
compromising the competing claims of its
policyholders.

99

On 25 October 2001, Equitable provided their
estimated monthly solvency figures for
30 September 2001. Those figures showed that the
Society had free assets of £1,340 million to cover its
required minimum margin of £1,006 million.
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100



the renegotiation of the IRECO reinsurance
treaty;



the switching of funds from equities into fixed
interest securities; and



the Compromise Scheme.

A full description of the Society’s plan is contained
in the entry for this date within Part 3 of this report.
101

The FSA met the parent company of the reinsurer
on 1 November 2001. The parent company stated
that, in their view, the financial reinsurance
arrangement had always been intended to be a
‘riskless’ transaction. The FSA explained that that
had ‘very definitely not [been] our view at the time,
of the basis of the information we were given’.

102

Further discussions to renegotiate the terms of
the arrangement took place. A draft of the
amended arrangement was supplied to the FSA on
8 November 2001. On 12 November 2001,
consideration was given by the FSA to the effect of
the Treaty as it now stood in draft. The Head of
Actuarial Support stated that he believed that the
maximum reserving benefit that the Society could
take was £250 million, based on the 10% cash
payments allowed under the Treaty. The Line
Supervisor responsible for the Society gave his view
that the Treaty was still ‘little more than window
dressing and the reinsurer has no intention of
assuming any serious risk at all’.

103
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explained the uncertainty which existed over the
credit that could be taken for the reinsurance treaty,
and said that:

On 26 October 2001, Equitable provided the FSA
with their plan for the restoration of a sound
financial position. The Society’s plan comprised of
three elements, those being:

On 15 November 2001, the FSA’s Chairman wrote to
the Economic Secretary to the Treasury to inform
her of the Society’s financial position. The Chairman
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This problem, together with the effect of
various market movements, and the need to
reserve for potential mis-selling claims
following delivery of the Opinions of [Counsel
for Equitable and Counsel for FSA], result, on
our assessment, that the Society could be in
breach of its solvency margin requirement by
some £200m.
104

On 16 November 2001, the Society’s Appointed
Actuary wrote to the FSA to ask about the offset
that the Society could take within its returns if the
new Treaty were to be signed. The Appointed
Actuary suggested that, in his view, a £600 million
offset was appropriate, based on the amount of
the reserve (not discounted), but reduced by
£100 million to allow for the new additional premium
that was required by the updated Treaty. The Society
asked the FSA to agree to this credit in writing.
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On 20 November 2001, it was agreed within the FSA
that the prudential regulators should accept that
the effect of the Treaty was that an offset could be
taken within the Society’s returns but that it was
not yet clear what the amount of this should be.
The amount would be calculated by reference to
the cash available to the Society, which it was
suggested might be in the range of £250 million.
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On 22 November 2001, the FSA were advised by
Counsel that the existence of the side-letter to the
reinsurance treaty added nothing to the provisions
within the reinsurance treaty itself and that there
would have been no need to renegotiate the treaty
if the ‘Reinsurance Claims Amount’ had exceeded
£100 million. However, on the credit that could be
taken for the reinsurance treaty, the FSA recorded
the following:

that it must properly disclose the effect of the
revised agreement, so that policyholders are
made aware of the impact on Equitable’s
financial position for regulatory purposes.

Could [Equitable] call [in the Reinsurance Claims
Amount] in cash? [Equitable’s solicitors] said no.
[Chief Actuary C] said makes treaty worthless
then. [Counsel] agreed.
Need clarity that [the Reinsurance Claims
Amount would] be [payable] in cash by IRECO
on [liquidation, otherwise] only thing you can
take credit for is the 10%.
107

The FSA informed Equitable, that day, that they
should not take credit in their returns for the
reinsurance treaty of more than £350 million.
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On 23 November 2001, the FSA issued a press
statement about the disclosure of the side-letter to
the reinsurance treaty. The statement said that the
FSA:
… took the view that the contents of the letter
raised questions about the true value of the
reinsurance contract that Equitable Life had
entered into in early 1999 and which was
shown in its regulatory returns. The FSA
concluded that, had it been aware of the letter
at the earlier stage, it would not have been
prepared to accept the reinsurance
arrangements as providing as much security
for reserving purposes as was in fact taken.

109

FSA also stated:
On the basis of the information received by
the FSA, Equitable Life continues to meet its
regulatory solvency requirements even taking
account of the lower credit for the revised
reinsurance policy.
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On 26 November 2001, Equitable provided their
estimated monthly solvency figures for 31 October
2001. Those figures showed that the Society had
free assets of £1,395 million to cover its required
minimum margin of £985 million.

113

There remained a number of issues which were yet
to be resolved before the new regulatory regime
came into force, at which time my jurisdiction over
the relevant events ended.

114

Those issues included whether Equitable’s approach
to discounting the reserving established for their
accumulating with-profits policies was consistent
with policyholders’ reasonable expectations. The
regulators also continued the discussions on the
credit which could be taken for the financial
reinsurance treaty, an issue which was also by that
time linked to the success of the Compromise
Scheme, to which I return later in this Chapter.

The statement went on to say that the FSA:
… has seen and reviewed the terms of a
renegotiated reinsurance agreement and has
confirmed that it has no objection to them.

110
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The information provided by the FSA

However:
115

… in the light of advice from leading Counsel,
the FSA has taken the view that the value that
Equitable Life should reasonably ascribe to the
reinsurance contract is lower than it previously
took. The FSA has made clear to Equitable Life

Throughout the post-closure period, the FSA were
contacted by many policyholders seeking
information and advice about the position of the
Society and about their own options. In response to
this, the FSA decided that they would provide
general information to assist those policyholders.
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We have been monitoring Equitable Life’s
financial position closely, and on the basis of
the information available to us, we are
satisfied that it continues to meet its
regulatory solvency margin requirements.
Nevertheless, Equitable Life made clear in its
annual accounts and in its regulatory return (a
report that [they] must make to us), that it
continues to face some fundamental
uncertainties – for example, in relation to the
cost of its liabilities to the Guaranteed
Annuity Rate (GAR) policyholders. The
proposed compromise scheme is designed to
address those uncertainties.

The information provided by the FSA during the
relevant period can be divided into three types:
general information provided on websites and in
press notices; responses to individual
communications from concerned policyholders;
and the published assessment of the Compromise
Proposals that was published in December 2001.

General information
117 On 14 December 2000, the FSA put the following
information on their website:
The FSA is:


monitoring the Equitable’s position closely;



making sure that policyholders are given timely
and comprehensive information so that they
can consider their options fully;



requiring the Equitable to have effective
arrangements for dealing with any complaints
they receive; and



the Equitable has, with the encouragement of
the FSA, established a process for helping
policyholders to decide whether they should
take any immediate action.

Since current Equitable policyholders may be
asking other firms for advice, the regulators will
shortly be reminding all firms of their obligations
to give suitable advice, taking properly into
account the personal circumstances and
aspirations of their customers.
118
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On 8 October 2001, the FSA noted that, in response
to the question ‘is the Society solvent?’, their
website had stated for some time that:
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It was said that this was also the line that had been
taken consistently by the FSA’s press office.

Specific responses
120 I have also reviewed the many files of policyholder
correspondence held by the FSA. Having done so, it
is clear to me that, for understandable reasons, the
FSA developed and used standard paragraphs to
include in responses to individual policyholders
who wrote to them following the Society’s closure
to new business. On occasion, they also replied on
an individual basis, tailoring their reply to the
specific points raised with them. What follows
largely refers to the standard paragraphs that were
used by the FSA on many occasions.
121

Prior to the closure of the Society to new business,
the FSA often used the following standard
paragraph in responses to communications from
policyholders:
Your letter questions the solvency of the
Society. As regulator, the Financial Services
Authority monitors the financial position of
insurance companies carefully. We are satisfied
on the basis of the information provided to us

that, even after having made appropriate
provision to cover benefits on a basis
consistent with the House of Lords ruling, the
Equitable continues to satisfy regulatory
requirements under the Insurance Companies
Act 1982.
122

marketing its products, which could be
damaging to the business.
125

Another standard paragraph stated:
… as you may be aware, the Society takes the
view that its financial position has now been
weakened and that the future interests of
policyholders will be best protected by seeking
a buyer for the business. This would enable the
Society to raise additional capital to support
its future business.

123

(i) I would point out that the Society remains
solvent and will continue to pay out benefits
and accept premiums under existing policies;
(ii) I should point out that the company continues
to be solvent and to meet the statutory
requirements for insurance companies;

In relation to early criticisms that the prudential
regulators were failing to prevent the Society from
advertising for new business in the light of the
House of Lords’ judgment, the FSA often replied:

(iii) I can assure you that the Equitable remains
solvent, existing policies are still valid and the
Company continues to be able to meet its
contractual obligations to policyholders; and

… given that the Society continues to meet the
relevant statutory requirements and is
therefore able to continue to trade, we see no
reason why the Society should not continue to
advertise to attract new business.
124

Less than a month prior to closure, the FSA also felt
able to deal with the way in which the Society had
acted in relation to its regulatory obligations:
As regulator, the FSA monitors the financial
position of insurance companies carefully. We
are satisfied on the basis of the information
provided that the Equitable continues to be
solvent and satisfies all relevant regulatory
requirements under the Insurance Companies
Act 1982. As the Equitable continues to be a
going concern, complying with the relevant
regulatory requirements, we do not share your
view that it should be prevented from

For natural reasons, the volume of communications
from Equitable’s policyholders greatly increased
when the Society closed to new business. The line
taken by the FSA in response to such
correspondence included the following standard
material:

(iv) The Equitable remains solvent, existing policies
are still valid and it continues to be able to
meet its contractual obligations to its
policyholders.
126

In response to correspondents seeking specific
information about the position of the Society, in
January 2001 the FSA replied:
You asked for some reassurance concerning
the future security of your investments with
the Equitable. The Equitable remains solvent,
existing policies are still valid and it continues
to be able to meet its contractual obligations
to its policyholders. Of course, the FSA also
continues to monitor closely the operations of
the Equitable in accordance with our powers
under the Insurance Companies Act 1982 and
the Financial Services Act 1986.
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In February 2001, the FSA wrote:

130

It might be helpful if I first clarify that while the
Equitable announced on 8 December 2000
that it would from that day close to new
business, the Equitable was solvent and
remains so, complied with all relevant
statutory solvency requirements for insurance
companies, and was able to meet its
contractual obligations to its policyholders.
128

You ask whether anything is being done to
compensate policyholders for the reduction in
policy values. This reduction was to bring the
value of policies on maturity or surrender into
line with the value of the underlying
investments which have fallen considerably as
a result, in part, of recent falls in stock market
values. This was to ensure that those leaving
the Society were not paid more than a fair
share of the funds. Our understanding is that
the Equitable’s overall policy values, which
include an element in respect of expected final
bonus at maturity, were expressly stated not to
be guaranteed except when the policy matures
or at other contractual dates when funds can
be withdrawn without penalty.

From June to August 2001, one of the standard
paragraphs used by the FSA was:
We are satisfied, on the basis of the latest
figures supplied by the company, that it
continues to meet its solvency margin
requirements. The company has made it clear
in its Annual Report and in its regulatory
returns, that it continues to face some
fundamental uncertainties.

129

Following the policy value cuts in July 2001, the FSA
would reply to correspondents, saying:
Equitable Life, like many companies, is having
to cope with very difficult investment
conditions. The position is that policies have
notionally been growing in value at an
annualised interim rate of 8 per cent. However,
because of the current investment climate, the
returns on the with-profits fund over the last
couple of years have been minimal. The
notional increase in policy values has therefore
been eating away at the company’s free assets.
The board has therefore decided it is time to
act to bring policy values back into line with
the value of the assets that back them, and to
reset the interim rate of return at a sustainable
level. The guaranteed elements of any policy
values will not be affected.

192
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In August 2001, the FSA informed a policyholder
who asked about possible compensation being
made available to mitigate the effects of the policy
value cuts:

131

The standard response from the FSA, when asked
what the reasons for the policy value cuts were and
whether regulatory failure had played any role in
the events at the Society, was:
I am sorry that you feel the information you
received from us regarding the Equitable Life
Assurance Society (the Equitable) was incorrect
in light of the recent announcement about the
reduction in policy values. It might be helpful if
I clarify why this reduction has occurred.
The Equitable announced that it would have to
reduce pension policy values by 16 per cent and
not award any growth for the first six months
of 2001 because of:


heavy falls in stock markets over the last
18 months;



the need to align policy values so they do
not exceed the value of the investments
underlying them; and



the number of policyholders taking their
benefit out on retirement

information is available to policyholders as
developments happen. And that the Equitable
continues to give support and advice to its
customers.
134

The Equitable is not the only life assurance
company reducing final bonuses because of
falls in the stock market.
132

Our advice to policyholders has not changed.
Policyholders will need to think carefully about
the options open to them, and the
consequences of those actions. We would also
recommend policyholders consider carefully
whether to take independent advice on their
position. In considering your options you will
wish to be aware it is often possible to transfer
or surrender policies. However, where that is
possible, surrendering or transferring withprofits policies at points other than on
contractual dates may result in policy values
being reduced. Contractual dates might be
maturity, retirement or other dates which may
be specified in the contract. Policyholders
withdrawing funds at such specified dates are
not affected by these adjustments, nor are
most of those with unit linked policies. You will
need to check the terms of your policies or
with the Equitable to establish the position as
it relates to your policies.

On 5 January 2001, the FSA also wrote in the
following terms to a policyholder, concerning what
might happen should Equitable become insolvent:
However, should the need arise, there is a
scheme designed to assist with the transfer of
policies or arrange compensation.
The immediate objective of the scheme would
be to arrange for your contract to be
transferred to another provider to ensure
continuity of cover as the case may be. If that
were not possible, the scheme provides for
compensation to be paid, generally of 90% of
the contractually guaranteed benefits at the
time of the insolvency.

133

On the role of the regulators, the FSA explained to
policyholders that:
The Financial Services Authority… has, in
accordance with its statutory objectives, been
actively working in a number of areas to
protect the interests of the Equitable’s
policyholders. We have been carefully
monitoring the Equitable to ensure that it
continues to meet the requirements under the
Insurance Companies Act 1982 and complies
with the rules of the Personal Investment
Authority. We are working with the Equitable
to try to make sure that clear and appropriate

The FSA also was often asked for advice as to what
an individual policyholder should do in the light of
the ongoing uncertainty surrounding the future of
the Society. A standard reply given was:

135

Finally, while the proposals for the Compromise
Scheme were being developed, those who
contacted the FSA were often told that:
The main effect of the closure to new business
was that at the time, the Equitable thought it
would have to hold a higher proportion of its
funds in more secure investments, such as gilts,
which might have led to a slight reduction in
returns. The Equitable has since announced
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would be to the particular detriment of the
remaining policyholders.

plans to buy out rights to an annuity at
guaranteed rates, which it believes would
provide a degree of certainty for policyholders
going forward. The Equitable also believes that
the increased certainty would allow it to
release statutory reserves held to cover the
GARs and, combined with the amounts
payable by Halifax, this would restore the
company’s investment freedom for the future,
thereby enabling it to operate more like an
open fund. We understand that details of the
proposals will be announced over the summer.

GAD’s report continued:
The Insurance Companies’ Regulations and the
actuarial guidance do not require companies
to reserve for Terminal Bonus in statutory
valuations, and most companies/societies take
advantage of this exemption. When Terminal
Bonus is paid on a claim, the cost is met from
the Society’s free assets. However, as shown …
above, we do not believe the Equitable have
any free assets of any size. There is therefore a
danger that if the Equitable allow out-going
policyholders to leave the fund on terms which
are too generous, there could then be
insufficient assets available to meet the
guaranteed benefits of the remaining
policyholders. The whole situation is very
delicate, and needs to be handled carefully.

The FSA’s consideration of Equitable’s
bonus declaration for 2000 and the July
2001 policy value cuts
136
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At several points over this period, the prudential
regulators raised the matters of the level of benefits
that Equitable were paying out on their policies, the
amount of bonus that would be declared for the
year 2000 and the interim rate to be used going
forward, and the relationship between policy values
and asset shares.
In their report to the FSA on reserving and related
issues, GAD said that they could not say whether
the current level of a 10% market value adjustment
applied to non-contractual surrenders was the
correct one. GAD’s report noted:
However, we understand from figures supplied
[by Equitable’s auditors to Prospective Bidder A]
last month, that Equitable are overpaying (on
monies leaving the fund) at 30.09.00 at the rate
of £2.3bn (across the whole portfolio) and this
suggests that some correction to the level of
payouts is overdue. In the normal course, the
Society would seek to recover this
overpayment in future years, but in the
situation they now find themselves in, this
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On 21 December 2000, GAD suggested to the
FSA that they should discuss with Equitable the
year-end bonus declaration and the impact of this
on the Society’s reserves. Also on that day, GAD
suggested that Equitable should be questioned on
the current level of payouts, and how those payouts
compared to asset shares. GAD also suggested to
the FSA that the Society should be asked to explain
why, according to its auditors’ figures, the ‘“deficit
on the smoothing account to recover in future”
stood at £2.3bn. at 30.09.2000’. GAD advised the
FSA that this:
… suggests that the underlying amounts
payable on termination are currently too high.
Answers to these questions will help us to
understand the dynamics of the business and
the ramifications of those leaving the fund on
the continuing policyholders.
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The regulators raised the question of the bonus
declaration with Equitable on 16 January 2001. GAD’s
note of that meeting recorded that the Society was
expecting not to declare any bonus that year, as it did
not have sufficient emerging surplus. GAD also noted
that Equitable were reviewing the interim bonus of
9% which was being applied to maturing policies.
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On the bonus declaration for 2000, the FSA noted
in a meeting held on 20 February 2001 that: ‘The
[Appointed Actuary] proposed to postpone the
2000 bonus notice until after the vote on the
accommodation. If there was a positive vote it
may be possible to offer a [guaranteed] bonus to
everyone for 2000 of possibly 4%, (although as
3.5% is guaranteed under some GAR policies the
real additional cost of this bonus was effectively
the same as a 1% bonus across the board)’.
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On 30 April 2001, the FSA realised that Equitable’s
Companies Act annual report and accounts had
been published. Within those accounts, it was said
that the Society had decided to maintain the
interim rate of bonus at 8% until further notice. It
appears that the FSA gave no further thought to
those matters until the issue of the July 2001 policy
value cuts emerged.
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At the time that Equitable submitted their returns
at the end of June 2001, the Society wrote to the
FSA to inform them that its Board intended to
address the situation which existed, namely that
policy values exceeded asset shares.
On 10 July 2001, the FSA received copies of four
Equitable Board papers on the issue. A full
description of these papers is included within the
relevant entry for this date in Part 3 of this report.
Following Equitable’s announcement, made on
16 July 2001, that the Society’s Board had decided to
cut policy values by 16%, the Treasury asked the FSA
a number of questions. In response to the Treasury’s

questions ‘Do you consider saying anything about
yesterday’s announcement?’ and ‘Did you consider
urging EL to make it sooner, or saying something
yourselves beforehand?’, the FSA said:
We considered carefully whether it would be
helpful for the FSA to make an announcement
in parallel with that from Equitable Life. We
concluded that there was nothing that we
wished to say proactively since this was an
announcement by the company. However, we
prepared lines to take in response to enquiries
and were in close touch with the company to
review the proposed terms of its statement to
ensure that it was appropriately expressed. The
announcement was made as soon as practicable
after the board had decided on its course of
action, so an earlier announcement was never a
possibility. It should also be remembered that
part of the reason for the need for such
extreme action was the continuing decline in
the financial markets at a time when Equitable
Life policies were continuing to attract notional
annual growth of 8 per cent taking the value of
the policies and the assets further out of line.
In response to the Treasury’s question ‘How does
the size of yesterday’s revaluation compare with
market movements generally over a directly
comparable period?’, the FSA said:
The adjustment to policy values, as compared
with the year end position, was of 16 per cent.
The FTSE 100 closed at about 6220 on
31 December 2000; on 17 July 2001 it closed at
5430, a fall of about 13-14 per cent. However,
at the year end, policy values were already
some way ahead of the value of the underlying
assets because of the continued application of
an 8 per cent interim rate of return. The overall
effect is to reduce policy values to close to the
value of the underlying assets at the present time.
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The development of the Compromise
Scheme and the FSA’s consideration of
that Scheme
144

Throughout the post-closure period, the Society
sought the means to stabilise its financial position
in the light of its precarious financial position and
the competing claims of different groups of
policyholders. In particular, the Society sought to
resolve any possible claims for mis-selling from
policyholders who did not have policies with
guaranteed annuity rates and to mitigate the
potential detrimental impact on its solvency
position of the open-ended liabilities arising from
top-ups, which those policyholders with policies
which contained guaranteed annuity rates were
contractually allowed to make.

145

Having analysed the various options open to it, the
Society decided that the best means of ensuring
such stability was to compromise the claims of
policyholders through a scheme of arrangement
under the Companies Act 1985.
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The preparations for this Scheme were undertaken
throughout the period covered by this Chapter and
it is impractical to seek to summarise those
developments here, although as can be seen from
Part 3 of this report, the Society kept the FSA
regularly informed as to the progress on putting
such a scheme in place.
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The role of the FSA in such a scheme was explained
by the FSA in their published assessment of the
Society’s proposals. It was noted that while ‘the
Companies Act does not give the FSA a formal role
in the process… it has general regulatory powers…
to take action in relation to the Compromise if it
considers it appropriate in order to protect the
interests of policyholders’.
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FSA assessment of the Compromise Scheme
148 On 19 November 2001, the FSA wrote to Equitable
concerning their proposals for a Compromise
Scheme. This followed an extensive dialogue
between the prudential regulators and GAD, on the
one hand, and the Society and its advisers on the
other, which is set out within Part 3 of this report.
149

The prudential regulators listed a number of
matters that remained to be resolved to their
satisfaction but concluded that, subject to the
resolution of these matters, the FSA ‘would be
content for its view to be recorded in the Scheme
documentation in the following terms’, namely
that:
The Scheme has been formulated by the
Society, which has satisfied itself about the
fairness of the offer and the detail of the
terms. The Society is also responsible for
determining and disclosing its financial
condition. The FSA’s review has been directed
to deciding whether it should exercise powers
to intervene to prevent the Scheme being put
to policyholders on the grounds that, in doing
so, the Society was acting without due regard
to the interests of policyholders. The FSA has
determined that it should not do so, and
considers that the Scheme is one which it is
appropriate for the Society to put to
policyholders. The FSA will publish more detail
of its views on the Scheme before
policyholders vote.
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This formulation was used by Equitable in section
7.7 of the information pack that they sent to all
their members to explain the background to the
proposals and to provide information about the
various options.
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The FSA subsequently, as it said that it would do,
published a formal ‘assessment’ of the Scheme
proposals, which is reproduced in full in Part 4
of this report. The assessment, published on
7 December 2001, summarised the view of the
FSA thus:
The FSA is content that, in relation to the
relevant groups of guaranteed annuity rate
(GAR) and non-GAR policyholders, the level of
increase to policy values is a fair offer in
exchange for the GAR rights and potential misselling claims that would be given up. While
there are variations from person to person,
within each relevant group, we are content
that there are no categories of policyholder
within the groups who would receive
disproportionately greater or lesser benefits.
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The FSA then described their role in relation to the
compromise arrangement and explained that they
had no formal role in the procedure under section
425 of the Companies Act 1985. However, the FSA
explained that they could seek to be heard if the
compromise were to be put to the court for formal
approval after the vote by policyholders. The FSA
went on to say:
As the FSA has made clear, we firmly believe
that a successful compromise would, in
principle, offer the best prospect of bringing
stability to the with-profits fund and improving
the outlook for concerned policyholders.
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After having set out their view as to the principal
considerations to which both GAR and non-GAR
policyholders should have regard, the FSA dealt
with ‘some important wider points that
policyholders should take into account’.
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The first of these was entitled ‘continued
uncertainty’ and the FSA explained that:
Without the Compromise, the outlook for all
policyholders would remain much more
uncertain. In already difficult market
conditions, the with-profits fund would remain
seriously unstable…
Equitable Life would need to continue to keep
reserves against the range of competing rights
and claims that would have been resolved
under the Compromise. It would also need to
adopt a more restrictive investment policy,
which could affect policyholders’ returns over
the long term. There would also be a greater
risk of extensive and costly litigation to sort out
the various claims for mis-selling that would
otherwise be settled by the Compromise. And
those claims would in turn have to compete
with the cost to the fund of meeting the GARs.
All these costs would have to be met out of the
with-profits fund. It is also likely that many of
the remaining non-GAR policyholders would
take the view – that some others have already
taken – that they should take their money out
rather than stay in a weaker fund.
In order to be able to manage the business so
that it continues to comply with regulatory
requirements, Equitable Life could well, as the
appointed actuary has made clear, find it
necessary to take an extremely cautious
approach to its management of the withprofits fund and to setting future bonus policy,
in order to ensure that those leaving the fund
in the near future, whether contractually or
otherwise, do not take more than their fair
share of the fund. If bonus rates had to be cut
further, this could mean that all policyholders
could find themselves materially worse off
than if the Compromise had gone ahead.
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Some policyholders have suggested that
winding up Equitable Life would be better, even
though Equitable Life is solvent. The FSA does
not agree. For a start, this would affect all
Equitable Life policyholders, not just the withprofits policyholders who would be affected by
the Compromise. If a winding up order were
made, we would expect a liquidator to
continue to run the with-profits fund and to
attempt to assess and pay claims in the short
term.
However, a liquidator would probably be
unable to declare any final bonuses, so the
fund available to both GARs and non-GARs
would be smaller. A liquidator would then
attempt to transfer the policies to another
insurer, if a willing recipient could be found.
The value of a policy could be reduced on such
a transfer. If a transfer were not practicable,
then a liquidator would need to value all
policies, on a basis agreed by the court, in
order to make a distribution of the available
assets. Significant costs arise on a liquidation,
and any lump sum payments to policyholders
might be taxed.
There are additional consequences of a
liquidation in the event of insolvency. We
would expect the Financial Services
Compensation Scheme (“FSCS”) to protect the
interests of policyholders, in the first instance
by seeking to assist the liquidator to transfer
the business to another insurer. As an
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alternative, the Court might be asked to
reduce policyholders’ contractual benefits, or
crystallise them, in order to restore solvency
and stability. If a transfer were not possible,
the FSCS is able to compensate policyholders
but any compensation would be limited to
90% of the value of the policy. The fact that
the future returns or other benefits under a
policy were guaranteed in certain
circumstances, does not necessarily mean that
the FSCS can pay compensation for those
guarantees. This is because the FSCS is required
to consider whether the benefits under a
policy may be excessive.

After explaining that another consideration to be
borne in mind if the proposals were not agreed was
that ‘the benefit of the additional £250 million
Halifax money would be lost, as would any chance
of the further £250 million that is also contingent
on certain future business targets being met’, the
FSA dealt with the alternatives to the proposals:
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The FSA then concluded by dealing with the effects
on other policyholders that an individual’s vote
might have.
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The FSA’s concluded view on the detail of the
Scheme was that ‘a successful compromise would,
in principle, offer the best prospect of bringing
stability to the with-profits fund and improving the
outlook for concerned policyholders’.
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The Compromise Scheme was sanctioned by the
Court on 8 February 2002, following a vote of the
Society’s policyholders in favour of its terms.

Other strands of regulatory work during
this period
159

During the period covered by this Chapter, the FSA
were also involved in a number of other strands of
work concerning the supervision of the Society.
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These included:
(i) the appropriateness of the use by the Society
of market value adjusters which it applied in
respect of the funds built up by policyholders
who wished to transfer out of the Society to
another pension provider – in the light of the
concerns expressed by the Office of Fair Trading
(OFT) about whether the use of such adjusters,
which it saw as a penalty, was contrary to the
Unfair Terms in Consumer Contracts
Regulations;

The OFT and the market value adjuster
161 On 12 December 2000, the OFT wrote to the FSA.
They explained:
We are considering whether we need to take
enforcement action in relation to reports that
Equitable Life has imposed a new charge of
10% on transfers of assets out of the Society.
We are beginning to receive complaints and
enquiries about this charge. The relevant terms
and conditions could be unfair if they give the
Society discretion to make new charges or to
vary existing ones. The Director General of Fair
Trading has powers to prevent the use of unfair
terms, by seeking an injunction in the High
Court. The Office is prepared to move swiftly
on the matter to protect the interests of
consumers. However, we know insufficient
about the basis on which Equitable is making
the charge to justify formal action at this
stage. Whatever light you can throw on the
question would therefore be most welcome.

(ii) the sale of part of the Society’s infrastructure
and non-profit business – to which I have
already referred in Chapter 2 of this report;
(iii) consideration as to whether compensation
from the Policyholder Protection Board (or
action by it to effect the transfer of the
Society’s with-profits business to another
provider) would be available if the Society
became insolvent, given that the Society’s
Articles of Association appeared to limit its
liabilities to the assets it possessed; and
(iv) attempts to gain an understanding of the
potential liabilities that the Society faced as a
result of any mis-selling that may have occurred
in respect of those policyholders whose policies
contained no guaranteed annuity rates – and
the provision of compensation, by way of a
rectification scheme, to those policyholders
with guaranteed annuity rates who had been
denied the opportunity to apply such rates to
their fund, when taking benefits during the
period in which the Society had operated its
differential terminal bonus policy.
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This had been prompted by policyholder
complaints. GAD provided advice on the letter to
the FSA. This advice said that:
… the Equitable would very likely become
insolvent if they were to remove this
adjustment at the present time and
experienced a large number of surrenders. This
is a result of the combination of GAO costs, a
negative investment return in the present year,
the final bonus additions for which no
provision is required under the regulations, and
unrecovered “deferred acquisition costs”. I
hope that FSA will therefore not insist on them
removing or reducing this adjustment factor on
surrenders without considering the impact on
their solvency.
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163

164

The FSA’s Managing Director commented on the OFT
approach, expressing particular concern that, if the
OFT were to take the view that the Society’s market
value adjuster amounted to an unfair contract term,
‘the position could become highly problematic’.

167

… explained that the present 10% MVA is
[needed] to cover the additional cost of
[GAOs] arising following the [House of Lords’]
judgment (probably around 5%), along with the
relatively poor investment return last year
(around 2.5%), and the need to recover all
initial expenses incurred (around 2.5%). They
have made a robust response to the OFT on
this topic. The MVA is applied of course to the
full value which was increased on an interim
basis by around 4% last year, as compared with
an actual investment return on the fund of
around 2-2.5%. Meanwhile, they are not keen
to draw any further attention to the MVA and
its link to investment conditions in view of the
possible adverse publicity. They stressed to us
that the MVA is not intended to act as a
penalty; rather the objective is that payments
on noncontractual termination should be fair
to both outgoing and remaining policyholders.

This issue continued to be considered by the FSA.
Legal advice provided internally to the FSA on
21 December 2001 stated:
… it would seem to be odd were we to be
taking action against [Equitable] on the
grounds that the 10% deduction was contrary
to the Unfair Terms in Consumer Contracts
Regulations (particularly where similar
reductions appear to have been imposed in
the past by [Equitable] without adverse
regulator comment). I would also think that it
would be odd, given the above considerations,
for the OFT to consider taking action under
those regulations against [Equitable], though
that of course is a matter for the OFT.
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The advice ‘therefore’ concluded ‘that the “exit
charge” imposed by [Equitable] is unlikely to be
contrary to the Unfair Terms in Consumer
Contracts regulations’.
The FSA’s response to the OFT of 21 December 2001
explained that:
Equitable announced last week that its “exit
charge” would be increased to 10% from its
previous level of charges which averaged
around 5%. On the basis of information
available to the Government Actuary’s
Department, we understand that, even
following this increase, surrender values of
Equitable policies are not out of line with the
industry average. The FSA will be monitoring
the adjustments made by Equitable and we
have powers to intervene at any time, if we
consider the figure to be excessive.
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On 16 January 2001, at a meeting between the FSA,
GAD and the Society, Equitable:

168

On 19 January 2001, the OFT’s provisional views,
which had been informed by the response of the
Society to their query about the market value, were
communicated to the FSA. The FSA recorded those
views as being that the OFT accepted the
‘explanation we gave them and the criteria that
Equitable apply in calculating a suitable
adjustment’, while the OFT were not being in a
position to form a view as to whether the 10% level
applied by the Society was a reasonable one in
terms of the unfair contracts legislation. However,
‘the bad news’ was that the OFT ‘took exception’ to
the terms of the policies which provided that the
Society had absolute discretion to make such
adjustments.
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On 7 February 2001, the FSA wrote to the OFT
about their concerns. The FSA noted that the OFT’s:
…concern is not so much about the application
of an mva in itself, but rather the way in which
any adjustment is calculated. You indicated
that you might be looking to ask [Equitable] to
take steps to amend the wording of its policy
documentation to explain more precisely the
basis on which adjustments would be made… I
think that achieving your objective by way of a
contractual change may present some
difficulties and you will understand our
concern, for prudential reasons, that nothing
should be done to undermine [Equitable’s] (or
any other life office’s) ability to adjust contract
values at early termination in appropriate
circumstances.
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any regulators, the likelihood that the courts
will overturn the unfair term when it is
challenged, or the current practices and
policies or culture of the business using the
terms.
171

I note your concern that nothing should be
done to undermine Equitable’s ability to adjust
contract values at early termination in
appropriate circumstances. However the effect
of the Regulations is that the relevant terms
should not enable Equitable to make unfair
adjustments. The width of the terms is without
doubt challengeable under the Regulations
and could therefore be seen as unenforceable,
whereas fair terms would not be. It seems to us
essential therefore for Equitable to face this
concern and that it would meet both your
prudential concerns and ours for Equitable to
do so by revisiting the terms to clarify and
objectify the expectation that investors can
legitimately have.

The OFT replied on 15 February 2001, saying:
[We] are clear that the Regulations apply here.
We cannot agree with the argument that the
mva terms are fair or fall outside our scope to
take action under the Regulations if they are
operated fairly. The question is whether the
terms have the potential to be used unfairly in
the future or mislead customers, and we
consider that they have. Equitable will need, in
order to meet the requirements of the
Regulation, to limit the scope of its “absolute
discretion” and conform its conditions to the
fair practices that it says it applies and the fair
principles that are enforced by regulation,
though these principles may need further
elucidation. Similarly, the scope of the FSA to
regulate Equitable and Equitable’s present
practice in operating the relevant terms, do
not remove the problem or confer any kind of
exemption… Whether a standard term is unfair
does not depend on an assessment of factors
such as the practices and potential remit of

The OFT concluded by saying:
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In meetings subsequent to this exchange, the FSA
and the OFT continued to disagree about the issue.
In a report to the FSA Board given on 15 March 2001,
it was said:
Policyholders had been complaining to the
Office of Fair Trading that the adjustments
made to the policy values on surrender (which
was increased from an average of 5% to 10%
after the closure announcement) were
contrary to the unfair contract terms
legislation. As a matter of policy, we share the
concerns that adjustments should not be
excessive and serve materially to disadvantage
one group of policyholders over another.
However, for prudential reasons, it is
important that any life office has sufficient
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flexibility to protect its insurance funds. OFT
accepted that a 10% penalty was not unfair
but were concerned about the ‘absolute
discretion’ reserved to the Society to
determine surrender values. We have worked
closely with both the OFT and Equitable on
this and assisted them [to] reach agreement
about a way forward. OFT will not seek to
challenge the relevant powers, and in return,
Equitable will seek to improve the information
about MVAs available to policyholders,
including the reasons why they may be applied.
The biggest short-term concern is that
continuing falls in equity prices may lead
Equitable to want to raise the MVA …
173

On 3 April 2001, the OFT informed the FSA that the
OFT had already begun enforcement action against
Equitable, following more than 60 complaints about
the way they used the market value adjuster. The
OFT said:
Equitable has explained how it exercises this
discretion in practice but it is clear that there is
no transparency and consumers cannot take
an objective view of how it will be used. We
think Equitable may be able to meet our
concerns by giving an undertaking to limit the
exercise of the discretion so that the term is
used fairly and in a way that is – within the
limitations imposed by varying market
conditions – predictable and objectively
verifiable by consumers. However, we would
need to undertake a good deal of research
before we could be confident that the
undertaking effectively met our serious
consumer protection concerns.
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From 1 May 2001, the FSA took over responsibility
from the OFT for complaints made under the unfair
contract terms legislation. Prior to this, on 17 April
2001, the FSA’s Chairman had written to the OFT,
saying:
Equitable Life: a decade of regulatory failure

I am sure you are correct to suggest that for
OFT to pursue these cases would risk cutting
across the review of with-profits business
which I announced in February. Since the FSA
will shortly gain powers under the UTCC
Regulations I think it does make sense for us to
take on these complaints, and we shall be
happy to do so.
175

By the time that my jurisdiction over the relevant
events ended, those complaints were still under
consideration by the FSA.

Contingency planning and winding-up
176 The chronology of events set out in Part 3 of this
report details how the other issues arose, the
degree of regulatory involvement in each, and the
way in which these issues were resolved, if they
were, during the period covered by this report.
177

Consideration was given on almost every day of the
period covered by this Chapter as to the options
which the prudential regulators and the Society
faced. The FSA identified at an early stage the need
for contingency planning and analysis of the
possible methods and implications of winding the
Society up.
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The FSA secured the services of a secondee who
was an expert in insurance insolvencies to advise
and assist the FSA to consider these options. This
resulted in a significant volume of analysis. What
rapidly became clear, however, was that there was
little by way of precedent, the rules were extremely
complex, and the actual mechanics of winding up
were very uncertain, but likely to be prolonged. It is
not practicable to replicate here all the entries
which set out this activity. Those are set out in Part
3 of this report.

Liability for mis-selling
179 On 8 May 2001, the Society’s Chairman provided the
FSA with an initial draft of Counsel’s opinion on the
possibility of mis-selling claims to be made by nonGAR policyholders. The FSA said that they would
need to consider the implications of this opinion
for the Society’s solvency position. The FSA and the
Society met the following day, continuing their
discussions on the issue.
180

the FSA should ask Counsel to produce
provisional advice on mis-selling;



the FSA should also ask the Society about its
strategy for pensions mis-selling claims on
publication of Counsel’s opinion;



the FSA did have powers to prevent the Society
publishing their Counsel’s opinion but that it
was unlikely to be in the interests of
policyholders to exercise those powers; and



the FSA should ask the Society about its ability
to reserve for mis-selling claims.

On the possible costs of mis-selling and the
Society’s solvency position, the FSA recorded that:
A significant additional reserve would almost
certainly lead to the Society not covering its
RMM. The Appointed Actuary said that if
required the Society could find the amount
required in the worse case scenario (the £1.5bn)
but this would mean that the Society would
have to move entirely out of equities and into
gilts.
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On 5 July 2001, the Society informed the FSA that it
had not reached a firm view on how it would act
but had concluded that solvency could be
maintained by switching almost the entire fund
from equities to bonds. The FSA’s Director of
Insurance commented that the FSA needed to get a
better ‘handle’ on Counsel’s opinion regarding misselling compensation and that the sums which had
been mentioned of between £1,000 million and
£1,500 million sounded very alarmist.
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On 6 July 2001, the Society’s auditors telephoned
the FSA to discuss Counsel’s opinion, which had
suggested that the Society could face significant
mis-selling claims.
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At a meeting of the prudential and conduct of
business regulators to discuss Equitable on 18 July
2001, it was agreed that:

It was noted that work would be needed to
quantify claims and that the Society would need
adequate contingency planning to cope with a
range of possible outcomes.
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This work continued throughout the rest of the
period covered by this Chapter. For example, the
FSA commissioned work by consulting actuaries to
assess the value of possible mis-selling claims,
calculated against both the Society’s and the FSA’s
legal advice as to the Society’s potential exposure.
Discussions between Counsel for the Society and
Counsel for the prudential regulators remained
ongoing.
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Prior to an emergency meeting on 29 July 2001 to
discuss the results of the Society’s Board meeting of
that same day which discussed whether the Board
considered the Society to be solvent, the Society’s
Chairman informed the FSA that the ‘worst case’
basis for the value of mis-selling liabilities was £900
million.
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Estimates of the potential liabilities to which the
Society might be exposed ranged from £250 million
(see the entry for 29 July 2001 in Part 3 of this
report) to £5,000 million (see the entry for 25 July
2001 in Part 3 of this report). Those liabilities were
eventually compromised under the scheme of
arrangement which the Society concluded pursuant
to the provisions of the Companies Act 1985.

Conclusion
187

In this Chapter, I have set out a summary of the
main themes and work strands related to the
supervision of the Society that the prudential
regulators and GAD were involved in during the
third period covered in this report.
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I now turn to consider what the events and actions
that have been summarised in the last three
Chapters of this report – and set out more fully in
Part 3 of this report – disclose. Before doing so, I
must address certain submissions I have received
which dispute my approach to the standard I should
apply when assessing those events and actions.
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Chapter 9 – Preliminary assessments

Introduction
1

2

3

1.

In this Chapter, I set out some assessments which I
have made in respect of disputed questions,
concerning not the particular facts relevant to the
Society, but what standard of regulation it would
be appropriate for me to apply, when considering
the actions of those charged with the prudential
regulation of insurance companies during the
period covered in this report.

2. the purpose of the regulatory returns, in
paragraphs 48 to 57;
3. the duties imposed on the prudential
regulators by section 22(5) of the Insurance
Companies Act 1982, in paragraphs 58 to 79;
4. intervention on the grounds of the
protection of PRE, in paragraphs 80 to 86;

Those disputed questions, which I address as
matters which are preliminary to my findings of
fact, relate to the nature of the applicable
regulatory regime, what duties were imposed on
the prudential regulators and what approach I
should adopt when assessing the discharge by
those regulators of their powers.
This Chapter is structured in the following way:






in paragraphs 4 to 13, I summarise the key
statutory functions – that is, the powers and
duties – that were conferred on the prudential
regulators of insurance companies. I also
summarise the standard which I have applied
when considering the discharge by those
regulators of their functions;
in paragraphs 14 to 28, I outline the submissions
that I have received on those matters from the
public bodies whose actions were subject to
complaint, disputing certain aspects of the
approach that I proposed to adopt to those
questions; and
in paragraphs 29 to 118, I set out my assessment
of those submissions, which deal with:

the aim and objectives of the regulatory
regime, in paragraphs 29 to 47;

5. actuarial judgement and the regulatory margin
of appreciation, in paragraphs 87 to 109; and
6. the application of hindsight, in paragraphs
110 to 118.

The statutory functions of the prudential
regulators and the standard of regulation
that I have applied
4

In Chapter 5 of this report, I summarised the
statutory and administrative framework which was
relevant to the actions which have been the
subject of the complaints within the terms of
reference for the investigation which led to this
report. This I did as part of establishing the basis on
which I would determine those complaints.

5

I explained that there had been four influences on
the regulatory regime which existed at the time
covered by this report: the traditional approach
within the United Kingdom to insurance regulation,
the central place of the actuarial profession within
that system of regulation, the introduction of
intervention powers in the aftermath of certain
high profile insurance company failures in the 1960s
and 1970s, and the influence of the United Kingdom’s
membership of the European Union and the
creation of a Single Market for insurance.
Part one: main report
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6

7

I also explained that those influences had created
four cornerstones of the specific regulatory
regime, which together laid the foundations on
which were built the way in which the prudential
regulation of life insurance companies was
undertaken and the powers, duties and means
conferred on those responsible for undertaking
that regulation.



the concept of ‘freedom with publicity’;



the central role of the Appointed Actuary;



the protection of the reasonable expectations
of both policyholders and potential
policyholders; and



the fulfilment of the criteria of sound and
prudent management.

Overlaying that specific framework were certain
general principles of both good administration and
public law, which were applicable to the actions of
any public authority.

9

The principles of good administration that I
identified as being generally relevant to the
complaints which formed the basis for the
investigation which led to this report were getting
it right and being open and accountable.
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The principles of public law that I identified as
being generally relevant to those complaints were:


that public bodies must carry out their legal
duties in accordance with the law;



that, where public bodies have a power granted
to them, they must properly consider whether
to exercise that power; and
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that, when public bodies exercised a power,
they must act fairly and reasonably and in
accordance with any conditions imposed by
law.

11

At the end of Chapter 5 of this report, I
summarised the general and specific legal and
administrative obligations which I considered that
the prudential regulators and/or GAD had at the
relevant time.

12

Those were:

Those cornerstones were:

8

10



(i) a specific duty to consider whether the
regulatory returns of an insurance company
were complete and accurate and to
communicate with such a company if those
returns appeared to be inaccurate or
incomplete in any respect;
(ii) specific duties to consider whether an
insurance company valued its assets and
determined its liabilities in accordance with the
requirements of the applicable Regulations and
to verify the solvency position of such a
company;
(iii) a general duty to give proper consideration to
the use of their powers of intervention where
the circumstances had or might have arisen
which gave grounds for the use of such powers;
(iv) a general duty to exercise their statutory
powers in a right and proper way, in accordance
with the presumed intention of the legislature
which conferred those powers – in good faith,
reasonably, for a proper purpose, and with
procedural propriety; and

(v) a general obligation to act in accordance with
established principles of good administration by acting lawfully and in accordance with
published and internal policy and guidance, by
taking proper account of established good
practice, by taking reasonable decisions based
on all relevant considerations, by having kept
proper and accurate records, and by providing
information which was clear, accurate,
complete and not misleading.
13

All the above established the standard which I will
apply in my consideration and assessment of the
facts of this case and of the way in which the
prudential regulators and GAD discharged their
statutory functions and other obligations.

The submissions of the public bodies
14

In their response to a draft of this report, the
public bodies whose actions were the subject of
complaint made submissions to me which disputed
certain aspects of this approach. There are five
important respects in which those bodies disputed
my approach.

15

The first relates to the purpose of the regulatory
returns submitted by life insurance companies to
the prudential regulators and scrutinised by GAD
on behalf of those regulators.

16

The second relates to the specific statutory duties
imposed on the prudential regulators, pursuant to
section 22(5) of the 1982 Act, to consider the
returns of an insurance company and, if those
returns appeared to be inaccurate or incomplete in
any respect, to communicate with the company
with a view to the correction of any such
inaccuracies and the supply of deficiencies.

17

The third relates to the powers of the prudential
regulators to intervene to protect PRE.

18

The fourth relates to a range of reasonable
professional judgements on certain questions and
the margin of appreciation to be afforded to those
responsible for exercising regulatory functions.

19

The fifth relates to whether hindsight is permissible
within my assessment of how the prudential
regulators and GAD discharged their obligations.

The purpose of the regulatory returns
The public bodies whose actions were subject to
complaint submitted to me that:

20

…in forming a view of an insurance company,
policyholders, potential policyholders and
other parties would generally have given much
more consideration to material such as its
Companies Act accounts, policy illustrations,
bonus notices and With Profits Guides than
they would to its returns to the prudential
regulator.
The returns were not designed for the purpose
of enabling comparative analyses to be made;
nor was the information they provided
relevant to an assessment of the suitability of
an insurance company’s products to investors
or potential investors. In contrast to the
Companies Act accounts, which were sent to
all policyholders, the returns were only
available on request.
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The duties contained in section 22(5) of the 1982 Act
21 I have been invited by the public bodies whose
actions were subject to complaint to conclude that
the performance of the statutory duty imposed on
the prudential regulators by section 22(5) of the
1982 Act only arose where those regulators
considered, acting with the advice and assistance
of GAD, that an error in or omission from the
returns was material.
22

Three grounds have been advanced for that
submission:
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first, it was submitted that, although section
22(5) imposed a duty on the prudential
regulators, that section nevertheless afforded
those regulators a substantial margin of
appreciation. The duty to communicate with
the company only arose in circumstances
where the returns ‘appear[ed]’ to be inaccurate
or incomplete. The section was thus framed in
a subjective form, which expressly recognised
that any determination of this question
involved an exercise of judgement on the part
of those bodies to whom responsibility to
undertake the prudential regulation of
insurance companies had been delegated;
secondly, it was submitted that, in relation to
the words ‘inaccurate or incomplete’, the
touchstone of accuracy and completeness was
the requirements of the 1982 Act and of the
applicable Regulations made under that Act.
Accordingly, a company’s regulatory returns
could be considered inaccurate or incomplete
only if they did not comply with the relevant
legislation; and
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23

finally, it was submitted that section 22(5) did
not require the prudential regulators to secure
the correction of errors or omissions which
were not material. Guidance at the time had set
out the prudential regulators’ view, based on
legal advice, that the expression ‘inaccurate or
incomplete in any respect’ in section 22(5)
ought to be interpreted in a common sense
way to mean ‘in any material respect’. This
approach was said to be supported by wellestablished principles of statutory
construction.

The public bodies told me that:
There was no obligation to follow up every
point that might arise on the returns. The
proper role of GAD and the prudential
regulator was to exercise professional
regulatory judgement to determine which
points were significant in the overall context…
[The] practical application of the regulatory
requirements required regulators and
actuaries to use judgement in reaching
decisions on which issues to pursue and the
level of satisfaction needed to resolve issues in
the best interests of policyholders. These
judgements are necessarily made on the basis
of the facts available at the time, not all the
knowledge which might be available with the
benefit of hindsight.
They were also made, quite properly, on the
basis of the regulations, prudential and
actuarial guidance, and generally accepted
actuarial principles, as they stood at the time.

Intervention on the grounds of PRE
24 I have also been invited by the public bodies whose
actions were under investigation to conclude that
the powers of intervention conferred on the
prudential regulators to intervene in the affairs of
an insurance company, in order to protect PRE,
were only to be used sparingly and as ‘long-stop’
powers.
25

As can be seen from paragraphs 282 to 286 of the
initial response of the public bodies to the
complaints, reproduced in Part 4 of this report, I
have been invited to conclude that:
… the 1982 Act… made it clear… that powers of
intervention on the grounds of PRE were to be
extremely limited. In particular, this was
spelled out by section 37(6) of the 1982 Act
which made it clear that the power to take
action for the purpose of protecting PRE
under section 45 was a merely residual power,
only to be used by the prudential regulator
when other powers of intervention could not
achieve the necessary goals… from 1994
onwards… the primary responsibility for
monitoring PRE was placed on the Appointed
Actuary…

Actuarial judgement and the regulatory margin
of appreciation
26 The public bodies have submitted that my
proposed approach failed sufficiently to recognise
the scope for a range of reasonable judgements on
the subject matter of the complaints within the
terms of reference for the investigation which led
to this report.

27

Those bodies have also submitted that my
proposed approach failed to allow a sufficient
margin of appreciation to the prudential regulators
when assessing how the prudential regulation of
insurance companies was undertaken at the time
covered by this report.

Hindsight
28 The public bodies have submitted that I have been
influenced by hindsight, in particular by
‘retrospective actuarial advice’ and by ‘knowledge
of subsequent events’.

My assessment of the submissions made
by the public bodies
The aims and objectives of the regulatory regime
29 Having considered the submissions that have been
made to me on these matters, I am not persuaded
by any of those submissions and I am satisfied that
the approach that I adopt in this report is
appropriate.
30

In my view, those submissions which relate to the
purpose of the regulatory returns, to the duties
imposed on the regulators, and to intervention on
the grounds of the protection of PRE, all take a
view as to the aims and objectives of the system of
prudential regulation that is inconsistent with the
regulatory regime as Parliament created it.

31

Moreover, I consider that the submissions on those
matters which have now been made to me are
inconsistent with the views expressed by those
undertaking prudential regulation or the scrutiny of
the regulatory returns at the time covered by my
report.
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32

33

34

35

I have noted in Chapter 5 of this report that the
aim of the system of prudential regulation was to
protect the interests of policyholders and potential
policyholders. Securing that aim was to be done in
such a way as to balance the need to take such
action as was necessary to protect those interests,
without interfering in the business of insurance
companies to such an extent as would stifle
competition and prevent innovation, thus harming
consumer interests. That this was so does not
appear to be a matter of contention.

The DTI’s Policy Guidance Notes, produced in
September 1991, and thus in place when those
regulators were considering whether to approve
the appointment of the Society’s Appointed
Actuary to be also its Chief Executive - and by the
time that the scrutiny of the Society’s 1990 returns
was being undertaken - set out the objectives of
prudential regulation.
After stating that the prudential regulators ‘should
operate, and be seen to operate, a firm but fair
regulatory regime’ and that ‘the message to the
public should be that the Department is watching
very carefully and is likely to err on the side of
caution rather than to adopt a relaxed attitude’,
those objectives were said to be:
in relation to the carrying on of insurance
business (Guideline 2.2):
The protection of policyholders and
potential policyholders is paramount.
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in relation to the power to withdraw
authorisation from a company carrying out
insurance business (Guideline 2.5):
By withdrawing a company’s authorisation
in respect of new business… if we have
serious concerns about their solvency
position, we would be able to limit the risk
to potential policyholders.



The objectives of prudential regulation were set
out in, among other places, the guidance which
those regulators produced.
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in relation to the authorisation of the
controllers of insurance companies (Guideline
4.2):
To prevent persons or companies that
appear to the Secretary of State not to be
‘fit and proper’ to be controllers of
insurance companies from assuming such
positions.



in relation to the duties imposed by section
22(5) of the 1982 Act to consider the regulatory
returns submitted by insurance companies and
to communicate with such a company with a
view to the correction of any inaccuracies and
the supply of deficiencies (Guideline 5.4):
To secure the correction of material errors
and the supply of deficiencies in annual
returns… in order that neither the
Department nor the public, including
shareholders and actual or potential
policyholders, form a view of the company
based on inaccurate or incomplete
information.



in relation to the valuation of a life insurance
company’s long-term liabilities (Guideline 6.2):
To be satisfied that the valuation of longterm liabilities is in accordance with the
1981 Regulations and is correctly reported
in Schedule 4 (and Schedule 5 where
appropriate) of the 1983 Regulations. In
addition, to be satisfied that the required
margin of solvency is covered at all times
and that it appears likely that the
company will continue to maintain
adequate cover for its solvency margin in
the future.



in relation to the general powers of
intervention that Parliament conferred on the
prudential regulators (Guideline 8.1) and in
relation to the specific power that the
prudential regulators possessed to impose
notices of specified requirements on an
insurance company (Guideline 8.2):



To ascertain the financial condition of a
company’s long-term business and the
adequacy of a company’s general business
reserves.


in relation to the specific power that the
prudential regulators possessed to limit the
premium income which an insurance company
received while it was authorised to write new
business (Guideline 8.5):
To limit the risk of a company becoming
insolvent in the future by controlling its
rate of expansion.

in relation to the specific power to require the
submission by an insurance company of
accelerated regulatory returns (Guideline 8.7):
To ensure that the [prudential regulators
have] up to date information regarding
companies whose financial position may
be deteriorating.



To ensure that the Secretary of State’s
powers of intervention are exercised
whenever it is necessary for the protection
of policyholders, without companies being
subject to unnecessary restrictions.


in relation to the specific power that the
prudential regulators possessed to require an
insurance company to have an actuarial
investigation carried out (Guideline 8.6):

in relation to the specific power that the
prudential regulators possessed to require an
insurance company or other body to provide
information additional to that contained within
the regulatory returns (Guideline 8.8):
To ensure that the [prudential regulators
are] fully informed of a company’s affairs
or other aspects of its activities giving
cause for concern.



in relation to what was described as ‘the power
of the Secretary of State to intervene in the
affairs of companies otherwise than in
pursuance of statutory powers’ (Guideline
8.10):
To intervene in a company’s affairs in the
most appropriate manner for protecting
policyholders or potential policyholders.
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sufficiently early so that action can be
taken to prevent the failure of a
company…

in relation to the specific power that the
prudential regulators possessed to modify
certain provisions of the 1982 Act through the
making of a section 68 Order (Guideline 9.1):
38

In a presentation given by a DTI official in June
1988, it was said that there were ‘probably two
major strengths in the present system: one is the
extensive discretionary powers given to
supervisors which enable us to take action at an
early stage; another is the generally high
standards of integrity and competence promoted
by our “fit and proper” powers’.

39

Other presentations given by regulatory officials at
this time conveyed similar messages. In a talk
entitled ‘the regulatory environment’, a DTI official
explained that ‘our aim… is to allow maximum
freedom to the managers of insurance companies
to manage in the light of their own judgement,
but against the background of the careful
supervision of their conduct by the Department
and very full public disclosure of their company’s
affairs’.

40

Briefing provided by DTI officials for Ministers in
January 1990, which contained ‘points on insurance
regulation’, stated that:

To ensure that UK authorised insurance
companies comply with all relevant
primary and secondary legislation, whilst
recognising that in particular
circumstances in relation to particular
companies it may be appropriate to
modify the legislative requirements…


in relation to disclosure by the prudential
regulators to, and liaison with, other regulators
(Guideline 10.2):
To avoid regulatory failures arising
because an issue, company, or group of
companies or person falls between
regulators.

36

37

Those objectives, as set out in that guidance, were
reinforced by the views expressed by the
prudential regulators and GAD at the time.
For example, in briefing produced within the DTI in
March 1983, as part of the preparations for a
scrutiny of the efficiency of the supervision of
insurance companies, it was explained that:
The Department of Trade is responsible for
the administration of the insurance
companies’ legislation, the primary
objective of which is to protect consumers
(i.e. policyholders and prospective
policyholders) against the risk of loss or
exploitation, due to insolvency,
incompetence, dishonesty, or other
unlawfulness of insurers… The intention is
that the system of supervision should
bring to notice any danger signals
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The aim of regulation is to create an
environment which provides a fair level of
protection for the policyholder but which
does not inhibit competition and freedom
to innovate.
41

The then Government Actuary, in a paper entitled
‘the Supervision of Life Insurance Business in the
United Kingdom’ given in 1990, said, in respect of
insurance companies, that:
… information about the business they are
carrying on, the assets held, income and
expenditure, solvency, etc must be given in

full in returns to the DTI. These are placed
on public record so that anyone who
wishes to may refer to them.
In principle, the information which is
publicly available should be sufficient to
permit another actuary to make an
evaluation of the financial state of the
company and to estimate the probable
level of future profits which could be
attributable to policyholders.
42

The balance that underpinned the system of
prudential regulation was explained further in a
speech, made in July 1990, by the then junior DTI
Minister responsible for insurance regulation. In it,
the Minister noted that:
There is a difficult area of judgement
between excessive regulation and
ineffective regulation… The correct
balance is to provide reasonable standards
within the industry within which investors
can take their own judgements about the
risks and rewards of their investments. The
setting of the correct balance is a matter
of constant vigilance and clear analysis.
The Department is far from thinking that it
can be purely reactive.

43

44

After setting out several developments that were
then currently underway, the Minister said that
these demonstrated ‘a pro-active and vigorous
regulatory role by the Department’.
The powers conferred by Parliament on those
responsible for operating the system of prudential
regulation during the period covered by this report
were, as I have explained in Chapter 5, robust and
wide-ranging.

45

The objectives of that system, as those were seen
at the time by those operating that system were
not, in my view, grounded in a limited view as to
the purpose of prudential regulation or in a
philosophy or approach now characterised as ‘light
touch’. Nor was that what the prudential regulators
and GAD said at the time.

46

The central aim of prudential regulation was the
protection of the interests and reasonable
expectations of policyholders and potential
policyholders.

47

It is in this context that I have made the following
assessments of the submissions made by the public
bodies as to the standard of regulation I should
apply in this case.

The purpose of the returns
48 I consider that the submissions of the public
bodies on the purpose of the regulatory returns
and the uses that those returns were put to during
the period covered by this report are inconsistent
with the reality of the system created by
Parliament.
49

I would first note that I also received a submission
on this matter from the Society’s former auditors,
who told me:
The purpose of the regulatory returns was
to provide a prudent means of monitoring
a life company’s solvency and its ability to
withstand potential future adverse
experience. The returns were relied on by
the regulator in performing its supervisory
role in relation to insurance [companies].
They also formed the primary source of
information about the company’s
financial status for most informed
observers. By contrast, the Companies Act
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accounts were of limited usefulness to
external observers, presenting purely
historical information and giving only
limited information about the room for
manoeuvre available to the company in
question.
50

It would thus appear that no consensus on this
matter exists among those involved with the
Society’s affairs at the time covered by this report.
In such circumstances, I look to what those
operating the system of prudential regulation said
at the time.

51

I consider that, when regard is had to those
statements, it is clear that the submission, scrutiny,
and publication of the regulatory returns were the
prime mechanisms of the prudential regulation of
insurance companies at the time covered by this
report.

52

53

I also consider that an argument that the
information contained in those returns would not,
or did not, influence policyholders, their advisers,
the financial press, the actuarial profession, or
other industry commentators could not be
sustained.
The DTI in May 1991, in a consultation document
concerning proposals to transpose the European
Third Life Directive into domestic law, explained
that the system of prudential regulation was:
… designed to maintain public confidence
in the continuing solvency of insurers while
not being over-prescriptive or burdensome
on insurers. This is possible because the
activities of insurers are open to enquiry
by the public, and to scrutiny by DTI and
others, to ensure sound and prudent
management.

214
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54

In a DTI paper published in December 1994, and
entitled ‘Insurance Supervisory Powers and
Practice’, the prudential regulators explained that
the publication of the returns meant that:
Consequently, policyholders, competitors,
brokers, market analysts, and journalists
have access to the information contained
in the annual DTI returns. This has resulted
in a growing number of comparative
analyses of data and an increasing market
in insurance information – producing a
more informed market in insurance
products and their financial security.

55

Further insight was given by an article in the 22 July
1993 edition of Money Marketing, in which the then
Government Actuary was interviewed. The article
appeared under the title ‘The Government
Actuary maintains that his role in examining lifeoffice accounts means that [independent financial
advisers] need not worry about the issue of
financial strength’.

56

The article stated that the Government Actuary
had said that, ‘by being aware that DTI criteria are
being met, [independent financial advisers] should
satisfy themselves that offices are well-managed
and look at areas such as performance and
distribution philosophy rather than at highly
complex actuarial issues’. It also quoted the
Government Actuary as having said:
I think differences in financial strength
should not be too much of an issue to the
financial adviser because, so long as the
company is adequately capitalised, it is
not really relevant from the point of view
of the policyholder whether the security is
covered twice or 10 times over. If it is
covered 10 times over, it may just reflect a

philosophy of stacking away surplus and
not distributing it to the policyholders.
57

58

I do not accept that the submissions of the public
bodies on this question can be sustained, when
regard is had to the position as it was seen at the
time by those operating the system of prudential
regulation. I am satisfied that my approach is
appropriate in those circumstances.The duties
imposed by section 22(5) of the 1982 Act
In relation to the duty imposed by section 22(5) of
the 1982 Act, I agree with the public bodies that,
for the purposes of that duty, the accuracy and
completeness of the returns was governed by the
provisions of the applicable law, which prescribed
in great detail what information was required to be
provided within those returns and how that
information was required to be calculated and
disclosed.

59

However, I consider that the other grounds put
forward in support of this submission are highly
unpersuasive.

60

The prudential regulators were under a statutory
duty ‘to communicate with the company with a
view to the correction of any… inaccuracies and
the supply of deficiencies’. That is the duty to
which the prudential regulators were subject at the
relevant time. It is what Parliament provided that
they ‘shall’ do. That duty was not qualified by
reference to what may or may not have been
material.

61

Section 22(5) of the 1982 Act imposed a duty on
the prudential regulators to do what Parliament
prescribed, not a discretion to do it or not
according to whether an inaccuracy or deficiency
was material in the view of those regulators,
whether or not those regulators acted with the
advice and assistance of GAD.

62

I accept that the law does not concern itself with
trifles and I would not be critical of the prudential
regulators if they had not concerned themselves
with trifling matters. But there is in my view no
sound basis for rewriting this provision of the 1982
Act by inserting a reference to materiality.

63

I am also not persuaded that the submissions made
to me by the public bodies on this matter reflect
the approach which those bodies took to this
question at the relevant time.

64

During the period covered by this report, there is
clear evidence of the prudential regulators
communicating with insurance companies,
pursuant to the duty imposed by section 22(5) of
the 1982 Act.

65

In respect of every year covered by this investigation,
the insurance industry annual reports laid by
Ministers before Parliament show that the duty to
communicate to seek corrections to the returns
led to the prudential regulators communicating
with insurance companies on more than one
hundred occasions in each year and, in most years
that are relevant to this investigation, on many
more occasions than this. Details are shown in
Table 9a below.

66

I have reviewed the files containing the documents
which record this communication during some of
the years covered by this report. I have seen that
the prudential regulators often undertook such
communication in respect of relatively trivial matters.

67

For example, I have seen that, in one case, the
prudential regulators communicated with an
insurance company to seek the correction of an
arithmetical error of less than £50 within the
returns of a multi-million pound fund. I have seen
other such examples, although that is the starkest.
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68

69

70

also described that communication as a
requirement on the prudential regulators. Issued in
March 2000 and said to restate the existing law, that
Sourcebook contained a draft rule 9.6(5), which, it
was said, restated the requirements of section 22(5)
of the 1982 Act. This provided, under the heading
‘inaccurate and incomplete returns’, that:

Furthermore, the public statements of the
prudential regulators made at the time suggest that
those regulators accepted that a duty was imposed
on them – indeed, on occasion going beyond
recognition of the simple duty on the face of the
1982 Act to communicate with the relevant
company with a view to the correction of the
returns, extending the scope of their powers to an
apparent ability to require such corrections.
For example, in the Annual Reports on the insurance
industry that were laid before Parliament by the
prudential regulators, it was said, in the reports for
every year from 1988 to 1997, that ‘section 22(5)
requires the [prudential regulators] to arrange for
companies to correct inaccuracies in the returns
submitted’. The communication envisaged by
section 22(5) was thus described as a requirement.

Rule 9.6(5) (Section 22(5)) requires the FSA
to consider the [returns] and, if any such
documents appears to it to be inaccurate
or complete, to communicate with the
insurer with a view to the correction of
any such inaccuracies and making good
any omissions.
71

Another example is the FSA’s consultation draft of
the proposed Interim Prudential Sourcebook, which

Parliamentary answers on occasion appeared to
suggest that the prudential regulators could require
insurance companies to correct their returns using
this provision of the 1982 Act. For example, in a
written answer given on 23 April 1996, the then

Table 9a – number of times regulators exercised powers to
require amendments to regulatory returns
During…

Number of times power used

1988

141

1989

187

1990

139

1991

262

1992

401

1993

210

1994

201

1995

136

1996

112

Note: This table refers to the number of
times the DTI exercised their power under
section 22(5) of the Insurance Companies
Act 1982 to require the amendment of
errors or the supply of deficiencies in the
returns.
The number provided in this table does
not relate to the number of companies
in respect of which this power was
exercised but rather to the number of
errors/deficiencies identified and required
to be corrected.

Source: Insurance Annual Reports, Department for Trade and Industry
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Minister of State at the DTI, explaining the changes
which had been made as a result of the
Deregulation (Insurance Companies Act 1982) Order
1996, and particularly the introduction of an ability
to submit returns in electronic form, said (with
added emphasis):

74

Supervisors should have few reservations
about formally requesting companies to
correct inaccuracies and/or to supply
deficiencies. Errors in and omissions from a
company’s return may be discovered at
any stage during the examination
process…

This measure is for the convenience of the
industry and cost savings will be small,
representing the difference between the
cost of the production and submission of
four paper copies of the return, and that
of producing a diskette. The administrative
cost to companies of taking corrective
action, if required to do so under section
22(5) of the Act, should also be reduced.
72

73

The prudential regulators produced detailed
guidance which dealt with this provision of the
1982 Act. Guideline 5.4 of the DTI’s Policy Guidance
Notes, issued in September 1991, dealt with the
correction of inaccuracies and the supply of
deficiencies related to the regulatory returns.

There may be occasions when it is not
entirely clear whether there is an
inaccuracy in a return although one may
be suspected. Whilst it only has to
“appear” to the Secretary of State that
there is an inaccuracy or a deficiency, it
may be necessary to query the point with
the company before concluding there is
definitely an error.
75

The guideline then set out ‘implications for our
understanding of a company’s position’, noting:
Clearly, any return may be misleading if it
contains material inaccuracies or is
deficient. It is important that any
inaccuracies or deficiencies be rectified as
soon as possible. The materiality of an
inaccuracy depends, inter alia, on the
extent to which it affects the validity of
the conclusions which may be drawn
about the company.

After noting that section 22(5) of the 1982 Act
placed an obligation on the Secretary of State to
communicate with the company with a view to the
correction of any inaccuracies and the supply of
deficiencies where it appeared to him that any
document was inaccurate or incomplete ‘in any
respect’, the guideline set out the regulatory
objective underpinning this provision. This was:
To secure the correction of material errors
and the supply of deficiencies in annual
returns… in order that neither the
Department nor the public, including
shareholders and actual or potential
policyholders, form a view of the company
based on inaccurate or incomplete
information.

The guideline continued:

76

The guideline then set out legal advice received,
which stated that the statutory framework
‘imposes on the Secretary of State a duty to
“police” the documents rather than merely to act
as a depository for them’. The legal advice
continued thus:
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Notwithstanding the use in s22(5) of the
expression “inaccurate or incomplete in
any respect”, this can be interpreted in a
common sense way to mean “in any
material respect”.
Materiality must, however, be judged not
only from the point of view of the
supervisor acting on behalf of the
Secretary of State, but also from the point
of view of a shareholder or policyholder
who applies to the company for a copy…
or inspects a copy on the public record at
Companies House.
Therefore, the Department must
communicate with the company to secure
the correction of inaccuracies and/or the
supply of deficiencies. This must be the
case, even though the supervisor, because
of his skill and experience, may be able to
see through the inaccuracy or deficiency
and ascertain the true meaning if there is
a risk that a policyholder or shareholder
will not be able to do so.
77

I consider that my view as to the duties imposed
on the prudential regulators by section 22(5) of the
1982 Act – to consider the returns and to
communicate with an insurance company to seek
the rectification of errors or omissions in those
returns unless those regulators had satisfied
themselves that any error or omission was trivial, in
the sense used within the DTI guidance, and would
not mislead the reader of the returns – is the
correct one. I have judged the acts and omissions
of the prudential regulators and/or GAD against
the standard set out in their own guidance.

79

For all these reasons, I reject the submissions by
the public bodies on this question.

Intervention on the grounds of PRE
I also do not accept the submissions of the public
bodies regarding intervention on the grounds of
the protection of PRE.

80

81

I consider that those submissions confuse the
‘residual’ power in section 45 of the 1982 Act – the
power to take any action other than those actions
listed principally within sections 38 to 41 of the
1982 Act as being powers of intervention – with the
grounds on which the exercise of such powers had
to be considered and could be used, which were
set out in section 37 of that Act.

82

The protection of PRE gave grounds for the
potential use of any or all of the powers listed in
sections 38 to 41 of the 1982 Act. There was nothing
‘residual’ about the protection of PRE as a basis for
using those powers of intervention that the
prudential regulators possessed.

83

It was only where the objective of those regulators
could not be achieved through use of the other
powers available to them that the ‘residual’ power
– to take whatever other form of action appeared

The advice continued:
There is no legal obligation to take up
every trivial error in an annual return,
provided we are satisfied that it is indeed
trivial and does not hide serious
compensating errors…
All errors in items which are used in
solvency tests should be regarded as
material unless, or until, the supervisor is
satisfied that either they will not affect
the results of the solvency test in current
or future years, or effective supervision is
possible without the test.
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appropriate – arose. This power was residual; the
ground on which it might be exercised (i.e. the
protection of PRE) was not.
84

85

86

I agree with the public bodies that the Appointed
Actuary had certain responsibilities in respect of
PRE. However, the existence of those
responsibilities cannot detract from the obligations
imposed by Parliament on the prudential
regulators, who acted with the advice and
assistance of GAD.

Actuarial judgement and the regulatory margin of
appreciation
87 With regard to the submissions made by the public
bodies concerning actuarial judgement and the
margin of appreciation to be afforded to
regulators, I readily accept that two professionals,
acting reasonably, might, when considering the
same facts, come to different but entirely rational
views.
88

I also accept that, under the regulatory regime
which applied during the period covered by this
report, there was no obligation on the prudential
regulators constantly to monitor PRE or proactively
to seek information from insurance companies
about their marketing strategies, the contents of all
of their publications, or what their sales force were
telling existing or potential customers. I accept that
the Government of the day decided that the
protection of PRE would be largely reactive to what
was found in an insurance company’s regulatory
returns. That made the scrutiny process undertaken
in respect of those returns even more important.
Where information which was before the
prudential regulators called into question whether
an insurance company was acting in a manner that
enabled it to fulfil PRE – and that, therefore, the
grounds for the exercise of one of the powers of
intervention conferred on those regulators may
have arisen – the prudential regulators were under
an obligation to satisfy themselves, by seeking
further information or otherwise, whether such
grounds had arisen and, if they had, to consider
whether it would be appropriate to exercise their
powers.

At all times relevant to my investigation, the
actuarial profession, in its Memorandum of
Professional Conduct, emphasised that this was the
case. For example, in paragraph 17 of version 6.0 of
that Memorandum (effective from 14 April 1997),
the profession stated:
A member should recognise that there is
room for differences of opinion in relation
to actuarial advice and must avoid any
action that would unfairly injure the
professional reputation of any other
actuary. However, this is not intended to
prevent criticism to the client of another
actuary’s work for that client where this is
properly reasoned and felt to be justified.

89

Where matters of professional judgement come
into play in my consideration of the facts that an
investigation has disclosed, my general approach is
to consider whether the judgements in question
are consistent with the relevant legal and
administrative framework as it stood at the time
and with then prevailing professional guidance and
accepted good practice.

90

If a professional judgement is within the range
which a professional could reasonably reach in all
the relevant circumstances, acting with the skill and
care that could reasonably be expected from a
professional acting in such a capacity, I would not
be critical of such a professional judgement.
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91

92

In that context, it is my view that the concept of
actuarial judgement has limited or no application
to many of the issues which I have considered.

93

I accept that, in respect of issues including the
exercise of professional judgement, for example as
to the prudence of a particular valuation rate of
interest, so long as the conclusion reached was
within the range that a professional of the relevant
discipline could reasonably reach, no criticism
should be made of that exercise of professional
judgement.

94

95

96
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of the applicable Regulations or in respect of a
valuation basis that appeared to be weaker than
the prescribed minimum basis (or indeed on any
other matter of concern which involved issues on
which reasonable professionals might disagree),
consideration of those responses might well
involve the exercise of professional judgement.

In making the findings set out in this report, I have
had regard to the fact that many relate to actuarial
matters. However, I have also had regard to the key
obligations of the prudential regulators and/or
GAD, to which those bodies were subject. Those
are grounded in the general and specific legal and
administrative framework which existed at the time
relevant to the events recounted in this report.

However, where information which a life insurance
company was required in law to provide has not in
fact been provided within the regulatory returns or
where a duty imposed on such a company has not
been performed, it does not seem to me possible,
in general, to apply the concept of a wide range of
professional views to this omission; whether it
occurred is a matter of fact, not of judgement.
And in a situation in which the prudential
regulators were under a duty to communicate with
an insurance company where there were apparent
omissions from or errors within the regulatory
returns, once it has been established that such an
omission or error existed, there is no scope for
professional judgement as to whether to perform a
duty imposed on those regulators by Parliament.
Similarly, where enquiries are made of, and
responses are received from, a company or its
Appointed Actuary in respect of apparent breaches
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GAD in those circumstances might have come to
the view that the responses provided clarified
matters acceptably or that they indicated a
genuine and perfectly reasonable divergence of
professional views.

98

However, I consider that such matters of
professional judgement are irrelevant in a situation
where such breaches were apparent but no action
was taken. Any decision that, on the facts, no
action is appropriate should be recorded at the
time it was taken, together with cogent reasons for
that decision.

99

My approach to this question mirrors that which
was adopted at the time covered by this report. For
example, GAD themselves, in exchanges concerning
Equitable, made this very point.

100

As can be seen from the relevant entry in Part 3 of
this report, on 3 December 1998, the Treasury and
GAD met Equitable. One issue which arose at that
meeting was a disputed interpretation of a
particular statutory requirement concerning
reserving for the liabilities associated with those
of the Society’s policies which contained
guaranteed annuity rates.

101

The Appointed Actuary of the Society argued
that the dispute centred on a professional
disagreement. But GAD said that there was no
professional matter to consider and that there
was:

… a distinction between the legal position
as required by [the relevant Regulations]
and [other matters] where there was more
scope for professional judgement and
interpretation.
102

GAD thus recognised and drew a distinction
between those legal obligations on insurance
companies and the relevant professionals which
were mandatory and those powers (or matters)
which were discretionary (or which were covered
by professional judgement). I too would draw such
a distinction and I apply that distinction to the
relevant actions of the prudential regulators and
GAD.

103

Similar considerations apply to questions concerning
the margin of appreciation which I consider should
be afforded to the prudential regulators.

104

Where a duty to act has arisen, I consider that
there is no such margin. Consideration should be
given at that time as to whether it would be
appropriate to exercise any of the powers granted
to those regulators.

105

106

Where the circumstances for the performance of
a duty appear to have arisen but the prudential
regulators have taken a reasoned decision that no
such duty has in fact arisen, it is open to those
regulators to take such a decision. But that
decision should be recorded at the time, together
with cogent reasons for their decision that no
duty has in fact arisen.
There is a considerable margin of appreciation to
be afforded to the decisions taken by the
prudential regulators in relation to the exercise of
their discretionary powers. So long as those
decisions are taken on a proper legal and factual
basis, those regulators have discretion to decide
what the most appropriate form of action would
be, if any.

107

However, where no consideration is given by the
prudential regulators to the use of their powers
(where such consideration should have been
given) or where such consideration as is given
proceeds on a flawed legal and/or factual basis,
no margin of appreciation is to be afforded to the
prudential regulators, unless the subject matter in
question was determined by them at the time (or
which can now be seen) to be trivial.

108

While I will pay due regard both to the scope for a
range of reasonable professional views and to the
margin of appreciation in relation to the exercise
of discretion that should be afforded to
regulators, I am satisfied that my approach to the
identification of the legal and administrative
obligations to which the prudential regulators and
GAD were subject is appropriate.

109

I do not accept that my approach is flawed in the
manner suggested by the public bodies.

Hindsight
I agree with the public bodies that, in making my
findings of fact and determinations whether
those facts constitute maladministration, I cannot
have regard to hindsight.

110

111

Those findings and determinations must be
grounded in the standards which applied at the
relevant time and must be based on the
information and knowledge that the relevant
public body or bodies possessed at the time – or
should reasonably have possessed if they had
acted according to the obligations to which at the
relevant time they were subject.

112

However, I reject the submission that, on this
occasion, I have in any way been influenced by
hindsight.
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As I have explained in Chapter 5 of this report,
having established the facts in any investigation, I
assess those facts against the standards, both
those of general application and those which are
specific to the circumstances of the case, which
applied at the time that the events complained
about occurred and which governed the discharge
of administrative functions by those whose
actions are subject to investigation.

114

In this report, I have identified those standards
having regard only to the legal and administrative
framework as it existed at the time. From this, I
have identified the key obligations to which the
prudential regulators and/or GAD were subject at
the relevant time.

115

My assessment of the acts and omissions of those
regulators and/or GAD will be based on the
information or knowledge that those bodies had
at the relevant time or on the information that a
prudential regulator and/or an actuary charged
with the scrutiny of regulatory returns, acting
reasonably, would have had before them.

116

My findings will thus be grounded in the
applicable standards and obligations to which the
prudential regulators and GAD were subject and
in the information and awareness that those
bodies possessed or should have possessed at the
relevant time.

117

I do not accept that my seeking actuarial advice
during the investigation which led to this report
about matters which occurred some years ago
necessarily introduces hindsight or undermines
my approach.
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So long as my assessments are grounded in the
overall standard, derived from the obligations
which existed at the relevant time, and only pay
regard to the information that was – or should
have been – before the relevant body at that
time, hindsight can – and, in this case, has been –
avoided.

Conclusion
119

In this Chapter, I have made some preliminary
assessments in respect of disputed questions
concerning the standard of regulation that it is
appropriate for me to apply, when considering the
actions of those charged with the prudential
regulation of insurance companies during the
period covered in this report.

120

I now turn to set out the results of my review of
the evidence I have obtained and to make
findings of fact regarding the subject matter of
the complaints which have formed the basis for
the investigation which led to this report.

Chapter 10 – Findings of fact

Introduction
1

In this Chapter, I set out the results of the review I
have conducted of all the evidence, submissions
and other material that was before me.

2

I also set out the findings of fact that I consider are
key to my determination of the heads of complaint
within the terms of reference for the investigation
which led to this report.

3

•

the way in which GAD, as part of their scrutiny
on behalf of the prudential regulators of the
Society’s 1993 returns, handled the intimation
within those returns of the introduction by the
Society of what came to be known as its
differential terminal bonus policy – which I
cover in paragraphs 203 to 297;

•

the scrutiny of the Society’s regulatory returns,
which was undertaken by GAD on behalf of the
prudential regulators, for each year from 1994
to 1996 – which I cover in paragraphs 298
to 343;

•

the way in which GAD, as part of their scrutiny
on behalf of the prudential regulators of the
Society’s returns for 1990 to 1996, handled
issues arising from the presentation by the
Society within those returns of two separate
valuation results – which I cover in paragraphs
344 to 396;

•

the way in which the FSA, acting on behalf of
the prudential regulators, handled issues arising
from a financial reinsurance arrangement into
which the Society had entered – which I cover
in paragraphs 397 to 486;

This Chapter is structured in the following way:
(i) in paragraphs 4 to 38, I provide an overview of
the principal findings of fact which I have
made; and
(ii) in paragraphs 39 to 698, I explain, in relation to
each finding of fact, the basis on which I have
made those findings.

Overview of my principal findings of fact
4

My review of all the evidence, submissions and
other material before me has led me to make ten
principal findings of fact. Those findings relate to:
•

the way in which the DTI, as prudential
regulators, handled the ‘dual role’ – that is, the
holding by one person for more than six years,
from 1 July 1991 to 31 July 1997, of the position of
the Society’s Chief Executive simultaneously
with the position of its Appointed Actuary –
which I cover in paragraphs 40 to 131;

•

the way in which the FSA, acting on behalf of
the prudential regulators, handled the issue of
whether the potential impact on the Society of
it losing the Hyman litigation should be
disclosed within the Society’s regulatory
returns – which I cover in paragraphs 487
to 522;

•

the scrutiny of the Society’s regulatory returns,
which was undertaken by GAD on behalf of the
prudential regulators, for each year from 1990
to 1993 – which I cover in paragraphs 132 to 202;

•

the way in which the FSA, acting on behalf of
the prudential regulators, approached the
taking and recording of their decision to permit
the Society to remain open to new business
following its loss of the Hyman litigation –
which I cover in paragraphs 523 to 613;
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•

•

the basis on which the FSA, acting on behalf of
the prudential regulators, took their decision to
permit the Society to remain open to new
business following its loss of the Hyman
litigation – which I also cover in paragraphs 523
to 614; and
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Accordingly, those regulators were unable to verify
the solvency position of the Society as they were
under a duty to do. The aspects in respect of which
the Society’s returns for these years raised
questions which should have been identified,
pursued and resolved were:
•

the valuation rate of interest used to discount
the liabilities, which appeared to be imprudent
and/or impermissible (discounting liabilities
well below the guaranteed face value of
policies); and

•

the affordability and sustainability of the
bonuses previously declared by the Society,
which appeared to raise the expectations of
the Society’s policyholders which might not be
met.

9

On the information before GAD, the Society’s
approach to discounting appeared to suggest that a
significant amount of any future surplus would be
required simply to fund current guaranteed
benefits. This occurred in a situation in which GAD
knew that the Society had informed its
policyholders that, subject to smoothing, the
additional returns they would receive by way of
future bonus declarations would reflect the future
investment performance of the with-profits fund.

10

In addition, serious questions arose from the
information within the returns about whether the
Society could afford the level of bonus it was
paying and whether it could continue to pay out at
that level, in a situation in which, as GAD knew, the
Society was unique in illustrating to its
policyholders the full policy fund value, including
terminal bonus.

Furthermore, for the next six years, those
regulators failed to consider the use of their
powers to seek the ending of his ‘dual role’, despite
the assurance that had been given at the time of
his appointment that he would hold such a dual
role for 18 months only.

The scrutiny of the Society’s regulatory returns for
1990 to 1993
7 My second finding of fact is that, with regard to the
scrutiny of the Society’s annual regulatory returns
for the year-ends for 1990 to 1993, GAD, in
providing advice to the prudential regulators, failed
to satisfy themselves that the way in which the
Society had determined its liabilities and had
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8

the information given by the FSA, acting on
behalf of the prudential regulators, to
policyholders and others about the Society’s
solvency position and its record of compliance
with other regulatory requirements during the
period after the Society closed to new business
in December 2000 – which I cover in paragraphs
615 to 698.

The ‘dual role’
5 My first finding of fact is that, in June 1991, the
prudential regulators approved, when they should
not have done, the appointment of a new Chief
Executive without insisting that he should demit
office as the Society’s Appointed Actuary and
without applying subsequently a closer degree of
scrutiny of the Society’s affairs.
6

sought to demonstrate that it had sufficient assets
to cover those liabilities accorded with the
requirements of the applicable Regulations.

11

12

From the information before GAD, it was not clear
how the Society could fund guaranteed future
bonuses (applying the guaranteed investment
return) or manage to pay future discretionary
bonuses, in line with the reasonable expectations
of the Society’s policyholders that such bonuses
would continue to be paid.
Despite those questions, raising issues concerning
the prudence of the Society’s approach and
whether the Society would be able to fulfil the
reasonable expectations of its policyholders, no
action was taken by GAD to seek to resolve these
questions or raise them with the prudential
regulators.

The intimation of the Society’s differential terminal
bonus policy
13 My third finding of fact is that GAD identified the
introduction of a differential terminal bonus policy
when scrutinising the Society’s 1993 returns in
October 1994, but failed to inform the prudential
regulators, as GAD should have done, of that
introduction or to raise the matter with the
Society.
14

15

This failure by GAD to raise the matter occurred
despite there having been full disclosure by the
Society within its 1990 returns of the extent and
level of the guaranteed annuity rates within its
older policies and despite the Society referring to
such guarantees when it disclosed the introduction
of the differential terminal bonus policy in its 1993
returns – which, GAD noted, was a policy which
had the effect of reducing the final bonus payable
to policyholders.
That failure also occurred despite GAD knowing,
or having information before them which
suggested, both that the Society had told its
policyholders that Equitable would only change

bonus policy gradually and also that the Society’s
With-Profits Guides did not (at that time) inform
its policyholders of the differential terminal
bonus policy.

The scrutiny of the Society’s regulatory returns for
1994 to 1996
16 My fourth finding of fact is that, in carrying out the
scrutiny of the Society’s annual regulatory returns
for each year from 1994 to 1996, GAD, in providing
advice to the prudential regulators, failed to satisfy
themselves that the way in which the Society had
determined its liabilities and had sought to
demonstrate that it had sufficient assets to cover
those liabilities accorded with the requirements of
the applicable Regulations. Those regulators were
thus unable to verify the solvency position of the
Society.
17

The issues arising from the Society’s returns which
GAD failed to address and resolve to a satisfactory
conclusion were:
•

the continuation of the two issues which had
arisen within the returns for 1990 to 1993
(questions concerning discounting through the
use of imprudent and/or impermissible
valuation interest rates and the affordability
and sustainability of the Society’s bonus
declarations);

•

what appeared to be arbitrary changes to the
assumed retirement age for personal pension
policies, contrary to European Directives and
the applicable domestic Regulations;

•

the absence of explicit reserves for prospective
liabilities for capital gains tax and for pensions
review mis-selling costs, stating instead that
such liabilities were covered by implicit margins
in the valuation basis; and
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•

18

the absence of reserves in respect of
guaranteed annuity rates, which by then GAD
should have known were biting and should
therefore have been provided for.

GAD failed to identify all those issues, to pursue
them with the Society, or to seek to resolve the
issues that they raised.

The presentation of the Society’s two valuation
results
19 My fifth finding of fact is that GAD failed in certain
respects to act, when they should have acted, to
question the Society’s practice of producing two
valuations within the regulatory returns but
omitting crucial information from one of those
valuations. After 1996, the Society continued to
produce two valuations but published the missing
information.
20

That information was the amount of the resilience
reserves required in the Society’s appendix
valuation, produced to demonstrate compliance
with the Regulations. That omission meant that the
Society appeared financially stronger than it was
and that its solvency position was capable of being
misconstrued.

21

While GAD asked the Society for that information
in all but one year, GAD did not take steps to
ensure that the reader of the returns had that
information.

22

Even though the Society was not in breach of any
of the applicable Regulations by presenting its
valuations in the way that the Society did, GAD
recognised at the time that this position meant
that the Society’s returns, which were the main
mechanism through which ‘freedom with publicity’
was delivered, might mislead those who read them.
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23

Although the Society was permitted to produce an
alternative valuation from that specified in the
applicable Regulations, it was required, by those
Regulations, to demonstrate that its chosen
alternative valuation was at least as strong as that
specified in those Regulations.

24

GAD considered that such demonstration was
provided through the provision by the Society to
GAD – but not through the returns – of the
amount of the reserves omitted from the Society’s
alternative valuation. However, GAD failed to ask
for this information in November 1996 when they
were conducting their scrutiny of the Society’s 1995
returns. GAD were therefore unable to verify
whether those returns had complied with the
applicable Regulations.

25

In addition, from November 1993 onwards GAD had
possessed information, in the form of ratings of the
Society produced by Standard & Poor’s – an expert
ratings agency, which showed that the position was
not only capable of being misconstrued but also
that it was being misconstrued.

26

Those ratings, which were provided to GAD by the
Society and retained on GAD’s files, were used as
part of briefing for Ministers and others. Standard
& Poor’s erroneously concluded that the Society
was stronger than it really was. This was as a direct
result of the information which GAD knew was
missing from the returns.

27

GAD took no action to raise or to seek to resolve
this issue.

Financial reinsurance
28 My sixth finding of fact is that the FSA permitted
the Society, when they should not have done so, to
take credit within its 1998 returns, which were
submitted on 30 March 1999 and which were

available to the public by 1 May 1999, for a financial
reinsurance arrangement which had not been
concluded either at the valuation date or at the
date that those returns were submitted. This was
done without an appropriate reporting concession
being given.
29

30

Moreover, even leaving that aside, the FSA
permitted the Society within its returns for 1998,
1999, and 2000 to take credit for the financial
reinsurance arrangement that did not reflect the
economic substance of that arrangement.
This was despite the fact that GAD had identified
the potential problems with the proposed financial
reinsurance arrangement and had informed the FSA
of those problems, recognising that this
arrangement had little or no value for the purposes
of the determination of the Society’s solvency
position.

The potential impact of the Hyman litigation on
the Society
31 My seventh finding of fact is that the FSA failed to
pursue the failure by the Society to include
contingent liability notes within its regulatory
returns for 1998 and 1999 regarding the potential
impact of losing the Hyman litigation. This failure
to check why the Society had not included any
such disclosure in those returns occurred despite
the reminders by the prudential regulators that the
Society should do so, reminders given prior to the
submission of the Society’s 1998 returns.
32

No action was taken to seek to ensure that the
Society had a sound basis for not publicly
disclosing the fact that the outcome of the legal
action could have profound effects, including for
the operation of its differential terminal bonus
policy (and hence its reserving practices) – effects
which would have a significant impact on the

solvency position of the Society and on the
amount of money available to meet the liabilities it
had to its policyholders.
33

This failure by the FSA to act also occurred in
relation to the Society’s 1999 returns in a context in
which the FSA knew that the Society had informed
its policyholders that no significant costs would be
imposed on the Society if it lost the Hyman case.

The decision to permit the Society to remain open to
new business
34 I make two findings of fact concerning the decision
to permit the Society to remain open to new
business following the decision of the House of
Lords in the Hyman case.
35

My eighth finding of fact is that the FSA failed to
record that decision. No contemporaneous record
was made of that decision or of the factors and
evidence which were taken into account by the
FSA when they took it, or what alternative options,
if any, the FSA had considered. That decision was
highly significant for the interests both of existing
and potential policyholders.

36

My ninth finding of fact is that, having established
from those involved the basis on which the FSA
took that decision, the decision to permit the
Society to remain open at that time was not
grounded in a sound factual or legal basis. Relevant
considerations – such as the nature of the Society’s
business, which meant that it was not just new
policyholders who were potentially affected by the
decision – were not taken into account. No proper
consideration was given to the use of the full range
of powers that the prudential regulators possessed.
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The information provided by the FSA after closure
37 My final finding of fact is that the information
provided by the FSA in the post-closure period was
misleading and unbalanced, with assurances being
provided that the Society was solvent, when that
was in considerable doubt and was not the view
held by the FSA, who, on behalf of the prudential
regulators, had exercised formal intervention
powers on the grounds that the Society was likely
to be in breach of its regulatory solvency
requirements.
38

The responsibilities of [appointed] actuaries…
are central to the financial soundness of
long-term insurance business… It is incumbent
upon all Appointed Actuaries to ensure, so far
as is within their authority, that the long-term
business of the company is operated on sound
financial lines and with regard to its
policyholders’ reasonable expectations.
41

Nor were the assurances given by the FSA that the
Society was at that time fulfilling and always had
fulfilled all of its other regulatory requirements
appropriate, when the FSA knew that this was not
the case.

The UK system of supervision has worked well
over many years and has shown itself
well-suited to a diverse and innovative
insurance industry, providing flexibility and
not inhibiting change. A heavy load of
responsibility is placed on the Appointed
Actuary, but this is balanced by an active
actuarial involvement in the supervisory
process through GAD… The result is an
effective partnership between the actuarial
profession and the supervisory authority for
the benefit and protection of policyholders…

The basis for each finding of fact
39

Having summarised the ten principal findings of
fact that I have made, I now explain in more detail
the basis on which I have made each of those
findings.

The basis for my finding concerning the
‘dual role’
42

The issue and relevant background
40 The role of the Appointed Actuary was, at the time
relevant to this report, a central component of the
system of prudential regulation of insurance
companies. As the actuarial profession noted
in the July 1992 version of its mandatory guidance
note GN1:
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Key to this role was the relationship that
Appointed Actuaries had with the prudential
regulators but more especially with GAD. As the
then Government Actuary noted in a paper
entitled ‘The Supervision of Life Insurance Business
in the United Kingdom’ that he gave in 1990 to the
Groupe Consultatif Summer School:

Given this regulatory role, which was one
cornerstone of the system of prudential regulation
in the United Kingdom, an Appointed Actuary
needed to ensure that he or she had sufficient
independence from the executive management of a
life insurance company to enable him or her to
undertake effectively the responsibilities (to the
company, to its policyholders, and to the prudential
regulators and GAD) that were conferred on the
Appointed Actuary – and to enable him or her to do
so in line with the intention of Parliament when it
had created the role in 1973.

43

If an Appointed Actuary was unable to secure or
retain the necessary degree of operational
independence that would raise serious questions
about the ability of the Appointed Actuary in
those circumstances to perform the regulatory
functions conferred on him or her.

The facts
44. On 28 March 1991, the Society notified the DTI, then
the prudential regulators of insurance companies,
that Equitable proposed to appoint the Society’s
then Appointed Actuary to the post of Chief
Executive, once its current Chief Executive retired
on 30 June 1991. The Society said that it was
intended that the Appointed Actuary would not
relinquish his existing post.
45

In the event, one person held both posts
(Appointed Actuary and Chief Executive of the
Society) for six years and one month, during the
period between 1 July 1991 and 31 July 1997.

46

The Society’s proposal echoed the position that
had prevailed during 1980 and 1981, when the then
Chief Executive of Equitable had also been the
Society’s Appointed Actuary.

47

The DTI sought the views of GAD on the proposed
appointment. As GAD’s policy was believed to be
against combining the roles of Chief Executive and
Appointed Actuary, the matter was referred to the
Government Actuary himself to consider. On
17 April 1991, the Government Actuary commented:
I think we would certainly want to discourage
him from holding both positions, other than
on a very temporary basis. It would be
appropriate for DTI to write asking what [the
Society’s] intentions are regarding the
Appointed Actuary position, bearing in mind
the fact that it is not now generally thought

desirable for the same person to be [Chief
Executive] and [Appointed Actuary]. If they get
a dusty response I will speak to [him].
48

This advice was referred to the DTI, under cover of
a note by GAD, in which GAD wrote:
As it is not now thought desirable for the
same person to be both Chief Executive and
Appointed Actuary I think it would be best to
clarify the Society’s intentions.

49

In the light of this advice, the DTI asked the
Society’s Secretary what Equitable proposed
regarding the Appointed Actuary and withheld
consent to the appointment of the Appointed
Actuary as Chief Executive, pending clarification of
the position. This prompted a telephone call from
the Appointed Actuary on 30 April 1991.

50

He explained that, although Equitable had several
good in-house actuaries, it was considered that
they needed 12 months or so senior management
experience before assuming the role of Appointed
Actuary. Accordingly, Equitable would prefer him to
retain the role of Appointed Actuary for a further
period of approximately twelve to eighteen
months.

51

On 2 May 1991, the Society’s Secretary wrote to the
DTI to confirm the position. He explained that
Equitable were of the view that the Appointed
Actuary role should be regarded and operated at a
senior and influential level. The Secretary
confirmed that Equitable did not currently have an
actuary with the desired seniority but that they
expected to have an appropriate person for the
role of Appointed Actuary in twelve to eighteen
months’ time. The Secretary continued:
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Whilst it is certainly the Society’s current
intention to separate the roles and appoint
another Appointed Actuary within that
timescale, we would not wish a condition to
that effect to apply to [his] appointment as
Chief Executive. In making no objection to [his]
appointment the Secretary of State appears
to accept that [he] is a “fit and proper person”.
We cannot see that this will change if for
some at present unforeseen reason, [he] does
not cease to be the Appointed Actuary within
the timescale mentioned. There is, we believe,
a point of principle here.

Accordingly, rather than moving away from
the general approach and resorting to a purely
technical interpretation of the Appointed
Actuary’s role, we regard it as substantially
more satisfactory in professional and business
terms for [him] to continue to undertake the
Appointed Actuary role for a limited period
longer, as mentioned above.
52

53

On 8 May 1991, the DTI sought the views of GAD,
indicating that they were prepared to accept the
position now reached, provided it was for a limited
period. In response, GAD commented that they
were also prepared to accept the position, on the
basis that Equitable had confirmed that the
incumbent would remain Appointed Actuary for
twelve to eighteen months only after his
appointment as Chief Executive.

55

On 16 May 1991, in the light of this advice, the DTI
line supervisor for the Society wrote to the
Society’s Secretary to explain that the Secretary of
State had no objection to the proposed
appointment of the Appointed Actuary also as
Chief Executive:

I do not think we can accede to [the
appointment without condition]. GAD consider
18 months exceptional! Suppose [he] falls ill –
no Chief Executive – no Appointed Actuary –
a successor should have been groomed by
now to take on role of Appointed Actuary. I
suggest we initially telephone [Equitable’s
Secretary] to express our views – I could not
contact him today.

… on the understanding that [he] will only
retain the Appointed Actuary role for a
further 12 to 18 months as indicated in
your letter.
54
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On 31 May 1991, the Society’s Secretary raised
concerns about the terms of the DTI’s letter. He
suggested that the Secretary of State’s acceptance
of the Appointed Actuary’s appointment as Chief
Executive appeared conditional on his only
continuing in the role of Appointed Actuary for a
further twelve to eighteen months. The Secretary
stated:
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The Secretary asked the DTI to accept the
appointment without the implied condition.
However, the DTI official’s view was that this was
unacceptable. He passed Equitable’s letter to the
DTI senior line supervisor responsible for the
Society, with a note, which said:

56

The GAD Directing Actuary responsible for the
Society intervened and pointed out that the
emphasis of the Government Actuary’s advice had
been changed subtly, saying:
… he knows our concerns and respects them.
However, if someone hasn’t matured as quickly
as they had hoped, there is no point in DTI
getting up-tight. [The incumbent] now sees this
issue as a point of principle for him – and I take
his point. We should explain to [the DTI] that

Equitable is not a one-man show, likely to be
dominated by [him]. There are several good
actuaries in the company, and they are unlikely
to fall into the kinds of problems we have seen
elsewhere purely because he holds two key
posts. DTI should accept the company’s
assurances that they will separate the two
posts as quickly as it is prudent to do so.
57

On 17 June 1991, the DTI senior line supervisor wrote
to Equitable’s Secretary to note their:

59

During May 1992, GAD identified the continued
combination of the roles as one of a number of
current concerns they had about Equitable. GAD
noted that the incumbent’s ‘position as Chief
Executive and Actuary may create problems
because there is nobody to blow the whistle when
things go wrong’. The DTI also noted that they
were not happy with the combined role and had
regarded this as a temporary situation.

60

Both GAD and the DTI raised these concerns when
they met Equitable on 19 May 1992. The Appointed
Actuary and Chief Executive denied any conflict of
interest but stated that, if one were to arise, then
he would give up one of the posts. He had
explained that he was expecting to retire in three
to four years’ time, at which point the combined
role would end and that, in the meantime, the
appointment of a new Appointed Actuary was now
at least one year away.

61

Following this meeting, GAD expressed
disappointment that they had only met the
Appointed Actuary and Chief Executive. In
response, the Appointed Actuary and Chief
Executive provided information about Equitable’s
‘actuarial management area’.

62

He also explained that this area was under the
control of a senior actuary to whom three
actuaries reported. One of these provided
technical support to him in his Appointed Actuary
role. The DTI and GAD did not then pursue further
the issue of the combined role at this time.

63

I have seen that, during 1993, the continuing
combined role was also a matter of concern within
Equitable. In March of that year, Equitable’s former
Managing Director advised Equitable’s President
that the roles should be separated.

… current intention to separate the roles of
Appointed Actuary and Chief Executive within
the time frame suggested… In the light of that
and the points made during our conversation I
am happy to confirm our acceptance of [the]
appointment without condition.
58

The DTI senior line supervisor, in a minute to the
DTI official, noted that he had told the Society’s
Secretary that:
If the Appointed Actuary is also the Chief
Executive and therefore responsible for taking
the decisions on the direction of the company
there is, almost by definition, a conflict of
interest. The Appointed Actuary is most
unlikely to blow the whistle on the Chief
Executive! [Equitable’s Secretary] took the
point but said he would still prefer our
acceptance to be unconditional. I said we
were prepared to lift the condition but
nevertheless we noted the company’s
intention to find a new Appointed Actuary
within 12-18 months and that we would not be
constrained from raising the point again if no
appointment had been made at the end of
that timescale. On that basis I wrote the letter
[of 17 June 1991].
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64

65

66

67

68
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The former Managing Director identified a member
of Equitable’s staff whom he thought could be
appointed to the post of Appointed Actuary
within three months. In June 1993, in his personal
notes the President highlighted the need to settle
the retirement date of the Appointed Actuary and
Chief Executive and to separate those roles.

69

At that meeting, the Appointed Actuary and Chief
Executive confirmed that the roles would be split
on his retirement. His response made clear that the
appointment of a new Appointed Actuary prior to
his departure was no longer being considered.

70

Neither the DTI nor GAD raised with him (or with
the other directors of the Society) the fact that his
appointment as Chief Executive in July 1991 had
been agreed on the understanding that the roles
were likely to be separated within eighteen
months. That information had been provided to
the prudential regulators as part of the process of
authorising the Appointed Actuary to act also as
Chief Executive.

71

I have seen that this continued to be a matter of
concern within the Society. In June and December
1994 and in August 1995, Equitable’s President and
auditors noted that the combined role remained an
issue that was in need of resolution.

72

In January 1996, GAD, in their scrutiny report on the
1994 returns, noted again that both roles were
combined but that the Appointed Actuary and
Chief Executive was ‘due to retire within a few
years (though it is dangerous to speculate exactly
when!)’. GAD did not pursue this issue with
Equitable as part of their follow up work on
the returns.

73

However, following correspondence on other
matters, the Appointed Actuary and Chief
Executive had suggested that GAD and the DTI
should take ‘a far tougher line on whom they
allow to become appointed actuaries’. GAD
replied that neither they nor the DTI had any
powers in this respect.

74

The Appointed Actuary expressed surprise at this
and, on 15 April 1996, he stated:

The Society’s auditors also advised the President
that it was essential that the combined role was
terminated at the earliest possibly opportunity, as
it was ‘completely wrong’ for any one person to
have so much power in his own hands. In
September 1993, in his personal notes, Equitable’s
President again highlighted the separation of the
roles as a matter of great importance.
It appears that, during 1993, neither the DTI nor
GAD raised the combined role with Equitable. The
contact they had with the Society was almost
exclusively with the Appointed Actuary and Chief
Executive. The DTI and GAD appear to have been
unaware of the fact that there was support within
Equitable for ending the combined role or that
advice to that effect had been provided to the
Society by its auditors.
In February 1994, the DTI noted the concern that
GAD and the DTI had expressed at the meeting in
May 1992 but concluded that the situation would
be brought to an end when the Appointed Actuary
and Chief Executive retired in 1995 or 1996 (that is,
three or four years from May 1992).
In November 1994, GAD, in their scrutiny report on
the Society’s 1993 returns, noted the continuance
of the combination of both roles. The DTI
identified this as an issue for discussion at a
meeting with Equitable to be held on 9 December
1994.
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Although I accept that the [1982] Act does not
require approval of Appointed Actuary
appointments, there would appear to be an
avenue of influence under the “sound and
prudent management” criteria. That is via the
requirement that any office “is directed and
managed by a sufficient number of persons
who are fit and proper persons to hold the
positions which they hold”.
75

76

A handwritten note on the GAD file copy of this
letter expressed doubt on this, saying that ‘this
would not pass review’. It appears that neither the
DTI nor GAD gave any further consideration to the
use of the power to which the Appointed
Actuary/Chief Executive had drawn their attention
in order to influence the situation at Equitable,
either before he had done so, at that time, or
subsequently. Nor did the DTI give consideration to
the use of any other of their powers.
In November 1996, in their scrutiny report for the
1995 returns, GAD noted again that the roles of
Appointed Actuary and Chief Executive were
combined. GAD also noted, apparently as an
example of a counterbalance to this concentration
of responsibilities, that the Society’s Board of
thirteen was chaired by a non-executive director
and had a total of eight non-executives on it.

77

GAD did not pursue the combined roles of
Appointed Actuary and Chief Executive as part of
their follow up work on the Society’s 1995 returns.

78

On 8 November 1996, GAD and the DTI met
Equitable. There is no evidence that the combined
role of the Appointed Actuary and Chief Executive
was discussed with the Society. At that meeting,
the Appointed Actuary gave no date for his
retirement but explained that he would stay at
Equitable until current changes had been
consolidated.

79

On 1 August 1997, following the retirement of the
incumbent the roles of Chief Executive and
Appointed Actuary were separated. His successor
as Appointed Actuary was the member of staff
identified to the Society’s President in March 1993.

The statutory and administrative context
The prudential regulators were not required to
approve the appointment of an Appointed
Actuary, although the name of such a person had
to be notified to those regulators. The Government
Actuary would also meet a new Appointed Actuary
shortly after he or she was appointed.

80

81

The prudential regulators, however, were given
powers to refuse to authorise an individual seeking
appointment as the Chief Executive of an insurance
company, if those regulators did not consider that
person to be fit and proper to hold the position
that it was intended they should hold.

82

The powers of intervention available to the
prudential regulators, with effect from 1 July 1994,
included those which enabled them to seek to
remove a director, controller, or senior manager on
a number of grounds.

83

Where a Chief Executive had already been
appointed, section 37(5) of the 1982 Act provided
that certain powers of intervention could be
exercised within a five-year period from that
appointment, whether or not any of the grounds in
sections 37(2) or 37(4) of the 1982 Act existed,
provided that there was good reason for doing so.

84

It also from that date became a ground for
intervention if it appeared to the prudential
regulators that the criteria of sound and prudent
management – set out in Schedule 2A to the 1982
Act – were not fulfilled or might not be fulfilled in
respect of a particular company.
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85

86

87

88

Paragraph 2 of Schedule 2A to the 1982 Act
provided that one of the criteria of sound and
prudent management was that each director,
controller, manager, or main agent of an insurance
company was a fit and proper person to hold
that position.

In principle, if there are express statutory
powers to deal with a particular situation,
then the situation should be dealt with by the
exercise of these statutory powers. Although
the exercise of the powers is discretionary,
there is a duty to give proper consideration to
whether the discretion should be exercised.

Paragraph 4(1) of Schedule 2D to the 1982 Act
provided that, where it appeared to the prudential
regulators that the criteria of sound and prudent
management were not or might not be fulfilled by
reason of the ability of a person who is a
controller of an insurance company to influence
that company, those regulators could serve on
the company a written notice of objection to
that person continuing to be a controller of
that company.
In Guideline 8.10 of the DTI’s Policy Guidance
Notes, the prudential regulators dealt with what
was described as ‘non-statutory intervention’.
Paragraph 4 of that Guideline stated:
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Paragraphs 7 to 9 of that Guideline continued:
In addition to his statutory powers, the
Secretary of State enjoys the benefit of the
general principle that everything is permitted
by law unless it is specifically prohibited. In
considering action to be taken, regard must be
had not only to whether the action is
specifically prohibited by law but whether
there is an implicit prohibition either by UK or
EC law.

Paragraph 4 of that Schedule also provided that
one of the criteria of sound and prudent
management was that an insurance company was
directed and managed by a sufficient number of
persons who were fit and proper to hold the
positions that they held.

The legislation should not be interpreted as
setting out exclusively all actions which the
Secretary of State can take in pursuance of his
duty to regulate the insurance industry. It
presupposes that action will be taken, for the
purpose of protecting policyholders, which is
covered by the statutory provisions.
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89

Although it is unlikely that a course of action
will arise for failure to exercise a
discretionary power ... the failure to exercise
the powers could well result in criticism of
the [prudential regulators].

My assessment
90 At the outset, I should emphasise that, in
considering the existence of such a dual role, I
make no judgement on the fitness or propriety of
the particular individual in this case to hold an
individual position within an insurance company.
91

My concerns do not relate to his specific qualities
or to those of any other person who held similar
dual roles at that time. Whatever his personal
attributes or experience, I consider that it is not
the specific attributes of the person who held both
posts which is in issue, but a wider matter of
principle.

92

The purpose of the 1982 Act – the protection of
the interests of policyholders and potential
policyholders – was, it seems to me, capable of
being frustrated if the Appointed Actuary was
constrained in the discharge of his or her functions
by a conflict of interest.

93

By acting simultaneously as Chief Executive, the
Society’s Appointed Actuary was subject to
significant constraints on his or her capacity to act
as part of the system of prudential regulation.

94

Given the unique position of the Appointed
Actuary within that regulatory regime, the
centrality of which is recognised by the public
bodies, this had the potential to lead to the
dysfunction of the system of regulation created by
Parliament.

95

96

97

An Appointed Actuary was, in my view, by
definition not a fit and proper person to hold
concurrently the position of Chief Executive of the
same insurance company. The Society’s application
for authorisation of its new Chief Executive in that
context should have been denied unless a
condition was imposed that he should demit office
as Appointed Actuary forthwith.
Once the appointment had been approved, there
were a number of possible ways in which the
prudential regulators could have prevented an
Appointed Actuary and a Chief Executive of a
mutual (or any other) life insurance company from
holding both posts concurrently. None of those
ways was considered in this case by the prudential
regulators.
Given that the prudential regulators and GAD
recognised at the time that the dual role in
question led to what they referred to as an
inherent ‘conflict of interest’ – one which would
exist at the heart of the regulatory system of

checks and balances – it seems to me that
questions arose as to whether the situation could
prejudice the interests of policyholders. Those
questions were never considered.
98

From 1 July 1994, three years after the dual role had
been created, the failure of the prudential
regulators to consider taking action to seek to end
the position that they had been told was intended
to last for approximately eighteen months became
even more inexplicable and unacceptable. Yet
those regulators took no action on the continuing
situation.

99

The rationale for the Society not appointing a
successor to the incumbent as Appointed Actuary
– a role which all concerned recognised was central
to the efficient operation of the system of
prudential regulation of insurance companies – was
that there was no-one within the Society of
sufficient stature and with the relevant experience
to take on this role.

100

Rather than assuaging any concerns that the
prudential regulators should have had about one
person holding perhaps the two most central roles
in a life insurance company at the same time, the
information that there was purportedly no-one
else within the Society experienced or senior
enough to succeed as Appointed Actuary should
have raised further concerns.

101

Nor was it necessary for a successor as Appointed
Actuary to come from within the Society. Why
Equitable had not considered advertising for a
replacement or using a firm of actuarial
consultants, given the rationale for the dual role
which the Society had put forward, was not a
question that the prudential regulators considered
putting to the Society.
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102

Nor was the possibility considered by the
prudential regulators of their taking action
themselves to seek to encourage the Society to
recruit a suitable Appointed Actuary from outside
its then current staff.

103

The precise rationale that the Society put forward
for the initiation and continuance of the position in
which one person held the dual role was the lack of
appropriately qualified and experienced people
within the Society to take over as Appointed
Actuary.

104

105

106

107
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Given that rationale, I find it inexplicable that the
prudential regulators did not take action to prompt
the Society to seek to recruit its Appointed
Actuary from outside, using their powers of
intervention under the sound and prudent
management criteria.

108

Even without relying on the exercise of their
statutory powers, to which the prudential
regulators gave no consideration, there still
remained a wide range of means – for example,
non-statutory action, contact with the Society’s
President or Board, or professional influence –
which could have been considered and/or taken by
the prudential regulators but which were not
considered and/or taken by those regulators.

109

The prudential regulators should have been
concerned that, not only did the dual role negate
one of the cornerstones of the regulatory regime,
but also that there appeared to be no-one else
within the Society with the seniority to temper any
abuse of power that might occur.

110

A more intensive level of scrutiny could, moreover,
have been applied to mitigate the effect of there
being no ‘whistle-blower’, if the prudential
regulators had come to the view that it was not
appropriate to exercise any of their statutory or
other powers.

111

None of these avenues was considered. The
prudential regulators took no action to seek the
ending of the unacceptable dual role. Furthermore,
those regulators and GAD throughout the period
had little contact with anyone at the Society other
than the Chief Executive and Appointed Actuary.

112

My conclusion is that the prudential regulators
failed in two respects. First, those regulators
approved, when they should not have done, the
appointment of a new Chief Executive without
insisting that he should demit office as the
Society’s Appointed Actuary and without applying
subsequently a closer degree of scrutiny of the
Society’s affairs.

From 1 July 1994, there was also a further potential
means whereby the dual role of Appointed Actuary
and Chief Executive might have been brought to
an end.
As I have noted above, paragraph 4(1) of
Schedule 2D to the 1982 Act gave the prudential
regulators the power to object to a controller or
senior manager of a company continuing to hold
such a position where it appeared that the criteria
of sound and prudent management were not or
may not in the future be fulfilled by reason of the
ability of that person to influence the company.
The exercise of this power to resolve the dual role
of the Appointed Actuary and Chief Executive of
the Society – a situation in which it could not be
doubted that he had considerable influence over it
– was never considered by the prudential
regulators at any time after that power became
available to them.
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113

Secondly, for the next six years, those regulators
failed to consider the use of their powers to seek
to end that ‘dual role’, despite the indication that
had been given at the time of appointment that
he would hold such a dual role for a limited
period only.

117

… not accept that there was in fact a conflict
of interest within Equitable, or that the
prudential regulator recognised such a conflict
of interest to exist. There was no reason to
consider that, for a mutual such as Equitable,
the Chief Executive and the Appointed
Actuary would not have interests that were
broadly coincident interests in favour of the
policyholders. Moreover, particular safeguards
against conflicts of interest in respect of
Appointed Actuaries were put in place by the
actuarial profession, as reflected in specific
provisions in both the Memorandum of
Professional Conduct and GN1.

Submissions I have received and my evaluation of
those submissions
Submissions by the public bodies
114

When I informed the public bodies that I was
minded to come to this view, those bodies told me
that, in their view, I had misinterpreted or
misapplied the applicable law.

115

The public bodies said that the prudential
regulators had had no power to force the
incumbent to resign either as Chief Executive or as
Appointed Actuary of Equitable, without evidence
either that his conduct was such as to justify
regulatory intervention or that Equitable were not
being properly managed. The public bodies said
that those regulators had been aware of no such
evidence.

116

In support of these views, the public bodies
submitted that:
… there was no legal requirement for the
Appointed Actuary of a company to be
independent of the company’s executive. It
was plainly permissible for the Appointed
Actuary to be on the company’s board, and to
hold the role of Chief Executive. Similarly,
there was nothing which either required or
prevented the Appointed Actuary from being
a policyholder and/or a shareholder.

The public bodies told me that they did:

118

The public bodies told me that, accordingly, ‘put at
its highest, there was a potential for conflict, in
respect of which the prudential regulator had
been given assurances that [the incumbent] would
relinquish one of his roles’.

119

The public bodies submitted that, in addition:
… one person holding both roles was not
unique to Equitable, this situation having also
applied in the then recent past to at least four
other large mutuals in particular. Consistency
of approach between companies was (and
remains) an important principle of regulation,
save where different treatment was
specifically provided for by the Insurance
Companies Act 1982 or justified by the systems
of priority ratings and other objective criteria
employed by GAD and the prudential
regulator relating to solvency and compliance
with the Insurance Companies Act 1982 and its
associated regulations. There was no
justification for different treatment on either
basis in Equitable’s case.
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120

The public bodies then told me that they did
not accept that the powers within the Insurance
Companies Act 1982, to which I have
referred above:
… provided a legal basis that would have
enabled the prudential regulator to intervene
in respect of the dual appointments… none of
the… powers of intervention could have been
used by the prudential regulator to object to
[the incumbent]’s dual role. The prudential
regulator was well aware that it did not have
the power to force [him] to relinquish one or
other post.

121

123
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124

I was not persuaded by the submissions made by
the public bodies on this matter. Whether or not
the position which existed at the Society was
unique seems to me to be an irrelevant consideration.

125

That other situations which are incompatible with
the regulatory regime designed by Parliament have
arisen and been accepted by those operating that
regime does not make the underlying
incompatibility acceptable.

126

Nor have I said that Appointed Actuaries were, or
should have been, prevented from sitting on a
Board or becoming a policyholder or shareholder,
where relevant. Those submissions go therefore to
conclusions which I have not reached and are
irrelevant to the dual role issue.

127

As will be seen, in their other submissions, the public
bodies have suggested that the prudential regulators
and GAD were entitled to rely on the certification
of the Appointed Actuary when considering the
Society’s regulatory returns and the information he
provided in correspondence or at meetings.

128

I have had regard to the nature of the duties which
the prudential regulators had at the relevant time,
which included the verification of the solvency
position of insurance companies and of the way in
which those companies had determined their
liabilities and sought to demonstrate that they had
sufficient assets to cover those liabilities.

129

I do not accept that it was open to the prudential
regulators to fail to consider the taking of action
to deal with the conflict of interest arising from
the dual role, whereby the person who was their
main means of ascertaining information from
within the Society about those questions – the
Appointed Actuary – was also the Chief Executive
of that company.

The public bodies submitted that, additionally, ‘it
must be presumed that Equitable’s auditors took
the same view’, as:
From 1 July 1994, the auditors had a duty to
report to the prudential regulator in
circumstances in which they had concerns
that there was a question as to whether the
prudential regulator ought to consider
exercising its powers of intervention, including
in relation to potential breaches of the criteria
of sound and prudent management… At no
point did Equitable’s auditors make such a
report to the prudential regulator.

122

My evaluation of those submissions

The public bodies concluded that, for all these
reasons, ‘given the pressure which the prudential
regulator had already brought to bear on
Equitable on this point, the bodies under
investigation consider that it was reasonable for
the prudential regulator not to have taken action
beyond what it actually did’.
The public bodies told me that any adverse finding
would be unreasonable and flawed.

Equitable Life: a decade of regulatory failure

130

The failure by the prudential regulators to consider
whether to take appropriate action was
exacerbated by their failure to ensure through
other means – heightened scrutiny of the Society’s
affairs – that the information they were being
provided with was accurate and reflected a prudent
assessment of the Society’s position.

to enable the prudential regulators, acting with the
advice and assistance of GAD, to ascertain whether
there was any need to raise and pursue those issues.
135

My finding
131 I find that the way in which the DTI, as prudential
regulators, handled the ‘dual role’ – that is, the
holding by one person for more than six years,
from 1 July 1991 to 31 July 1997, of the position of
the Society’s Chief Executive simultaneously with
the position of its Appointed Actuary – fell short
of the standard that could reasonably be
expected of such regulators.

The basis for my finding concerning the
scrutiny of the Society’s returns for 1990
to 1993
The issue and relevant background
132 Each year, the Society, like every other insurance
company, was required to submit annual returns to
the prudential regulators. Those returns set out a
considerable amount of detail about the business
of the Society, about its liabilities, about the assets
covering those liabilities, and about the solvency
position of the Society.
133

134

The submission and scrutiny of those returns were
the two prime mechanisms of prudential regulation
during the period covered by this report.
The Society’s returns for the years 1990 to 1993
raised certain issues about the approach that the
Society was adopting to its business, which the
scrutiny process was designed to highlight in order

The particular issues which arose during these
years were:
•

the valuation rate of interest used to discount
the Society’s liabilities, which appeared to be
imprudent and/or impermissible (and resulted
in the discounting of liabilities well below the
guaranteed fund – the sum assured plus
allocated guaranteed interest and bonuses – of
policies); and

•

the affordability and sustainability of the
bonuses previously declared by the Society,
which appeared to raise the expectations of
the Society’s policyholders which, on the
information before GAD, the Society was
unlikely to be able to meet.

The facts
136 The contents of the regulatory returns submitted
by the Society each year, the notes and reports
which together constituted the scrutiny of those
returns by GAD, the correspondence between the
Society and the prudential regulators and GAD, and
the meetings held between them are extensively
cited within Part 3 of this report. They are also
summarised within Chapter 6 of this report. It is
not practicable to reproduce all of that material
again here.
137

Table 10a sets out the principal entries within Part 3
of this report which are relevant to the scrutiny
of the Society’s returns for each year from 1990
to 1996.
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Table 10a: the scrutiny of the Society’s regulatory returns
Year

Date
submitted

GAD initial
scrutiny

1988

26/06/1989

A1 – 24/07/1989

GAD detailed
Correspondence from Correspondence
scrutiny to regulators GAD to Equitable from Equitable to GAD

A2 – 11/09/1989
1989

29/06/1990

A1 – 06/07/1990

05/12/1990

04/12/1990

17/12/1990

20/11/1991

19/11/1990

22/11/1990

29/10/1992

29/10/1992

06/11/1992

28/03/1994

28/03/1994

07/04/1994

15/11/1994

15/11/1994

22/11/1994

23/01/1996

23/01/1996

21/02/1996

16/12/1997

13/01/1998

16/01/1998

04/02/1998

27/02/1998

12/03/1998

A2 – 10/07/1990
1990

27/06/1991

A1 – 24/07/1991
A2 – 29/07/1991

1991

29/06/1992

A1 – 03/08/1992
A2 – 10/08/1992

1992

29/06/1993

A1 – 30/06/1993
A2 – 05/07/1993

1993

27/06/1994

A1 – 15/07/1994
A2 – 07/07/1994

1994

30/06/1995

A1 – 24/07/1995
A2 – 25/07/1995

1995

28/06/1996

A1 – 08/07/1996

01/11/1996

A2 – 18/07/1996
1996

30/06/1997

A1 – 18/07/1997
A2 – 07/08/1997

16/12/1997

21/04/1998
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139

140

I have noted above that, with respect to the
Society’s returns for each year from 1990 to 1993,
the issues arising from those returns which should
have raised questions in the mind of those
scrutinising the Society’s returns were the valuation
rate of interest used to discount the Society’s
liabilities and the affordability and sustainability of
the bonuses it had previously declared.
Table 10b shows the Mathematical Reserves for
non-linked business as shown in the Society’s
appendix valuations within its returns for 1992 and
1994, along with the average valuation interest rates
and the appropriate regulatory asset yields, as
estimated by my actuarial adviser. The last column
shows the margin between the asset yields and the
valuation interest rates.

amount of any liabilities should be determined in
accordance with the valuation Regulations. The
valuation Regulations applicable to the Society’s
returns for 1990 to 1993 were those contained in
the Insurance Companies Regulations 1981.
144

Section 18(5) of the 1982 Act required the
Appointed Actuary to produce the abstract of his
or her report of the results of that investigation
into the financial condition of the company in
conformity with the Accounts and Statements
Regulations. The Regulations applicable to the
Society’s returns for 1990 to 1993 were those
contained in the Insurance Companies (Accounts &
Statements) Regulations 1983.

145

The prudential regulators issued internal guidance
in 1991 – the DTI Policy Guidance Notes, which set
the policy framework for the discharge by those
regulators of their statutory functions. Those
functions included the duty to consider the
regulatory returns submitted by insurance
companies.

146

The prudential regulators had, in 1984, also issued
guidance to insurance companies on the
preparation of the annual returns. Paragraph 12.1 of
that guidance stated that:

To meet the requirements valuation regulations,
this margin should be greater than zero and
significantly so if an allowance is made for future
bonus on with-profits business.

The statutory and administrative context
141 Section 22(5) of the Insurance Companies Act 1982
required the prudential regulators to consider the
regulatory returns, prepared pursuant to sections 17
and 18 of the 1982 Act and deposited pursuant to
section 22(1) of that Act.
142

Section 22(5) also required those regulators, if it
appeared to them that those returns were
inaccurate or incomplete in any respect, to
communicate with the company with a view to the
correction of any such inaccuracies and the supply
of deficiencies.

143

Section 18(4) of the 1982 Act required, when an
investigation into the financial condition of the
company was undertaken by the Appointed
Actuary, that the value of any assets and the

… sufficient information must be given about
the basis of the valuation to enable the
Department to be satisfied [that the
Mathematical Reserves conformed to the
applicable Regulations], and in particular that
the reserves meet the minimum standards
required under Regulations 55 to 64 of the
1981 Regulations.
147

Paragraph 12.3 of that guidance also stated that the
returns should:
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Table 10b – the Society’s valuation rates of interest v asset yields
Weighted average
of the valuation
rates %

Margin %

With-profits business

6.20

5,932

6.09

(0.10)

Non profit business

7.63

1,193

7.63

0.00

Total non-linked business

6.44

7,125

6.35

(0.09)

Weighted average
of the valuation
rates %

242

1992
Appendix Weighted average
valuation
of the yield on
reserve the hypothecated
£m
assets%

1994
Appendix Weighted average
valuation
of the yield on
reserve the hypothecated
£m
assets%

Margin %

With-profits business

5.68

8,829

5.52

(0.16)

Non profit business

7.58

1,841

7.58

0.00

Total non-linked business

6.01

10,669

5.87

(0.13)
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… give details of any guarantees and options
on non-linked contracts which the actuary
considers to be significant. Common examples
are guaranteed surrender values, guaranteed
annuity rates, guaranteed minimum rates of
interest on deposit administration contracts,
and options to increase sums assured without
evidence of health.
153
148

Paragraph 12.4 continued that ‘the guarantees and
options to be specified… should include details of
any guaranteed surrender basis which is specified in
the policy, whether expressed in monetary terms or
as percentage deductions from the value of units’.

149

Acting under the terms of a service level
agreement made in 1984, GAD undertook the
scrutiny of the regulatory returns on behalf of the
prudential regulators.

150

Paragraph 25 of that agreement specified that, as
soon as possible after the receipt of the returns,
GAD would ‘carry out an initial scrutiny of the
return with a view to advising [the prudential
regulators] of any serious solvency or compliance
problems in respect of the company’s long-term
business and to determine an order of priority for
GAD’s main examination of the returns’.

152

That main examination aimed to produce a
detailed scrutiny report which GAD would submit
to the prudential regulators. The primary
objectives of those reports were:
•

to form a view about the solvency position of
the company and to determine whether, at the
valuation date for the returns, the company
met the margin of solvency required in respect
of its long-term business and whether, in the
foreseeable future, it seemed likely that the
company would continue to meet that margin;

•

to determine if the returns complied with the
relevant statutory requirements; and

•

to determine, as far as possible from the
returns, whether the company appeared to
have complied with other requirements relating
to its long-term business.

The detailed scrutiny report was, pursuant to the
terms of the service level agreement, to include:
•

a general description of developments in the
year covered by the returns which might affect
the company – examples of such
developments were said to be changes in the
company’s philosophy or business approach,
changes in the type, volume or mix of its
business, and any other internal or external
factors that could have a special effect on
the company;

•

a general commentary on the present and
future financial position;

•

details of breaches, or possible breaches, of the
applicable Regulations or of any undertakings
given by the company to the prudential
regulators;

•

details of significant errors in or omissions from
the returns;

•

details of any qualifications in any of the
certificates which were required to be
submitted with the returns;

•

details of high lapse rates; and

•

details of correspondence between GAD and
the company.
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153

GAD also issued internal guidance, the Insurance
Supervisory Work Manual, to assist those of its
actuaries who had responsibilities for the scrutiny
of the returns of insurance companies. Paragraph
D.9 of that manual stated that:
If a company’s business is straightforward and
we have no concerns, we should not ask for
information which is not required, explicitly or
implicitly, by the Regulations, but where there
is anything which suggests concern, we should
not hesitate to ask for further information to
be given. If the matter is one that the public
should know about, particularly where the
returns are misleading, we should ask through
DTI for an amendment to the returns. A
middle course is to ask for an answer by letter
and for future returns to be amended.

154

156

Paragraph K.5 of the GAD manual said:
In general, it is not necessary to look at
interest, mortality and expenses in watertight
compartments. The main point is whether the
valuation basis as a whole is adequate.
However, where weaknesses in one area are
offset by strengths in another, we may need to
ask questions to establish that the overall
result is adequate.

155

Section K of the GAD manual also invited
scrutinising actuaries to:
•

244

consider whether a company’s contracts had
been ‘adequately described’, saying in relation
to deposit administration contracts, that the
description in the returns should include a
description of any guarantees and surrender
options contained in those contracts and any
interest guarantees built into them;
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•

consider the resilience test and whether the
GAD guidance on the tests to be applied had
been followed;

•

consider whether any reserve for maturity
guarantees had been calculated in line with the
basis set out within the report of a professional
working party; and

•

consider whether the valuation interest rates
were supportable and in compliance with the
applicable Regulations, noting that, ‘in doubtful
cases, it may be necessary to ask for a
“matching rectangle”’.

For the 1993 returns, GAD also developed a scrutiny
proforma with notes on the content to be included
in those detailed scrutiny reports. Among the
issues which the proforma stated should be
included were:
•

‘a view as to the soundness of the company in
the short and longer term’;

•

‘cover for the solvency margin’ – which was
said to be ‘a key DTI supervisory responsibility’;

•

a clear statement ‘where there is any doubt as
to whether the valuation basis used is in
accordance with the Regulations’; and

•

a series of ‘key features’, including ‘recent
trends in financial results, especially if
adverse’, the ‘approach to valuation and a
general view as to strength’, and the
‘supportability of bonuses and recent trends in
bonus declarations’.

Professional guidance was also issued by the Faculty
and Institute of Actuaries with regard to the conduct
of the Appointed Actuary when undertaking an
investigation under section 18 of the 1982 Act.

My assessment
158 The Society’s returns for 1990 to 1993 gave rise to
a number of questions as to whether the Society
was acting in contravention of the applicable
Regulations with respect to the valuation interest
rates used as part of the determination of the
Society’s liabilities within the returns for all
these years.
159

160

In 1990, 1991 and 1992, the valuation interest rates
used by Equitable for most of their non-profit
business were near the maximum that could be
supported by the current assets, leaving little or no
margin between those rates and the appropriate
risk-adjusted yields.

GAD did identify the existence of, and raise
concerns about, some of these issues with
Equitable. However, GAD did not do so in relation
to every potential contravention of the
Regulations. For example, GAD did not identify
that, in the Society’s 1992 returns, the valuation
rates used in relation to significant elements of the
Society’s business appeared not to be supported
by the backing assets.

165

Moreover, on the occasions that GAD did raise
concerns with the Society, GAD did not pursue
those concerns to a satisfactory resolution.

166

On 15 November 1994, GAD wrote to the Society
concerning its 1993 returns. GAD noted that the
valuation interest rates that had been used by the
Society seemed high compared to the available
yields on assets shown in Form 45 of those returns.

167

GAD asked the Appointed Actuary to provide a
matching rectangle in relation to the valuation basis
prescribed in the Regulations, in order that GAD
could be satisfied that the returns complied with
the requirements of Regulation 59 of the
applicable Regulations.

168

The Society replied on 22 November 1994. The
Appointed Actuary provided rudimentary
information which did not include a hypothecation
of assets to categories of business.

169

The Appointed Actuary said that the weighted
average valuation rate of 4.78% was supported by
the asset yields shown on Form 45 of the return.
The Appointed Actuary stated that he did not
consider that, when establishing the maximum
valuation interest rates allowed by the Regulations,
hypothecation of assets to categories of liabilities
was necessary or required by the applicable
Regulations.

However, the current assets were of shorter
duration than a significant proportion of the
liabilities, which meant that those assets would
have to be reinvested at some future date.

161

In such circumstances, Regulation 59(7) of the 1981
valuation Regulations limited the yield that could
be assumed to be earned after such reinvestment
and, in turn, this limited the valuation rate of
interest that could be supported by those assets.

162

This rate was significantly below the rate supported
by the current assets. Overall, the maximum
valuation interest that could be used was the
weighted average of (i) the risk-adjusted yield on
the current supporting assets and (ii) the maximum
yield that could be assumed to be earned on future
reinvested assets.

163

164

As the valuation interest rates used by the Society
were close to, or equalled, the maximum that could
be supported by its current assets, the content of
the Society’s returns raised issues as to whether the
Society had properly allowed for the requirements
of Regulation 59(7) when determining what
valuation rates to use.
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170

GAD responded on 23 November 1994 and
expressed some surprise at the interpretation of
the Regulations that the Appointed Actuary
professed to hold.

171

GAD reminded the Society’s Appointed Actuary
that the Regulations did not permit an individual
valuation interest rate to be higher than the overall
yield on the assets hypothecated to liabilities
valued at that rate – and that, consequently,
valuation rates could not be averaged for the
purposes of demonstrating compliance with the
statutory requirements.

172

GAD asked the Society to hypothecate assets to
each category of business for which a different
interest rate had been used.

173

Further correspondence ensued. On 2 December
1994, GAD told the Society’s Appointed Actuary
that GAD did ‘not agree with your interpretation
of Regulation 59’. GAD explained their
understanding of the applicable Regulations
and concluded:
We trust that in considering your bases for the
net premium test in the 1994 valuation you will
verify that each interest rate can be
supported in terms of the new Regulation
69(11) with the application of paragraph 12
if required.

174

246

That correspondence culminated in a letter from
the Appointed Actuary to GAD on 7 December
1994, in which he stated that he did ‘not wish to
prolong this correspondence unduly since, on this
occasion, it relates only to our “appendix”
demonstrations of compliance with the
Regulations’. However, he accepted that the
position adopted by GAD would ‘become more
pertinent under the new Regulations and I shall
give further consideration to that’.
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The Society’s Appointed Actuary also stated that
‘looking back through my files, I see that a similar
presentation to that [used by the Society]… has
been provided on a number of occasions in the
past without being questioned by your
predecessors’.

176

Thus, GAD’s attempt to secure compliance with the
relevant Regulations was left unresolved, with only
an indication from the Appointed Actuary that
GAD’s interpretation would be ‘considered’ for
future returns.

177

Using higher valuation interest rates to calculate
the Mathematical Reserves than was supportable
by the assets held by the Society meant that the
amount of the liabilities that were used when
calculating the solvency position of the Society
would be significantly understated, thus giving a
more favourable impression of its financial
condition.

178

The content of the Society’s returns for 1990 to
1993 also gave rise to a number of issues regarding
the affordability and sustainability of the Society’s
bonus declarations. Those issues related to the
interest rate differential which the Society applied
and the associated issue of reserving for future
declarations of reversionary bonus.

179

The way in which Equitable made provision in its
reserves for the payment of future reversionary
bonuses, above the guaranteed interest rates which
applied to policies written before 1996, should have
raised concern. This was because the Society’s
practice did not appear to be consistent with the
reasonable expectations of its policyholders.

180

The Society used net discount rates – that is,
valuation interest rates less any explicit allowance
for future bonuses – which were higher than the
guaranteed investment return in the calculation of

its Mathematical Reserves. The Society did so (i) in
the appendix valuations for all years from 1988 to
1999 and (ii) in the main valuations from 1990 to
1996. This is illustrated in table 10c, which sets out
the information contained within those returns.
181

182

183

The difference between the net discount rate and
the guaranteed investment return constitutes an
‘interest rate differential’. Where such interest rate
differentials were used, the resulting Mathematical
Reserves were lower than the guaranteed fund in
respect of each policy.
The information in the Society’s regulatory returns
did not demonstrate that the Society was
complying with the requirements of the applicable
Regulations in regard to these matters. However,
GAD did not query this with the Society or bring it
to the attention of the prudential regulators.
I consider that the contents of the Society’s returns
for 1990 to 1993 raised a number of issues which
GAD should have raised with the Society. That was
not done and that failure constitutes a departure

from the proper performance by GAD of its
obligations under the service level agreement with
the DTI.

Submissions I have received and my evaluation of
those submissions
Submissions by the public bodies
184

When I informed the public bodies that I was
minded to come to this view, those bodies told me
that, in their view, any conclusion that the Society’s
returns raised questions as to the compliance of
the Society with the applicable Regulations,
or as to the affordability and sustainability of its
bonus policy had no sound basis in fact or in the
relevant law.

185

Those bodies provided detailed actuarial analysis
to support their view with regard to the valuation
rates of interest used. It is not practicable to
reproduce that detailed analysis here – nor that of
my actuarial advisers in response.

Table 10c: the Society’s interest rate differentials used for recurrent single premium with-profits
business with guaranteed investment returns
Main valuation

1988
1989
1990
1991
1992
1993
1994
1995
1996

Appendix valuation

Interest rate
differential
used % p.a.

Interest rate
differential
used % p.a.

Estimated value of
differential applied to
guaranteed policy funds £m

1.25
1.25
1.25
0.25
1.50
1.00
0.75

1.50
1.50
3.75
3.00
3.00
1.00
2.25
1.75
1.50

181
286
901
1,017
1,170
516
1,315
1,205
1,264
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My evaluation of those submissions
186

I was not persuaded by the submissions of the
public bodies. While I accept that it might now be
possible to show that the Society was acting
appropriately, the question before me is not what,
with the benefit of hindsight, the true position was
at the time.

187

Instead, I have to consider whether the information
available at the time enabled GAD, in carrying out
the scrutiny of the Society’s returns, to be satisfied
that the Society was acting in accordance with the
obligations to which it was subject – and in such a
manner that would not give rise to the risk that
it would be unable to fulfil the reasonable
expectations of its policyholders and
potential policyholders.

188

189

I consider that the information within the
Society’s returns gave rise to questions which
should have been asked in order to enable GAD
to be so satisfied.

From the information before GAD, it was not clear
how the Society could fund future guaranteed
bonuses and pay future discretionary bonuses, in
line with the reasonable expectations of the
Society’s policyholders that such bonuses would
continue to be paid. Nor was it clear that the
valuation rates of interest used by the Society
accorded with the applicable Regulations.

193

Despite those questions raising issues concerning
the prudence of the Society’s approach and
whether there was a risk that the Society would
not be able to fulfil the reasonable expectations of
its policyholders, no action was taken by GAD to
seek to resolve those questions or to raise them
with the prudential regulators.

194

This was despite the fact that GAD had raised
concerns at the time. As can be seen in the entries
for the relevant dates in Part 3 of this report:
•

GAD’s Scrutinising Actuary B had noted, on
14 May 1992, that ‘Equitable had used up
investment reserves quickly in paying very
good bonuses’ and, on the same day, it was
noted that GAD’s Chief Actuary B ‘thinks they
have been paying too much in bonuses’;

•

GAD’s Directing Actuary A had referred, on
30 July 1992, to the Society as being one among
the ‘companies on whom we have been
keeping a close watch for a number of years’
and which ‘remain companies which cause
serious concern’ – referring on 21 August 1992
to the Society’s solvency position as being ‘a
cause for concern’;

•

a note from GAD to the prudential regulators
on 15 September 1992 had said, in relation to
GAD’s view of the Society’s position, that ‘our
view is that the Society has over-distributed in
the last few years, compared with the return
on investments.’;

On the information before GAD at the time, the
Society’s approach to discounting appeared to
suggest that a significant amount of any future
surplus would be required simply to fund
guaranteed benefits.

190

That occurred in a situation in which GAD knew
that the Society had informed its policyholders
that the additional returns they would receive by
way of bonus declarations would reflect the
investment performance of the with-profits fund.

191

In addition, the information within the Society’s
returns gave rise to serious questions about
whether the Society could afford the level of
bonus it was paying and whether it could continue
to pay out at that level, in a situation in which, as
GAD knew, the Society was unique in illustrating to
its policyholders the full policy fund value,
including terminal bonus.

248
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•

•

a further note from GAD to the prudential
regulators on 29 October 1992 had said that ‘in
order to pay bonuses in [respect of 1990 and
1991] the company had to earn 11.25% per
annum on the assets backing the with profits
contracts… In fact the company earned about
+3% over the two years rather than the
required +23%, and this is the main reason why
the available assets have been reduced and
the valuation basis has been weakened’; and
the Head of Life Insurance for the prudential
regulators commented on the above further
note from GAD on 4 November 1992 that ‘this
paints a worrying picture. Over-distribution by
a company with a (deliberately) small
coverage of its RMM and a (continuing) policy
of high equity exposure’.

195

The Society was also described, in internal briefing
by the prudential regulators (see the entry for
26 October 1993 in Part 3 of this report), as a
company to whom those regulators should be
‘paying special attention to in the remainder of
1993 and 1994’.

196

However, despite the views as to these issues
which I have set out above – and those other
occasions on which such doubts were expressed
which any reader of the chronology of events that
is set out in Part 3 of my report will identify – GAD
failed to raise those questions with the Society or
to seek to resolve them in other ways.

197

I am not suggesting that it can be established that
the Society was in breach of the regulatory
requirements to which it was subject. Nor am I
coming to a view as to whether what is generally
called ‘over-bonusing’ has occurred.

198

I am of course aware that the basis of the
complaints which were made to me was that the

Society operated a uniquely flawed business model
which was always going to, and did, cause the
Society to fail.
199

However, I also recognise that a view could be
taken that, in a context in which the smoothing
implicit in with-profits business meant that policies
would typically receive more or less than their
unsmoothed asset share, a particular sequence of
financial conditions led most with-profits offices,
including the Society, to pay out more than
unsmoothed asset share to maturing policyholders
throughout much of the 1990s.

200

Whether one or other view is the right one is not a
matter for me to determine and I have no power to
do so. My focus is on the acts and omissions of the
prudential regulators and/or GAD.

201

Given the doubts that existed within GAD at the
time and the nature of the information before
GAD when it conducted the scrutiny of the
Society’s returns for 1990 to 1993, the submissions
of the public bodies on these matters did not
persuade me to come to a different conclusion.

My finding
202 I find that the failure by GAD, as part of the
scrutiny process, to question and seek to resolve
questions within the Society’s regulatory returns
for each year from 1990 to 1993, related to (i) the
valuation rate of interest used to discount the
Society’s liabilities and (ii) to the affordability and
sustainability of the Society’s bonus declarations,
fell short of what could reasonably be expected
of GAD.
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The basis for my finding concerning the
introduction of the differential terminal
bonus policy
The issue and relevant background
203 As is well known, the Society wrote policies
containing guaranteed annuity rates. Those policies
guaranteed the rate at which the proceeds available
at retirement (based on the sum assured plus
associated bonuses) would be converted to
pension – and thus the minimum amount of
pension available at retirement.
204

The Society stopped providing guaranteed annuity
rates on new policies from June 1988, although new
members of some existing group schemes
continued to be provided with policies containing
guaranteed annuity rates until the early 1990s.

205

The Society’s guaranteed annuity rates continued
to apply to the benefits that would be purchased
by the future premiums (including in relation to
recurrent single premium policies) that might be
paid in respect of policies which already enjoyed
this guarantee.

206

207

250

Those guaranteed annuity rates were both more
flexible, in that they applied over a wide range of
ages without penalty, and potentially more
widespread than was the case with similar
guarantees provided by other companies. In
addition, policyholders could pay future premium
payments and still benefit from the same
guaranteed annuity rate at the same range of ages.
No new fund was established by the Society at the
time of the changes it made to exclude guaranteed
annuity rates and, subsequently, to exclude
guaranteed investment returns from the policies
it wrote.
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Thus the assets held in respect of the different
classes of policy thereby created were held in one
fund. Nor was there a separate bonus series
declared or any differentiation in treatment
between the various classes of with-profits
policyholders in terms of the level of bonuses
declared by Equitable, despite the changes in
policy terms and the associated guarantees that
had occurred.

209

In late 1993 and early 1994 and continuously from
April 1995 onwards, the Society’s guaranteed
annuity rates became generally more favourable
than then current annuity rates. This meant that
the cost of providing the guaranteed annuity
benefit exceeded the total policy fund, which was
only sufficient to provide the lower benefit
available at the current annuity rate.

210

In order to deal with this situation, the Society
introduced what came to be known as the
‘differential terminal bonus policy’, by restricting
the value of benefit paid to the amount of the
total policy fund.

211

The Society said that this was done to enable it to
continue to reflect the Society’s philosophy of ‘full
and fair’ distribution to all its policyholders
through its bonus policy and to pay each
policyholder just their share of the fund.

212

Therefore, under the Society’s differential terminal
bonus policy, the amount of final bonus payable
when a policyholder took benefits would be
dependent on the form in which those benefits
were taken and so, if the guaranteed annuity
benefit was selected, the amount of the final
bonus attributed to that policy was reduced.

The facts
213 Equitable submitted a statement of their business
within Schedule 5 of their regulatory returns in
both 1985 and in 1990. In those statements, the
Society produced tables which disclosed both the
level of the guaranteed annuity rate and the value
of the business to which such a rate was applicable.
214

Where benefits are taken in annuity form and
the contract guarantees minimum rates for
annuity purchase, the amount of final bonus
payable is reduced by the amount, if any,
necessary such that the annuity secured by
applying the appropriate guaranteed annuity
rate to the cash fund value of the benefits,
after that reduction, is equal to the annuity
secured by applying the equivalent annuity
rate in force at the time benefits are taken to
the cash fund value of the benefits before
such reduction.

For example, in Form 67 of Schedule 5 of both the
1985 and 1990 returns, it was stated underneath
tables which set out the value of the business that,
for ‘Individual Pension Arrangements – Variable
Premiums’:
219

This was a description of the differential terminal
bonus policy that the Society had adopted and
which was used from the date of bonus
declarations in respect of the 1993 year-end until
the date of the decision of the House of Lords in
July 2000.

220

That description was included in each of the
returns from 1993 to 1997. In their 1998 returns,
Equitable stated:

Examples of the guaranteed annuity rates
applicable to this business are:
Men – at 60 £10.26%; at 65 £11.55%.
Women – at 60 £9.34%; at 65 £10.33%.
215

There is no evidence that, in either year, the GAD
scrutinising actuary considered that information or
any other such information within Schedule 5 of
the Society’s regulatory returns.

216

The Society had also stated in its regulatory returns
for each year from 1988 onwards (until 1997) that ‘it
was considered unnecessary in current conditions
to make explicit provision for the other
guarantees and options described’ within
the returns.

217

The description provided was that ‘the premiums
provide a cash fund at the pension date, to which
(for policies issued prior to 1 July 1988) a
guaranteed annuity rate is applicable’.

218

Equitable stated, on page 71 of their 1993 returns:

If the contract guarantees minimum rates for
annuity purchase the aggregate final bonus
otherwise applicable is reduced when benefits
are taken by the amount, if any, necessary
such that the annuity secured by applying the
appropriate guaranteed annuity rate after
such reduction, is equal to the annuity which
would be secured by applying the Society’s
annuity rate for an equivalent annuity in force
at the time benefits are taken to the cash
fund value of the benefits before that
reduction, subject to a minimum value for the
final bonus after such reduction of zero.
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221

The copy of the Society’s 1993 returns that was held
on the GAD file was annotated in red ink and in
pencil. Several sections of the returns were marked
‘new’, including the disclosure of the differential
terminal bonus policy.

226

The amount of the long term liabilities as
calculated by the Appointed Actuary, pursuant
to Section 18 of the 1982 Act, were included in
the balance sheet required by section 17 of the
1982 Act.

222

On 24 October 1994, GAD prepared ‘detailed
scrutiny notes’ as part of their consideration of the
Society’s 1993 returns. In these notes, the GAD
scrutinising actuary listed the key points arising
from his first read-through of the returns. On the
third page of his notes, the actuary typed:

227

Section 18(4) of the 1982 Act provided that, for the
purposes of the investigation that the Appointed
Actuary undertook into the financial condition of
the company, the value of any assets and the
amount of any liabilities were required to be
determined in accordance with the applicable
valuation Regulations.

228

With effect from 1 July 1994, those regulations were
set out in Part VIII and Part XI of the Insurance
Companies Regulations 1994, replacing the
Insurance Companies Regulations 1981.

229

Regulation 54 of the Insurance Companies
Regulations 1981 stated that:

Bonus rate changes

223

•

New rules reducing final bonuses, see
page 71

•

Various changes in bonus rates.

However, while the GAD actuary identified this in
his notes to assist him to conduct the detailed
scrutiny of the returns and to write a scrutiny
report to the DTI, the issue was not covered in the
scrutiny report he provided to the prudential
regulators on 15 November 1994.

The statutory and administrative context
224 Section 17 of the Insurance Companies Act 1982
required every insurance company to prepare a
revenue account for the year, a balance sheet as at
the end of the year, and a profit and loss account
for the year in a prescribed form. Those documents
formed part of the regulatory returns.
225

252

All insurance companies which wrote long term
business were also required by Section 18 of the
1982 Act to cause an annual actuarial investigation
to be made into its financial condition by its
Appointed Actuary, who had to report the results
of that investigation in a prescribed form. The
abstract of the actuary’s report formed part of the
regulatory returns.
Equitable Life: a decade of regulatory failure

The determination of the amount of long
term liabilities (other than liabilities which
have fallen due for payment before the
valuation date) shall be made on actuarial
principles and shall make proper provision for
all liabilities on prudent assumptions in regard
to the relevant factors.
230

Regulation 64(1) of the Insurance Companies
Regulations 1994 stated that:
The determination of the amount of long
term liabilities (other than liabilities which
have fallen due for payment before the
valuation date) shall be made on actuarial
principles which have due regard to the
reasonable expectations of policy holders and
shall make proper provision for all liabilities
on prudent assumptions that shall include
appropriate margins for adverse deviation of
the relevant factors.

231

232

233

Regulation 64(3) of the 1994 Regulations provided
that the amount of a company’s long-term
liabilities should take into account, among other
matters, all guaranteed benefits and all options
available to the policyholders under the terms of
their contracts.
Regulation 62(1) of the Insurance Companies
Regulations 1981 required that provision should be
made to cover any increase in liabilities caused by
policyholders exercising options under their
contracts. Regulation 72(1) of the Insurance
Companies Regulations 1994 required that provision
should be made on prudent assumptions to cover
any increase in liabilities caused by policyholders
exercising options under their contracts.
Section K of the GAD Insurance Supervisory Work
Guidance Manual invited the GAD scrutinising
actuary to ‘draw DTI’s attention to changes in
bonus rates, compared to those of the previous
year (or at previous declarations)’.

My assessment
234 GAD did not identify the full disclosure within
Schedule 5 of the Society’s 1990 returns of the
nature and extent of the Society’s exposure to
guaranteed annuity rates. GAD therefore did not
take this information into account when undertaking
their scrutiny of the Society’s 1990 returns, or in
relation to their scrutiny of subsequent returns, or
when the issue of reserving for such guarantees
became a matter of considerable concern. That was
a missed opportunity.
235

While it seems to me arguable that GAD should
have used the information provided within
Schedule 5 of the 1990 returns in order to assist the
prudential regulators to verify the solvency position
of the Society, I do not, on balance, conclude that

GAD acted unreasonably by not doing so at the
time that they scrutinised those returns.
236

However, the Society in later returns continued to
refer to the existence of policies which contained
guaranteed annuity rates and did so in meetings
with the prudential regulators and GAD.

237

GAD and the prudential regulators were aware that
interest rates had lowered for a sustained period
and that mortality was improving. Thus, when the
Society introduced its differential terminal bonus
policy – designed to address the fact that the
Society’s guaranteed annuity rates were now ‘biting’
in an environment of lower current annuity rates –
that introduction cannot have been seen in
isolation.

238

Yet, while the GAD scrutinising actuary noted that
the Society had introduced this policy and that it
had the effect of reducing the terminal bonus
payable to certain policyholders, this was not taken
forward as part of the scrutiny process nor notified
to the prudential regulators.

239

I find this omission inexplicable. Moreover, the
disclosure within the Society’s 1993 returns of the
differential terminal bonus policy did not feature in
GAD’s scrutiny of those returns.

240

I consider that the disclosure in the 1993 returns of
the differential terminal bonus policy raised three
separate issues which should have been considered
and addressed: the first being how the Society’s
new policy impacted on the reasonable
expectations of its existing policyholders; the
second being whether that policy was being clearly
described to potential policyholders; and the
third being its impact on the Society’s approach
to reserving.
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241

On 20 July 1993, Equitable had provided GAD with
their completed response to a with-profits survey
then being conducted by GAD on behalf of the
prudential regulators.

242

In that response, Equitable explained that ‘part of
the Society’s stated philosophy is to achieve a
reasonable degree of stability in proceeds with
gradual, rather than sudden, changes in proceeds’.
The response also stated that, while no specific
information was given within the Society’s
publications about the period and magnitude of
smoothing or the likely frequency of changes to
final bonus rates, general comments in their
‘With-Profits Guide’ could be expected to lead
policyholders to expect relatively gradual changes
to bonus rates.

243

The actuarial profession had also noted, in the
report of the professional working party on PRE,
published in June 1993, that it was reasonable to
expect that an insurance company would exercise
continuity in its approach to determining benefits
and change its approach to smoothing only gradually.

244

GAD had been provided with information by
Equitable that suggested that the Society’s
policyholders would not generally expect changes
to bonus rates and to its distribution policy. That
information had also expressed the view that the
philosophy of the Society was to effect gradual
and not sudden changes in the way in which it
disbursed proceeds to its members.

245

Given all of the above, I consider that GAD should
have pursued with Equitable the new policy, which
GAD noted had the effect of reducing bonuses, in
order to be able to advise the prudential regulators
as to whether the differential terminal bonus
policy accorded with policyholders’ reasonable
expectations.

254
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In a letter sent by the Government Actuary to
Equitable on 7 July 1993, in response to the
Appointed Actuary’s concerns about how the
survey had been announced, the Government
Actuary emphasised that ‘GAD and the DTI have
always taken a close interest in policyholders’
reasonable expectations’ and that the rationale for
the survey had been partly to underline ‘the need
to focus on this area and for DTI to be seen to be
doing something positive to indicate that it has
policyholders’ reasonable expectations very much
in mind’.

247

GAD did not, however, bring the new policy to the
attention of the prudential regulators or raise the
matter with the Society. That was a lost
opportunity to establish the way in which the
Society’s differential terminal bonus policy worked
and how that policy affected policyholders and
their reasonable expectations.

248

Given that GAD were aware that the material
published by Equitable led the reader to expect
only gradual changes to bonus policy, that was also
a lost opportunity to recommend to the prudential
regulators that liaison with the conduct of business
regulators should be undertaken and to advise the
prudential regulators that concerns should be
raised with the Society as to whether it was
properly describing this new policy in the Society’s
marketing and other literature, in order that the
reasonable expectations of potential policyholders
were fulfilled.

249

The disclosure of the differential terminal bonus
policy in the Society’s 1993 returns also referred to
the ‘guaranteed annuity rate’. That reference was
further indication of an issue that could and indeed
did become critical in later years. Had it been
pursued at the time, the question of whether the
Society was reserving for such policies might have
arisen earlier.

250

GAD’s failure to ask the Society to explain what the
new bonus policy entailed, why it had been adopted,
and the nature and extent of the problem that it was
designed to address was a lost opportunity to
identify and address the issues that would cause the
Society great problems some years later.

255

The public bodies told me that disclosure by
Equitable of the new policy within its 1993 returns
would not, at that time, have raised any concerns
with regard to PRE, the way in which the policy was
described to potential policyholders, or the impact
on reserving by Equitable.

251

The failure by GAD to pursue this at the time led to
a further lost opportunity. The Society’s bonus
statements and With-Profits Guides did not reflect
this change in bonus policy until some years later.
That might have been identified and remedied had
GAD pursued this matter when it first arose.

256

The public bodies said that any adverse finding on
this matter would be unreasonable and could only
be made with the benefit of hindsight.

257

The public bodies accepted that the introduction
of the differential terminal bonus policy had been
identified by GAD as part of its scrutiny of the
Society’s 1993 regulatory returns.

258

However, in support of their view that such a
conclusion was unreasonable, the public bodies
submitted that:

252

I consider that GAD should have raised, pursued
and sought to resolve issues arising from the
introduction of the Society’s differential terminal
bonus policy – but failed to do so. GAD should,
moreover, have reported those issues to the
prudential regulators but also failed to do so.

… the reference to “new rules” in the
scrutinising actuary’s notes, and his
recognition that these rules involved the
reduction of terminal bonus in certain
circumstances, were no more than records of
fact. They did not indicate that the
scrutinising actuary had identified the
[differential terminal bonus policy] as a matter
of potential concern for any reason, or that it
ought to be commented on in the detailed
scrutiny report which he would be preparing
for the prudential regulator…

Submissions I have received and my evaluation of
those submissions
Submissions by the public bodies
253

254

When I informed the public bodies that I was
minded to come to this view, those bodies told me
that, in their view, I had attached far too much
significance to the disclosure of the differential
terminal bonus policy, at a time when there had
been no basis for concluding that it was unlawful or
otherwise objectionable, and at a time when its
ultimate implications for Equitable, following the
decision of the House of Lords in the Hyman
litigation, could not have been foreseen.
The public bodies also said that, at the time that
Equitable had introduced and disclosed the
differential terminal bonus policy, such a policy had
not been generally seen as imprudent or surprising.

259

The public bodies further submitted that:
In these circumstances…, it is wholly
unsurprising that no comment was made on
the [differential terminal bonus policy] in the
detailed scrutiny report. There was no reason
for the scrutinising actuary to consider the
description of [that policy] in the 1993 returns…
as referring to a practice which Equitable was
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consistent with contractual rights and PRE. In
particular, it resulted in a maturity payment
to the policyholder which was targeted on the
individual “asset share”, which was widely
accepted among actuaries at the time as
setting a benchmark for satisfying PRE.

not contractually entitled to carry out.
Indeed, it was only the House of Lords’
judgment in 2000 that established that the
practice was in breach of Equitable’s Articles
of Association.
260

The public bodies went on to submit that:
264

The practice described was not unique to
Equitable, a similar approach having been
adopted by several other companies.
Nor was it considered by most actuaries at
the time to be unfair or to raise any issue with
regard to PRE.
261

The public bodies said that the view taken by GAD,
that no action needed to be taken as part of the
scrutiny of the Society’s returns, had been a
reasonable one for GAD to take at the time.

262

Turning to the issue as to whether the introduction
of the differential terminal bonus policy raised
questions regarding its impact on the reasonable
expectations of existing policyholders, whether
and how the policy was being described to new
policyholders, and on the reserving practice of the
Society, the public bodies submitted that ‘the
disclosure of [that policy] in the 1993 returns did
not (and reasonably did not) give rise to concerns
in any of these respects.’

263

As for issues regarding the impact of the policy on
the reasonable expectations of existing
policyholders, the public bodies submitted that
recognition that this policy might have had such an
impact was:
… based entirely on an assessment made with
the benefit of hindsight. At the time, other
companies used a [differential terminal bonus
policy] and it was generally regarded by
actuaries as an approach which was

256
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The public bodies further submitted that:
… there was no PRE reason why mention of the
[differential terminal bonus policy] should have
been made in GAD’s report to the prudential
regulator on its detailed scrutiny of Equitable’s
1993 returns. This was also the case in later
years. It is only with the benefit of hindsight,
and knowledge of the House of Lords’
judgment, that [that policy] can be seen as
having been an improper approach to bonus
distribution for Equitable to have adopted.

265

The public bodies went on to submit that the
‘circumstances in which the prudential regulator
would have considered intervention on PRE
grounds in relation to bonus declarations were far
from being fulfilled at the material times in
relation to the [differential terminal bonus policy]’.

266

As for issues regarding whether and how the
Society’s policy was being described to new
policyholders, the public bodies submitted:
The marketing to potential policyholders
through Equitable’s literature (including the
bonus statements and With-Profits Guides…)
was a matter for the conduct of business
regulator, not the prudential regulator. It was
not the responsibility of GAD or the
prudential regulator to raise with the conduct
of business regulator the issue of the
[differential terminal bonus policy] and how it
might be communicated by Equitable to
potential policyholders.

267

As for issues regarding the reserving practice of the
Society, the public bodies submitted that:
… the point is misconceived because there was
no need to reserve for terminal bonus under
the regulations, and the [differential terminal
bonus policy] (relating as it did only to
payments of terminal bonus) would therefore
properly have been considered by GAD to
have no impact on Equitable’s reserves. The
subsequent wholly inappropriate reliance that
was placed on the [policy] by Equitable, in
relation to avoiding setting up reserves which
should properly have been held under the
regulations for the benefits guaranteed under
the relevant contracts, could not have been
foreseen from the disclosure of the
[differential terminal bonus policy] in the
1993 returns.

268

269

As regards the disclosure within Schedule 5 of the
Society’s regulatory returns for 1990, and also
within the Society’s returns for later years, of its
policies containing guaranteed annuity rates, the
public bodies told me that, in their view, it was only
with the benefit of hindsight that the Society’s
disclosure regarding guaranteed annuity rates in
the years from 1990 to 1996 could be seen to have
been misleading.
The public bodies also said that it was not
reasonable now to criticise GAD for failing to use
the disclosure of the extent and nature of the
guarantees within the Society’s 1990 returns to test
the Society’s assertion that it did not need to
establish an explicit reserve for the liabilities
associated with policies which contained
guaranteed annuity rates.

270

The public bodies told me that:
With the benefit of hindsight, it is clear that,
had GAD interrogated the relevant Schedule 4
disclosure using the data in the Schedule 5
statements, it would have discovered the
problem with Equitable’s GARs and the lack of
an explicit reserve in respect of them.

271

The public bodies submitted, however, that my
conclusion had been informed by:
… the impermissible application of [such]
hindsight and a failure to acknowledge
(i) the inadequate and misleading nature of
Equitable’s disclosure in the returns and
(ii) that any deficiency that there may have
been in the relevant reserves was not
significant before 1997.

272

The public bodies also said that they did not
consider that the disclosure of the position by the
Society within its returns had been adequate,
submitting that:
With the benefit of hindsight and in the
knowledge of the extent of its exposure to
GARs revealed by its reply to the GAR survey,
it is now clear that Equitable did not provide
the disclosure required by the regulations.
Further, Lord Penrose, in his report, described
the disclosure provided by Equitable as wholly
inadequate. It is now clear that the disclosure
was insufficient to enable GAD to have a clear
understanding of the true position at the time
the disclosure was made.

273

The public bodies further submitted that:
GAD was entitled to rely on the Appointed
Actuary to provide full and proper disclosure
in the returns in accordance with his
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which mention had been made of the existence of
the guaranteed annuity rates, the public bodies
submitted that:

professional responsibility. The Appointed
Actuary was a professional, subject to
mandatory guidance and codes of conduct
and accountable in that regard to the
actuarial profession. GAD did not “police”
Appointed Actuaries; that was not GAD’s
function and it was never intended that it
be resourced or staffed to undertake any
such task.
274

The public bodies went on to submit that:
It is only with the benefit of hindsight that the
disclosure provided by Equitable can be seen
to have been misleading. At the time of the
relevant disclosures, the clear implication of
the information which Equitable provided was
that the need to make explicit provision for
the GARs had been considered and dismissed
by the Appointed Actuary because they were
not “in the money”, or they attached to an
immaterial amount of business, or both.
The information available to GAD in the
relevant years was not such as to have caused
it to question whether Equitable was being
disingenuous in giving this impression. In
particular, Equitable made no reference to the
Differential Terminal Bonus Policy, a policy
which it is now known Equitable relied upon to
seek to justify the lack of a GAR reserve. GAD
did not know, nor could it at the time
reasonably have been expected to discern,
that (contrary to Equitable’s assertion)
reserves were in fact required in respect of its
GAR exposure, arguably in 1993 and 1994
(although at that time only in respect of the
resilience reserve), and in the base valuation
from the 1995 returns onwards.

275

258

With the benefit of hindsight, it can now be
seen that the comments made by [the
Society’s Appointed Actuary] at the meeting in
relation to the GARs were misleading.
Contrary to the clear impression that he gave,
the GARs must in fact have been at least close
to biting in the base valuation at that time,
and would have been biting to some extent in
the resilience scenario in which interest rates
were assumed to fall. At the time, however,
GAD and the prudential regulator had no way
of knowing this, and it was reasonable for
them to have accepted the statements made
by the Appointed Actuary.

In relation to any meetings held between the
Society and the prudential regulators and GAD, at
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In relation to the full disclosure of those
guarantees within Schedule 5 of the Society’s 1990
regulatory returns (and in similar earlier returns),
the public bodies told me that:
[We accept] that, in providing the periodic
statements of its long-term business required
under Schedule 5… as part of its returns for
1982, 1985 and 1990, Equitable did disclose data
from which the level and extent of its GAR
exposure could be discerned.

277

However, the public bodies went on to submit that:
… there was no explicit requirement under the
terms of its Service Level Agreement with the
prudential regulator for GAD to “review the
returns for previous years” at the time in
question. Nor did GAD’s own internal guidance
require reference back to Schedule 5
statements submitted for earlier years.

278

Insurance Companies Act 1982 or
otherwise, about its exposure to GARs.

The public bodies also submitted that:
Further, from 1990 to 1997, Equitable stated
expressly in Schedule 4 to its returns that no
explicit GAR reserve was required. That
assurance was made by Equitable’s Appointed
Actuary, who had professional responsibility
to provide full and proper disclosure of
Equitable’s financial position.

GAD’s scrutiny of the returns was conducted
in a proper and appropriate manner. [I had]
rightly acknowledged, and endorsed, the
robust approach which GAD and the
prudential regulator adopted in relation to
Equitable’s 1997 returns. However, that
approach reflected a key change in
circumstances – namely the unambiguous
disclosure by Equitable in a single statement in
those returns of the existence, level and extent
of its exposure to GARs, and the way in which
it was using its [differential terminal bonus
policy] to seek to justify avoiding the need to
set up reserves for the GARs. GAD and the
prudential regulator simply did not have that
information when scrutinising the returns for
each of the years up to 1996.

Accordingly, the prudential regulator, through
GAD, was entitled in all of the [relevant] years…
(including 1990) to rely on that assurance when
scrutinising the relevant returns and was not
required to go behind it and test its veracity
against the data contained in Equitable’s
Schedule 5 statements.
The position would have been different if, as it
ought to have done in at least some of [those]
years…, Equitable had disclosed in Schedule 4 to
its returns the need for it to establish an explicit
GAR reserve. In that case, [we] accept that the
prudential regulator, through GAD, would have
been required to verify the sufficiency of the
reserve established with reference to the data
in the Schedule 5 statements.
279

The public bodies concluded by submitting that
they did:
… not accept as well-founded criticism of GAD
for failing to:
•

•

My evaluation of those submissions
280 The public bodies have accepted that, had GAD
used the information provided by the Society
within Schedule 5 of its 1990 returns, ‘it would have
discovered the problem with Equitable’s GARs and
the lack of an explicit reserve’. Had GAD done so,
it is thus reasonable to conclude that much of the
subsequent history of the Society’s problems might
have been different.
281

The public bodies have submitted, however, that
any criticism of GAD’s failure to use that
information can only be sustained by having regard
to hindsight. However, I am not persuaded by the
submissions of the public bodies on this matter.

282

While I accept, on balance, that there was nothing
before GAD when it scrutinised the Society’s 1990
returns that would have made that scrutiny focus
on the existence, nature and extent of maturity

detect the inadequacy of Equitable’s
(opaque) disclosure of the existence and
extent of its GARs in its 1990 to 1996
returns; and
advise the prudential regulator to seek
further information from Equitable¸
whether under section 22(5) of the
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guarantees within the Society’s business, the
position was entirely different when GAD were
scrutinising the Society’s 1993 regulatory returns.
283

284

GAD knew that interest rates had fallen on a sustained
basis over the previous years. More importantly, the
Society disclosed within those regulatory returns that
it had introduced a new bonus policy directed at the
reduction of bonuses in a context of policies which
contained guaranteed annuity rates.
It is arguable whether the Society provided
sufficient and sufficiently clear disclosure of the
guarantees contained within its business and
whether its description of the differential terminal
bonus policy was appropriate. I consider, however,
that it was sufficient to put GAD on notice that
questions about those matters needed to be asked
if GAD did not fully understand the position.

285

But, in any event, in undertaking the scrutiny of the
regulatory returns on behalf of the prudential
regulators, GAD was required to verify the solvency
position of the Society, and to verify that it had
determined its liabilities in accordance with the
applicable Regulations.

286

Those Regulations provided that appropriate
reserves should be established within the Society’s
Mathematical Reserves in respect of liabilities
arising from the guaranteed annuity rates.

287

260

The Society, however, did not include in its
regulatory returns any provision for the liabilities
which would arise in respect of any policyholder
taking the guaranteed default benefits, calculated
by applying the guaranteed annuity rate to the
guaranteed fund, or for the liabilities which would
arise where such policyholders paid additional
premiums to ‘top-up’ the existing policies they
held which had the benefit of guaranteed annuity
rates.
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Instead, the Society merely held reserves equal to
the guaranteed fund of each policy, which provided
only for less valuable annuities calculated at the
current annuity rates.

289

I accept, on balance, that none of this was obvious
on the face of the Society’s regulatory returns.
However, the very ‘opaque’ disclosure which the
public bodies submit made it unreasonable to
expect GAD to have picked up these issues from
those returns was, on the contrary, something
which should precisely have prompted GAD to
raise questions with the Society.

290

I do not accept that GAD would only have had to
satisfy themselves that appropriate reserves had
been established if the Society had stated within
its returns that it needed to reserve for those
guarantees.

291

The statements that the Society had such
guarantees and that it did not consider that there
was any need to reserve for them should have
prompted GAD to ask questions. That was even
more the case in a context of a sustained downturn
in interest rates, the introduction of a new bonus
policy to address the cost of those guarantees, and
the tight financial position that the Society was
then disclosing within its regulatory returns.

292

If GAD could not ascertain what the Society’s
reserving practice was, why a new differential
terminal bonus policy had been introduced, and
the resulting effect on the Society’s solvency
position, then GAD was required to take the matter
further, pursuant to GAD’s obligations under the
service level agreement to provide advice and
assistance to the prudential regulators.

293

That could have been done either by asking the
Society to explain the approach it was adopting or
by recommending to the prudential regulators that

further information about the Society’s new bonus
policy was sought. GAD could also have looked
back at the Society’s returns for earlier years,
including those for 1990, to ascertain how the issue
had developed over time and what previous
discussions or action had been undertaken.
294

295

296

I consider also that the submissions of the public
bodies regarding the PRE issues that were raised by
the introduction of the differential terminal bonus
policy do not address all the relevant facts.
GAD had before them information that the Society
was not communicating its new policy to its
policyholders. It is not the case that such matters
were only matters for the conduct of business
regulators, although recommending to the
prudential regulators that liaison with those
regulators was needed was one option open to
GAD. The fulfilment of the reasonable
expectations of the Society’s policyholders was
central to the role of the prudential regulators.

The basis for my finding concerning the
scrutiny of the Society’s returns for 1994
to 1996
The issue and relevant background
298 Further issues arose in respect of the Society’s
regulatory returns for 1994 to 1996, namely:
•

the continuation of the two issues which arose
from the returns for 1990 to 1993 (questions
concerning discounting through the use of
imprudent and/or impermissible valuation
interest rates and the affordability and
sustainability of bonus declarations);

•

apparently arbitrary changes to the assumed
retirement age for personal pension policies,
contrary both to European Directives and the
applicable domestic Regulations;

•

the absence of explicit reserves for prospective
liabilities for capital gains tax and for pensions
review mis-selling costs, stating instead that
such liabilities were covered by implicit margins
in the valuation basis, when GAD knew that the
effect of the applicable Regulations was that
they should be provided for explicitly; and

•

the absence of reserves in respect of the
liabilities arising from guaranteed annuity
rates, which GAD by then should have known
were biting and should therefore have been
provided for.

I was not persuaded by the submissions of the
public bodies. I conclude that GAD should have
addressed these issues as part of their scrutiny of
the Society’s 1993 returns.

My finding
297 I find that the failure by GAD, when the
introduction of the Society’s differential terminal
bonus policy, intimated within the Society’s 1993
returns, was identified by GAD as part of their
scrutiny of those returns, (i) to inform the
prudential regulators about the policy, (ii) to raise
the matter with the Society, or (iii) to seek to
identify what the rationale was for the
introduction of the policy and how it was being
communicated to policyholders, fell short of
the standard that could reasonably be expected
of GAD.

The facts
299 Again, it is not necessary to reproduce all of the
material again here concerning the contents of the
regulatory returns submitted by the Society each
year, the notes and reports which together
constituted the outcome of the scrutiny of those
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not to be meeting policyholders’ reasonable
expectations.

returns by GAD, the correspondence between the
Society and the prudential regulators and GAD, and
the meetings that were held.
300

That material is contained in Part 3 of this report
and is summarised in Chapter 6 of this report.
Table 10a above sets out the entries within Part 3 of
this report of most relevance to the scrutiny
process.

The statutory and administrative context
301 The statutory and administrative context for the
scrutiny of the Society’s returns for 1994 to 1996
was largely unchanged from that which was
applicable to the scrutiny of the Society’s returns
for 1990 to 1993, with the exception that the
valuation Regulations were now contained within
the Insurance Companies Regulations 1994 and
that, in 1996, the Insurance Companies (Accounts &
Statements) Regulations 1996 replaced the 1983
Accounts and Statements Regulations.
302

For the scrutiny of the 1995 and 1996 returns, a new
service level agreement was in place between GAD
and the prudential regulators. In this agreement,
the primary objective of prudential regulation was
said to be:

My assessment
In addition to the two issues which had arisen from
the Society’s returns for 1990 to 1993, which were
questions concerning discounting through the use
of apparently imprudent and/or impermissible
valuation interest rates and the affordability and
sustainability of bonus declarations, three further
issues arose.

304

305

The first was the way in which the Society assumed
the retirement age that would be chosen by its
policyholders when calculating its liabilities.
Changes to those assumptions appeared to breach
the requirements of the applicable Regulations.

306

This question arose because, in both 1994 and 1996,
the Society changed in what appeared to be an
arbitrary manner the retirement age it assumed
would be prudent when calculating its reserves.
On both occasions, the effect of those changes
was to reduce the reserves that the Society needed
to hold.

307

After July 1988, Equitable wrote large numbers of
recurrent single premium personal pension policies,
which allowed policyholders to retire without
penalty at any time from age 50. Thereafter, a cash
sum equal to the guaranteed benefits that had
accrued in respect of a policy became available and
could be used to buy an annuity either from the
Society or, using the open market option, from any
other pension provider.

308

In the years prior to 1993, the Society calculated its
reserves for these policies by discounting the
guaranteed benefits from the age of 50, the earliest
retirement age allowed under the policies. That was
a prudent approach.

… to regulate the insurance industry effectively
(within the duties and powers set out in the
Act) so that policyholders can have
confidence in the ability of UK insurers to
meet their liabilities and fulfil policyholders’
reasonable expectations.
303

262

The prime function of GAD was to ‘advise [the
prudential regulators] in the fulfilment of these
aims’. GAD’s scrutiny reports were now required to
set out where a company was not complying with
statutory requirements, was failing to meet the
statutory solvency requirements, or was in danger
of failing to meet them in the future, or appeared
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309

However, the Society in its 1994 returns assumed,
for the purposes of determining the liabilities in
respect of such policies, that personal pension
policyholders would retire aged 55. The Society did
the same in its 1995 returns.

310

In the years from 1996 to 1999, Equitable changed
its approach again and assumed that personal
pension policyholders would retire aged 60.

311

In addition, for policyholders retiring between the
ages of 50 and 55 – and later between 50 and 60 –
this meant that the reserves held by the Society in
relation to their policy might be less than the cash
sum that would be immediately available to those
policyholders by way of guaranteed benefits, or
under any other option in those policies, or which
was available to buy an annuity from another
pension provider.

312

313

314

The effect of those changed assumptions was that,
in all its returns from 1994 onwards in the period
covered by this report, the liabilities that the Society
showed in its returns, in respect of which it needed
to hold reserves, could have been considerably
understated. Information that this was so was
available to GAD when they scrutinised those returns
but GAD took no action until November 2000.
The second issue that arose was the failure by the
Society to hold explicit reserves for prospective
liabilities to tax on capital gains and for pensions
mis-selling costs. This was in a context in which
GAD had recognised that there were only small, if
any, margins in the Society’s valuation basis, and
that the Society had selected that basis at the
limits of what the Regulations allowed.
In the years prior to 1997, the Society stated in
both its main and appendix valuations that,
although a liability for capital gains tax existed, a
provision for that liability was not made as it could

be covered by margins elsewhere in the basis used
to determine its long term liabilities.
315

That approach did not appear to be consistent
with Regulations 60 and 64 of the Insurance
Companies Regulations 1994 or the professional
guidance in GN8, the effect of which required
explicit provision for those liabilities.

316

The Society failed to establish reserves for its
disclosed capital gains tax liability – of £22m, £37m
and £48m respectively in 1994, 1995 and 1996 –
within both its main and its appendix valuations.
From 1997, the Society provided for this liability.

317

GAD identified this issue in their scrutiny of the
Society’s 1994 returns but did not take any action
to raise it with the Society or with the prudential
regulators. GAD did comment on the issue in its
detailed scrutiny report to the DTI on the 1995
returns, however – but again GAD did not raise the
issue with the Society.

318

GAD identified the issue once more when they
were scrutinising the Society’s 1996 returns and this
time pursued it with the Society.

319

GAD asked the Appointed Actuary to reconsider this
matter for the 1997 returns. The failure to establish
a reserve for the Society’s prospective liability to
tax on unrealised capital gains was rectified in the
Society’s 1997 returns, although no amendment was
required to be made to its 1996 returns. The 1994,
1995 and 1996 returns may therefore have understated
the Society’s liabilities in this respect.

320

With regard to personal pensions mis-selling, the
Society stated that its liability in that respect could
be covered by margins elsewhere in the valuation basis.
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321

That too appeared not to be consistent with
Regulation 64 of the applicable Regulations.
Although GAD was aware of the issue, as it had
been discussed in a meeting that GAD and the
prudential regulators held with the Society on 9
December 1994, GAD took no action in respect of
this breach in relation to the 1994 and 1995 returns.

322

However, on 16 January 1998 during the scrutiny of
the Society’s 1996 returns, GAD wrote to the
Society, requiring it to make explicit provision for
those reserves in future returns. Yet GAD did not
seek any amendments to the Society’s 1996 returns.
The Society made provision for those reserves in
later returns. However, the Society’s 1994, 1995 and
1996 returns understated the Society’s liabilities in
this respect.

323

324

325

264

The final issue which arose was the failure by the
Society to reserve for the liabilities associated with
those policies which contained guaranteed annuity
rates.

326

This issue, the failure by the Society to establish
reserves in respect of the liabilities associated with
those of its policies containing guaranteed annuity
rates was not noted by GAD in its scrutiny of any
of the Society’s returns from 1994 to 1996 and did
not come to the attention of GAD or the
prudential regulators prior to July 1998.

Submissions I have received and my evaluation of
those submissions
Submissions by the public bodies
327

When I informed the public bodies that I was
minded to come to this view, those bodies told me
that, in their view, any criticism of GAD’s scrutiny
of the Society’s regulatory returns was misconceived.

328

In support of that view, the public bodies
submitted that:
There was no requirement to hold an explicit
reserve for the contingent liabilities for tax
on unrealised capital gains or pensions misselling costs. Equitable’s practice of making
implicit provision for these through reliance
on margins elsewhere in the valuation basis
was in accordance with the applicable
regulations.

The Society did not make any provision for the
liabilities associated with those guarantees, despite
the fact that the applicable Regulations required
that the calculation of the Mathematical Reserves
should include provision for such liabilities. The
public bodies told me during my investigation that,
by their reckoning, reserves of £275 million and
£325 million were omitted from the Society’s
returns for 1995 and 1996 respectively. My advisers
suggest a higher figure, but either way the omission
was, in my view, material.

Equitable’s retirement age assumptions
complied with the applicable regulations and
there is no evidence that changes made to
them were arbitrary.

Whilst the Society had disclosed the existence of
those guarantees within its returns for each year,
no information had been provided within those
returns about the level and extent of the guarantees
since that information had been provided within
Schedule 5 of the Society’s 1990 returns.

The requirement for a reserve for guaranteed
annuity rates in the base valuation can only
be established with the benefit of hindsight,
but, in any event, only a very limited GAR
reserve was required in 1995 and none for
1994.
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There was no requirement for an explicit
allowance for future reversionary bonus to
be made in Equitable’s appendix valuation
and Equitable’s practice was again in
accordance with the applicable regulations.
There is no evidence that Equitable’s use of
an “interest rate differential” was not
reasonable, which… was not precluded by the
applicable regulations at the time in
question.
329

The public bodies submitted that, given the above,
the contemporaneous view of GAD and the
prudential regulators, that there were no grounds
for regulatory intervention, was a reasonable one.
Accordingly, any adverse finding would be
unreasonable and flawed.

333

As a result of that work, GAD now had information
before them that the valuation basis that the
Society had adopted within its 1993 returns appeared
to be materially weaker than that minimum standard.
The Society’s result was 66.8%, where 100%
denoted that a valuation basis was approximately
aligned to the minimum prescribed strength.

334

GAD was also aware, from the equivalent work it had
done in respect of the 1994 returns of life insurance
companies (including the Society), which was available
to GAD prior to their scrutiny of the Society’s 1994
returns, that the valuation basis that Equitable had
adopted within those returns appeared still to be
below the minimum prescribed strength, at 96.3%.

335

The analyses carried out by GAD in respect of the
Society’s 1993 and 1994 returns also indicated that
the Society was significantly out of step in this
regard with the rest of the life insurance industry.

336

However, despite this empirical evidence, no action
was taken by GAD to secure that the Society’s
valuation basis complied with the applicable
Regulations – beyond an enquiry about the
valuation rate of interest that had been used. The
Society’s response to this enquiry was not analysed,
or pursued to a satisfactory resolution by GAD or
raised with the prudential regulators. It was simply
accepted at face value.

337

I received further submissions from the public
bodies which said that the original analysis that had
been undertaken by GAD had been vitiated with
arithmetical errors and which submitted that, once
those figures were re-worked, the figure for the
strength of the Society’s valuation basis was
approximately 100%. The public bodies also
submitted that the type of business in respect of
which GAD’s analysis had been undertaken was a
small part of the Society’s business and that, thus,
that analysis was ‘irrelevant’ for the Society.

My evaluation of those submissions
330

I was not persuaded by the submissions of the
public bodies on these matters. By the time that
GAD undertook the scrutiny of the Society’s 1994
returns, they had available to them information
which indicated that the Society’s valuation basis
appeared to be weaker than the minimum
permitted by the valuation Regulations.

331

As part of the preparation by GAD of their annual
report to the prudential regulators on the industry,
GAD carried out work to analyse the strength of
the valuation bases used by the principal life
insurance companies in the United Kingdom.

332

That work included a comparison of those
valuation bases, measured by reference to the
difference between the valuation rate of interest
adopted and the rate of return available on the
backing assets, against the minimum standards set
out in the applicable Regulations.
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338

I do not accept those submissions. Whether it can
now be shown that the valuation basis met the
statutory requirements is itself irrelevant. I have to
be concerned only with the information that was
before those scrutinising the Society’s returns at
the time. Nor do I accept that the material in
question would have been irrelevant to the way in
which GAD should have conducted the scrutiny of
its returns.

339

I consider that GAD, in advising and assisting the
prudential regulators through undertaking the
scrutiny of the Society’s returns, were required to
satisfy themselves that the Society was acting
soundly and prudently, in accordance with the
applicable Regulations, and in such a way as to fulfil
the reasonable expectations of its policyholders.
GAD were also required to advise the prudential
regulators of any issues of concerns which came to
the attention of GAD.

340

Questions as to whether the Society was so acting
or questions as to whether its valuation basis,
including the interest rate used to determine the
Society’s liabilities, was appropriate – and as to
whether the method by which the Society
determined its surplus was appropriate – had to be
raised by GAD with a view to verifying the Society’s
financial position. The information before them at
the time should have been taken into account, but
was not.

341

266

I would finally note, as to the relevance to the
Society of the comparative analysis that GAD
undertook, that the types of business in respect of
which that analysis was undertaken were precisely
the same business types as formed the basis for
evidence provided to me by the public bodies, also
based on comparative analysis, to support their
submission that industry-wide bonus cuts had
occurred around the time that the Society made its
policy value cuts in July 2001, as part of their
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submission that financial injustice had not been
sustained by policyholders.
342

I was not persuaded by the submissions of the
public bodies on these matters and those
submissions did not persuade me that my
conclusions are flawed.

My finding
343 I find that the failure by GAD, as part of the
scrutiny process, to question and seek to resolve
questions within the Society’s regulatory returns
for each year from 1994 to 1996, related to (i) the
valuation rate of interest, (ii) the affordability and
sustainability of bonus declarations,
(iii) apparently arbitrary changes to the assumed
retirement ages, and (iv) the holding of no explicit
reserves for the liabilities associated with
prospective liabilities for capital gains tax, for
pensions mis-selling costs, and for guaranteed
annuity rates, fell short of what could reasonably
be expected of GAD.

The basis for my finding concerning the
presentation of the Society’s two
valuations
The issue and relevant background
344 Most insurance companies used the valuation
method and basis set out in the applicable Regulations
to calculate their Mathematical Reserves.
345

However, throughout the period covered by this
report, insurance companies were entitled to use
an approach which differed from the statutory
minimum basis, so long as the alternative method
that was used produced Mathematical Reserves
that were at least as high as that which would have
been produced using the statutory minimum basis.

346

During the period covered by this report, the
Society always used an alternative valuation
method within its returns.

347

In order to seek to demonstrate compliance with
the Regulations, the Society set out information
about the amount of its Mathematical Reserves
using a basis that its Appointed Actuary considered
was compatible with the method set out in the
Regulations. This was done in an appendix at the
end of Schedule 4 of the Society’s returns.

The facts
348 In its regulatory returns for every year from 1990 to
1996, the Society, when producing its appendix
valuation, did not provide complete information in
that valuation. The amount of the resilience
reserves that would be needed if the statutory
minimum basis had been used by the Society was
omitted from each of those returns.
349

350

351

For each year from 1990 to 1994, as part of their
scrutiny of those returns, GAD asked the Society
to provide the omitted information. This the
Society provided.
This was done so that GAD could verify what the
amount of the Society’s Mathematical Reserves
using the statutory minimum basis would be,
before comparing the results of the Society’s
chosen method with the results on the statutory
minimum basis. GAD could thereby be satisfied
that the Society’s chosen alternative had produced
a result at least as strong as would have been
produced on the statutory minimum basis.
GAD carried out their scrutiny of the Society’s 1995
regulatory returns in November 1996. Although the
Society again omitted the figure for the resilience
reserve, GAD did not ask the Society to provide
that figure. Instead, GAD simply assumed that it

would be less than the difference between the
Mathematical Reserves in the main and appendix
valuations before the allowance for resilience
reserves.
352

During their scrutiny of the Society’s 1992 returns,
GAD had suggested to the Society’s Appointed
Actuary that this information should be disclosed.
The Appointed Actuary did not agree and GAD did
not pursue the matter further.

353

At no other time did GAD seek to require the
Society to include within its published returns the
missing figures for the resilience reserves, so that
the information which GAD possessed, for years
other than 1995, would become available to all
readers of the returns.

354

GAD and the prudential regulators were also in
possession of information about how the Society’s
financial position as set out in its regulatory returns
was being interpreted by industry commentators.

355

The ratings given by Standard & Poor’s, an expert
ratings agency, were used extensively by Equitable
in their marketing material and other policyholder
communications. Those ratings were also cited in
support of the Society’s position when doubts
were expressed about the long-term viability of
the Society.

356

Standard & Poor’s first considered Equitable in 1993,
when the Society received an ‘AA (Excellent)’ rating,
which it continued to receive until May 1999.
Companies which were given such a rating by
Standard & Poor’s were described as offering
‘excellent financial security’ with their ‘capacity to
meet policyholder obligations [being] strong under
a variety of economic and underwriting
conditions’.
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357

Explaining its rationale for giving the Society this
rating, Standard & Poor’s stated, in November 1993,
that:
On the basis of its published valuation,
[Equitable] appears to have relatively weak
free asset and investment leverage ratios: 2-5%
(since 1990) and above 920%, respectively.
However, free assets are understated by the
use of a very conservative valuation basis.
Adjusted to a more conventional reserving
basis, the free asset ratio is much stronger,
nearer 10% in 1992… S&P expects these levels of
strength to continue.

360

Table 10d summarises the information available
from the Society’s returns for 1990 to 1993 and the
surplus assets understood by Standard & Poor’s to
be available, as based on the main and appendix
valuations, and measured in terms of the free asset
ratio and cover for the required minimum margin.

361

The table then shows the resilience reserve
information provided to GAD and how this reduces
the surplus assets and the free asset ratio available
based on the appendix valuations to levels near
that in the main valuations.

The statutory and administrative context
Regulation 54 of the Insurance Companies
Regulations 1981 required that the amount of the
Mathematical Reserves reported in the returns (the
published reserves) should not be less than those
calculated under Regulations 55 to 64 of the 1981
Regulations (the minimum reserves).

362
358

The same rating was given to the Society in
April 1995. A similar rationale for that rating was
given by Standard & Poor’s, as follows:
Although [Equitable] uses a conservative
valuation methodology, S&P still believes that
it shows a significant degree of capital
strength. The Society’s published returns
display a strong level of capitalization, despite
a significant strengthening of the valuation in
1993, with the free asset ratio rising to 9.4%
and coverage of the required minimum margin
to 3.7 times… from 5.09% and 2.4x, respectively,
in 1992. An alternative net premium valuation,
more comparable with peers, would increase
the free asset ratio to almost 12% and
coverage of the required margin to over 4.4x.

359

268

Similar explanations as to why the ratings agency
believed that the Society’s financial strength was
understated in its main valuation – and that the
(incomplete) appendix valuation indicated a much
stronger real financial position – were provided as
late as October 1997. Those ratings were provided
by the Society to the prudential regulators and
GAD.
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363

Regulation 57(1) of the 1981 Regulations required
that, for the purpose of calculating Mathematical
Reserves, the future premiums to be valued by an
insurance company should not exceed the net
premium value of those premiums.

364

The requirements on the valuation of future
premiums did not materially change when the
Insurance Companies Regulations 1994 came into
force. However, Regulation 64(3) of the 1994
Regulations required that a company’s liabilities had
to comply with each of the provisions of
Regulations 65 to 75 of those Regulations. This
meant that the calculation of the minimum
reserves under Regulations 65 to 75 had to comply
with each of these Regulations and not just that
the total did so in aggregate.

Table 10d - the Society’s presentation of Resilience Reserves
1990

1990

1991

1991

1992

1992

1993

1993

Main

Appendix

Main

Appendix

Main

Appendix

Main

Appendix

valuation

valuation

valuation

valuation

valuation

valuation

£m

£m

£m

£m

£m

£m

£m

£m

Admissible Assets

5,932

5,932

7,452

7,452

9,565

9,565

13,382

13,382

Total Liabilities

5,520

5,026

6,964

6,565

8,721

8,243

11,666

11,343

(RMM)

233

233

293

293

357

357

458

458

Surplus Assets

179

673

195

594

487

965

1,258

1,581

3.0%

11.3%

2.6%

8.0%

5.1%

10.1%

9.4%

11.8%

1.8

3.9

1.7

3.0

2.4

3.7

3.7

4.5

valuation valuation

Required Minimum Margin

Free Asset Ratio (FAR) as
calculated by S&P
RMM Cover as calculated
by S&P
Resilience Reserve disclosed
to GAD

450

390

462

236

223

204

503

1,345

3.8%

2.7%

5.3%

10.0%

2.0

1.7

2.4

3.9

Surplus after allowance for
Resilience Reserve
FAR allowing for
Resilience Reserve
RMM Cover allowing for
Resilience Reserve

365

366

Guidance issued by the prudential regulators (PGN
1984/1, paragraph 12.1) stated that, where an
insurance company was using a method other than
that prescribed in the Regulations, that company
was required to provide sufficient information
about the basis of the valuation to enable those
regulators to be satisfied that the requirements of
the Regulations were fulfilled.
GAD’s scrutiny proformas, which assisted them to
conduct the scrutiny of the regulatory returns,
stated that those scrutinising such returns should
look for ‘sufficient demonstration’ of this.

My assessment
367 I consider that, in two ways, omissions by GAD
bring into question whether they were fulfilling the
obligations to which they were subject.
368

The first relates to the failure by GAD to ask the
Society to provide the figure for the missing
resilience reserves in the appendix valuation within
the Society’s 1995 returns.

369

In my view, it is arguable that the Society should
have been asked to set out the missing figure
within its returns to enable the reader of those
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Those ratings demonstrated that the Society’s
method of presenting the two valuations, but
without including the figure for the resilience
reserve, was being misconstrued.

returns to be provided with sufficient
demonstration that the alternative method of
valuation used by the Society had produced a
result at least as strong as the minimum prescribed
in the Regulations.
370

Without this information, the returns were capable
of being misconstrued. However, on balance, I
accept that, as this was not required by the
Regulations, it was not something that GAD or the
prudential regulators could insist on. However,
there was also nothing to prevent them from taking
non-statutory action to ask the Society to consider
the point.

375

GAD knew that, contrary to the information
contained within Standard & Poor’s ratings,
Equitable did not adopt a conservative valuation
approach – quite the opposite.

376

GAD also knew that, contrary to the information
within those ratings, there was little difference
between the results of the Society’s alternative
method of valuation and the minimum prescribed in
the Regulations. In substance, there were no margins,
as had been wrongly assumed, between the
statutory minimum reserves and the results which
the Society’s alternative method had produced.

371

That said, it was quite another thing for this
information not to be sought by GAD as part of
their scrutiny of the Society’s returns.

372

The prudential regulators were under a duty to
verify the financial position of life insurance
companies. In order to do this, they needed,
among other things, to be satisfied that the
Society had determined its liabilities in such a
manner as would produce Mathematical Reserves
at least as high as was prescribed in the Regulations.

377

The way in which the Society presented its returns –
and was permitted to present its returns – led directly
to financial analysts misunderstanding the true
financial condition of the Society and to misleading
information being disseminated about the ‘hidden’
strengths of the Society’s position. Yet GAD failed
to take any action concerning this matter.

373

By not asking the Society for this information in
respect of its 1995 returns, GAD, acting on behalf of
the prudential regulators, were unable to verify
that the Society’s alternative method had
produced a result at least as strong as the statutory
minimum. Without that information, GAD could
not be satisfied that the Society had acted in
accordance with the regulatory requirements to
which it was subject.

378

I consider that both these failings – to ask for the
Society’s figure for the missing resilience reserves in
respect of the 1995 returns and to inform the
prudential regulators of the fact that the Society’s
returns were being misconstrued due to the way in
which those returns were presented – represent a
failure to do what GAD should have done in the
circumstances.

374

The second way in which the actions of GAD bring
into question whether they were fulfilling their
obligations relates to how GAD handled the
information before them, contained in the ratings
about the Society produced by Standard & Poor’s.

270
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Submissions I have received and my evaluation of
those submissions

the appendix valuation did not have to be
provided to GAD, nor did it have to be
requested by GAD.

Submissions by the public bodies
379

380

When I informed the public bodies that I was
minded to come to this view, those bodies told me
that, in their view, I had misinterpreted or
misapplied the applicable law.

The public bodies also told me that there had been
no obligation on GAD to ask for the amount of the
resilience reserve required in the appendix valuation
within the Society’s 1995 regulatory returns.

382

Furthermore, the public bodies said that they did
not accept that ‘ratings agencies (or other industry
commentators), on whom reliance might
reasonably have been placed by policyholders,
were misled by Equitable’s returns, nor that, even
if they were, the prudential regulator or GAD bore
any responsibility for this’.

These were: (1) the size of the quantified excess
of the aggregate liability in the main valuation
over the aggregate policy reserves shown in
the appendix valuation; (2) the Appointed
Actuary’s statement that the resilience reserve
required in the appendix valuation was
covered by that excess; and (3) the lack of
evidence from the returns to doubt that
statement, having made appropriate
comparison with the previous
year’s returns.
That comparison took into account the
margin between the resilience reserve required
in the appendix valuation in 1994 on the one
hand and the excess of the aggregate liability
in the main valuation over the aggregate
policy reserves in the appendix valuation in
1994 on the other, and also the percentage
increase in the aggregate liability in the main
valuation between 1994 and 1995.

As to whether or not GAD should have asked the
Society for the amount of the resilience reserve
required in the appendix valuation within the
Society’s 1995 returns, the public bodies, after
accepting that the amount of the resilience reserve
required in the appendix valuation had not been
requested by GAD in respect of the 1995 returns,
submitted that:
385

However, as for previous years, the returns
were not misleading in that year, and the
amount of the resilience reserve required in

The public bodies further submitted that:
The 1995 detailed scrutiny report shows that it
was a deliberate decision by GAD not to
request the amount for that year and not an
oversight. The basis for this decision was
reasonable. The disclosure provided the
required demonstration of compliance with
the 1994 Regulations, and GAD stated in their
report that they had no reason to doubt this,
giving their reasons.

The public bodies said that Equitable had
disclosed the fact that any resilience reserves
required in the appendix valuation could be
financed without recourse to the investment
reserve in the main valuation. Those bodies said
that this disclosure had complied with the
applicable law and related guidance.

381

383

384

As to the use made of the content of the Society’s
regulatory returns by ratings agencies and other
industry commentators, the public bodies
submitted that:
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The very nature of rating agencies’ work was
to undertake analysis and make their own,
independent assessment of companies, and
policyholders and other parties would
reasonably have expected them to do so. In
carrying out this task, the rating agencies had
access not just to the returns but generally
also to much additional information, and it
was reasonable to expect them to discuss any
issues arising with the companies they were
rating, such that they were confident they had
a full understanding of the position of
those companies.
386

272

389

That it was a conscious decision not to ask for this
figure on the part of GAD does not excuse this
failure. The prudential regulators were under a duty
to verify the financial position of the Society. In
giving advice to those regulators on this question,
without the information that they had asked for in
every other year, GAD could not have verified the
financial position of the Society, including by being
satisfied that the Society had determined its
liabilities in such a manner as would produce
Mathematical Reserves not less than the statutory
minimum reserves.

390

It was impossible for GAD to have concluded that
the Society’s chosen valuation method had
produced a result that was at least as strong as that
which would have been produced had the Society
used the method prescribed in the Regulations,
unless GAD knew what that prescribed method
would have produced.

391

Without access to the omitted information, GAD
could not know whether the Society had
conformed to the regulatory requirements to
which it was subject.

392

Nor was I persuaded by the submissions with
regard to the ratings produced by Standard &
Poor’s.

The public bodies further submitted that:
To the extent that rating agencies placed any
reliance on Equitable’s appendix valuation,
and if they failed to recognise from the
disclosure provided in the returns that the
amount of the resilience reserve required in
that valuation was not disclosed, then those
were entirely matters for the agencies
concerned. The prudential regulator and GAD
had no duty to vet the rating agencies’
understanding of the regulations; it was for
the agencies to analyse the results of the main
and appendix valuations and the disclosure
provided in relation to the resilience reserve
required in the appendix valuation, and seek
any further information they required to be
satisfied that they fully understood the
position before commenting on it.

387

My evaluation of those submissions
388 I was not persuaded by the submissions of the
public bodies on these matters. With respect to
the failure by GAD to ask for the figure for the 1995
returns, what should have prompted them to ask
for it was not a judgement on their part that those
returns were misleading, as appears to be the basis
of the submissions of those bodies, but instead the
need for GAD to satisfy themselves as to the
conformity of the Society’s returns with the
applicable law.

For these reasons, the public bodies told me that,
in their view, any adverse finding would be
unsustainable.
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While I accept that the prudential regulators and
GAD were not responsible for the content of the
ratings produced by such agencies, that does not
explain why the Society’s ratings – despite them
containing assessments which GAD should have
known were fundamentally flawed – were used by
GAD and by the prudential regulators in a number
of contexts – such as in scrutiny reports, as briefing
for Ministers and to deal with enquiries as to the
strength of the Society.
The flaws in those ratings derived not from error on
the part of those producing them but were a direct
result of the way in which the Society presented its
returns without objection from GAD.
Given that this presentation was not contrary to
the Regulations, I do not suggest that GAD should
have recommended intervention action or action
under section 22(5) of the 1982 Act. However, I
consider that GAD should have alerted the
prudential regulators to the issue and should have
recommended that those ratings should not be
used as briefing material and to respond to
enquiries.

My finding
396 I find that the failure by GAD (i) to ask for the
information GAD needed in respect of the
Society’s 1995 returns to enable them, as part of
the scrutiny process, to be sure that the Society
had produced a valuation that was at least as
strong as the minimum required by the applicable
Regulations, and (ii) to pursue the information
before them that the omitted information had led
to the users of the returns misconstruing the
financial strength of the Society, fell short of what
it was reasonable to expect from GAD.

The basis for my finding concerning
financial reinsurance
The issue and relevant background
397 During 1998, the prudential regulators and GAD
became aware that the Society had not made
provision for the liabilities arising from guaranteed
annuity rates contained within certain of its
policies. Those regulators had required that the
Society should do so within its 1998 returns.
398

That requirement had led to an immediate increase
of £1,600 million in the amount of reserves required
to be shown as at 31 December 1998, as well as
additional associated resilience reserves. As a result,
the Society investigated means whereby those
additional liabilities could be offset – in order not
to disclose a much weaker financial position in
those returns.

399

Had such offsetting action not been taken, the
1998 regulatory returns would have shown such a
weak financial position that the Society’s future as
an independent mutual would have been
threatened and its continued ability to write new
business and declare bonuses would have been in
doubt. Indeed, the prudential regulators told the
Society in December 1998 that they would take
action if they considered that the 1998 bonus
declaration made by the Society was imprudent.

400

The Society therefore needed to take urgent
action to either raise capital or to reduce its
Mathematical Reserves.

401

This the Society did through a financial reinsurance
arrangement. Within its published returns for 1998,
1999 and 2000, the Society took credit for such an
arrangement that it had entered into with IRECO, a
reinsurer based in Dublin. That treaty, in its original
and subsequently amended forms, is reproduced
within Part 4 of this report.
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The amount of the credit taken for those years
was, respectively, £809 million, £1,098 million, and
£808 million. The Society’s Mathematical Reserves
were reduced by more than those amounts,
however, as the resilience reserves that the Society
was required to hold were also reduced.

403

The Society’s published returns for 1998 showed
that it had excess available assets and implicit items
of £1,516 million over the required minimum margin,
the returns for 1999 showed the excess asset figure
as £2,747 million, and those for 2000 showed a
figure of £411 million. The prudential regulators
permitted those credits to be taken.

The facts
404 The full account of the events relevant to the
development of the Society’s reinsurance
arrangement, how it was treated within the
Society’s returns, and the later developments on
those issues is set out within Part 3 of this report. It
is not practicable to recount the relevant events
here. That account is also summarised within
Chapters 7 and 8 of this report. This is only a brief
summary of those events.
405

406
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At a meeting on 3 December 1998, the Society’s
Appointed Actuary informed the prudential
regulators and GAD that he considered that
reinsurance was an ‘option for protecting the
balance sheet’ but that a reinsurance agreement
was unlikely to be in place by 31 December 1998.
Those regulators informed the Appointed Actuary
that it might be possible to give a reporting
concession (under section 68 of the 1982 Act) so
that the effect of any such arrangement would be
retrospective to cover the 1998 year-end position.
A letter dated 7 December 1998 from the
prudential regulators to the Society’s Managing
Director, recording the outcome of the meeting on
3 December 1998, stated:
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Reinsurance was suggested as a possible means
of overcoming the difficulties that Equitable
Life would face in reserving on the assumption
that 100% of policyholders took their benefits
in the form of a guaranteed annuity. You
pointed out that it would be difficult to put in
place such an arrangement before the end of
the month. We acknowledged this but
indicated that we would be willing to consider
the possibility of treating any such reinsurance
arrangement as having been effective from
the year end provided that at least the broad
terms of the agreement were in place by that
date and a firm intention to enter into the
agreement could be shown.
407

On 31 December 1998, the Society informed the
prudential regulators that it had received an offer
in respect of a financial reassurance arrangement
and enclosed a fax from IRECO, which confirmed
that a meeting was to take place on 7 January 1999.
The Society informed the prudential regulators
that it hoped that the remaining issues could be
resolved at that meeting in order to enable a
contract to be drawn up.

408

On 21 January 1999, the Society wrote to the FSA,
enclosing ‘draft detailed terms’. On 27 January 1999,
GAD informed the FSA that they had reviewed the
reserving effect of the draft terms sent under
cover of the Society’s letter of 21 January 1999.

409

Among other things, GAD:
•

raised the absence of information as to the
financial strength of IRECO;

•

identified the proposed treaty as a ‘financing
arrangement’ (as opposed to a traditional
contract of reinsurance);

410

411

•

identified that no payment of any reinsurance
claims amount would be made by IRECO to the
Society;

•

identified that the draft terms limited IRECO’s
(non-cash) ‘overall exposure’ to £100 million;

•

drew attention to the wide cancellation clause
(which was retrospective to 31 December 1998);
and

•

drew attention to the term that the treaty
would also be cancelled if the Society changed
its practice on guaranteed annuity rates (that is,
changed its differential terminal bonus policy),
including as a result of losing litigation.

GAD further advised the FSA that ‘the treaty will
not achieve the intended reserving effect for a
number of reasons set out in GAD’s advice
including the definition of reinsurer’s liability, the
breadth of the cancellation clause and the
provision for the treaty to be cancelled
retroactively’.
GAD went on to advise the FSA that:

412

GAD also provided, as an annex to their advice,
a simplified example ‘for the purposes of
demonstrating that the reinsurance treaty fails to
achieve its intended reserving effect’.

413

None of those matters were the subject of
substantive amendment in the terms of the agreed
slip (evidencing the financial reinsurance contract
entered into between the Society and IRECO on or
shortly after 1 April 1999) or in the treaty entered
into between them (signed on behalf of the
Society on 11 October 1999).

414

Notwithstanding that this was the case, the FSA
permitted the Society, without challenge, to take a
reinsurance offset of £809 million within its 1998
returns – without any concession under section 68
of the 1982 Act.

415

Nor did the FSA take any adequate steps to
ascertain the financial strength of IRECO. Reliance
was instead placed on the credit rating given to
IRECO by Standard & Poor’s.

The statutory and administrative context
Financial, or finite, reinsurance is often an
arrangement under which, as part of a traditional
reinsurance treaty, the reinsurer undertakes to
make a loan to the ceding office, in this case the
Society, either immediately or in the future. The
availability of the loan is normally related to a claim
event under the treaty.

416

The treaty limits the total withheld
reinsurance claims balance to £100m at any 31
December or otherwise the treaty would have
to be restructured. It is difficult to reconcile
this with [the Society’s] intention to allow a
reinsurance credit in their returns of around
£700m. We believe therefore that there should
be a commitment for the treaty to be
continued, but that the schedule of
reinsurance payments to the reinsurer could
be revised in the event of this credit of £100m
being exceeded.

417

Without modification to such a treaty, ceding
offices could not take a full reserving credit for the
future availability of such a loan as, if they did, they
would also have to provide for the liability to repay
it. One modification that was frequently used in
such treaties during the period covered by this
report was to make the liability to repay the loan
dependent on sufficient profits being generated by
the ceding office.
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418

419

Once any loan where the liability to repay was
dependent on sufficient profits being generated
was received by a ceding office, it would not have
to be recognised as a liability in the balance sheet
contained in the regulatory returns the ceding
office produced. In this way, the value of the initial
cash payment provided by the loan could be
recognised in the returns of the ceding office even
before such a loan was drawn down.
Therefore, even though credit was taken for the
loan, the liability to repay that loan did not have to
be recognised in the calculations of the
Mathematical Reserves of the ceding office, as that
calculation excluded liabilities that would arise only
if sufficient profits were generated – for example,
the liability to pay terminal bonus.

420

This treatment contrasted with the way such
transactions would be shown in Companies Act
accounts, where the liability to repay such a loan, in
those circumstances, could not be omitted.

421

If, in the event of a claim, a reinsurance treaty did
not pay cash or if a reinsurer delayed claim
payments, then the ceding office would account
for the monies due to it as a debtor on its balance
sheet within the regulatory returns, which would
count as an asset for the purposes of matching
policyholder liabilities.

422
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In such circumstances, section 35A of the 1982 Act
applied. This provided that an insurance company
was required to secure that its liabilities under
contracts of insurance were covered by assets of
appropriate safety, yield and marketability and
such considerations would apply to the recognition
of that debt.
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Insurance companies could recognise the future
availability of such an asset by reducing their
Mathematical Reserves by an amount that
represented the full value of debt for which they
intended to take credit.

424

Such a reduction in respect of reinsurance was, at
the relevant time, generally permitted by
Regulation 64(3)(e) of the Insurance Companies
Regulations 1994. That Regulation provided that the
amount of the long-term liabilities ‘shall take into
account any rights under contracts of reinsurance
in respect of long-term business’, having regard to
Regulation 64(1) of those same Regulations.

425

Regulation 64(1) of the Insurance Companies
Regulations 1994 required that the determination
of those liabilities were to be made on actuarial
principles, which meant, amongst other things, that
those liabilities had to be determined by taking
into account the time value of the cash flows due
under a policy or contract of reinsurance.

426

Paragraph 6 of section 5.5 of the Treasury’s 1998
guidance on the preparation of the annual returns
provided, with respect to the determination of
long-term liabilities:
The Insurance Directorate interprets “liabilities
arising under or in connection with contracts
for long term business” to include liabilities
arising under reinsurances of those contracts
for long-term business. This includes liabilities
under financial reinsurances and by extension
even liabilities under non-reinsurance
financing arrangements provided the liability
under the financing arrangement is closely
linked to performance of contracts for longterm business. Therefore liabilities under
financial reinsurances and such analogous
financing arrangements… are to be
determined under actuarial principles.

This is important as the crystallisation of such
liabilities is often – although not invariably
– linked to the emergence of future profits.
Future profits are not in themselves an asset
admissible to match liabilities… However,
provided the reinsurance or financing liability
is repayable – as a matter of form and
economic substance – only upon the
emergence of future profit, actuarial principles
may sometimes allow for the future profit to
be taken into account in determining the
amount of the liability.
427

(i) whether the Society was entitled within its
1998 returns to have regard to the financial
reinsurance arrangement – which revolves
around the date on which that arrangement
was entered into and whether the arrangement
had any legal effect at the date to which those
returns applied; and

Paragraph P.3 of the GAD Insurance Supervisory
Work Guidance Manual stated that the ‘points to
consider’ in relation to any reinsurance agreement
were:
•

•

•

428

My assessment
429 In considering the acts and omissions of the FSA
and/or GAD in respect of the events relevant to
the Society’s reinsurance arrangement, I have
considered two questions:

‘If the agreement is not with a company that
is authorised to transact business within the
UK, do we know enough about it? Is it
commercially sound? It may be necessary for
[the prudential regulators] to write to the
authority that supervises the reinsurer’s home
country to obtain more information’;
‘Does the agreement give appropriate cover?
Too much? Too little?’; and

(ii) whether the financial reinsurance arrangement
had any value for the purposes of the Society’s
1998, 1999 and 2000 returns and, if so, what that
value should have been.
430

I am advised that, in order to constitute a valid
contract as a matter of English law, there must be:
(i) a sufficiently certain agreement in the form of an
offer which has been accepted; (ii) an intention
that the agreement be legally binding; and (iii) save
in the case of a contract under seal, consideration
moving from each party to the other.

431

What was required before a legally binding contract
between IRECO and the Society came into existence
was agreement upon every material term of the
contract of reinsurance which the parties wished to
make, accompanied by an intention on the part of
both parties that the contract was intended to be
legally binding.

432

The financial reinsurance arrangement between
IRECO and the Society was not entered into on or
before 31 December 1998. In the absence of a
reporting concession pursuant to section 68 of the
1982 Act, the Society was, accordingly, not entitled
to have regard to that arrangement within its 1998
returns, which were prepared with the valuation

‘Are the arrangements… on a fair
commercial basis?’

Section 37 of the 1982 Act gave the prudential
regulators powers of intervention where they
considered that an insurance company had failed
to satisfy an obligation to which it was subject by
virtue of the 1982 Act or where those regulators
were not satisfied that adequate arrangements
were in force or would be made for the reinsurance
of risks against which persons were insured by the
company.
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date of 31 December 1998 and submitted on
30 March 1999.
433

No such concession was sought or granted. No
credit for the financial reinsurance arrangement
was permissible within the Society’s 1998 published
returns in the absence of such a concession.

434

However, even had a reporting concession been
granted, the Society was not entitled to take the
credit that it did for the financial reinsurance
arrangement within its 1998 returns. Nor could such
credit have been taken within the Society’s 1999
and 2000 returns.

435

The treaty, however, placed no obligation on IRECO
to make any payment to the Society in respect of
the RCA. On the contrary, Article IV of the treaty,
expressly provided that ‘the [RCA] as defined in the
said Appendix 1 will be withheld by [IRECO]’, i.e. no
payment in respect of the RCA was to be made by
IRECO to the Society.

439

The obligations, under Article IV of the treaty, on
IRECO to make payments under the treaty to the
Society arose following the occurrence of an RCE
and were limited to:

Article 4 of the financial reinsurance treaty
provided that IRECO was to be ‘liable for claims
arising from the business covered to the extent
detailed in Appendix 1’ of the treaty. Appendix 1
provided that a Reinsurance Claims Event (RCE)
occurred if the proportion of guaranteed annuity
rate policyholders electing to take their benefits in
guaranteed annuity rate form exceeded 25% by
value of the retirements of such policyholders in
any calendar year.

436

The Reinsurance Liability represented the extra
cost, compared to current annuity benefits, to the
Society of providing benefits at guaranteed annuity
rates – but only in respect of the guaranteed funds
(rather than the total policy value, including
terminal bonus) of the relevant policies.

437

However, the Reinsurance Liability was reduced by
the terminal bonus on the relevant policies, prior
to the application of the differential terminal
bonus policy, to give the Reinsurance Claims
Amount (RCA). The RCA matched the Society’s
extra costs above the total policy values (including
terminal bonus) as long as the differential terminal
bonus policy continued to operate.

278

438

Equitable Life: a decade of regulatory failure

•

an obligation, on request, ‘to pay an interest
amount … on the outstanding [RCA] but only if
that payment was required by [Equitable] to
properly satisfy the requirements of s35(1)(a) of
the Insurance Companies Act 1982’: any such
payment was to be calculated by reference to
12 months LIBOR and the RCA; or

•

an obligation, on request, to pay ‘a cash
amount of up to 10% of the outstanding RCA’
but only if payment of an ‘interest amount’
had not been requested by Equitable.

440

If IRECO was called upon to make a payment to the
Society of an interest amount or a cash amount,
the Society became liable to pay to IRECO ‘a fee of
LIBOR plus 3.5% … annually on the opening
balance of this individual portion for each annual
period until such time as this interest amount or
cash payment is repaid in full to [IRECO]’,
according to Appendix II of the treaty. That annual
fee was payable by the Society to IRECO
irrespective of any future surplus achieved by it.

441

The substance was that the Society was entitled,
according to the terms of the treaty, to require
IRECO to make a loan to Equitable of the interest
amount or the cash amount at a penal rate of
interest. Neither the repayments of any loan nor
the annual fee payable in respect of the loan were

assumed a risk under contracts with a guaranteed
annuity rate option into which it had entered. The
Society suffered loss or liability if a guaranteed
annuity rate policyholder exercised his or her
option to take his or her benefits in guaranteed
annuity rate form.

dependent upon any surplus being achieved by
the Society.
442
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The calculation of the offset to the Society’s
Mathematical Reserves in respect of the treaty had
to value the cash flows actually payable under the
treaty. In the circumstance of a loan to the Society,
those cash flows would include both the amount
of the loan (cash to the Society) and the payment
of interest and repayments of cash to IRECO. In
that case, the net value of these cash flows was nil.
In terms of the calculation of this offset, the
intended effect of the treaty was that the Society
could take full credit for the Reinsurance Liability,
rather than the RCA. This meant that the reserves
held were reduced by the terminal bonus on the
relevant policies.
No cash was payable, but any future liability to
repay that amount by way of additional premiums
was disregarded, since any such repayment was
dependent on the emergence of future surplus.
The offset used by the Society was calculated in
this way and, in effect, assumed that a reinsurance
asset would arise in the event of a claim.
In addition, the permissibility of the reductions in
its guaranteed annuity rate reserve which the
Society made within its returns was, under the
terms of the applicable Regulations, dependent on
the arrangement being a contract of reinsurance.
A reinsurance contract is one whereby, for a
consideration, the reinsurer agrees to indemnify
another wholly or partly against loss or liability by
reason of a risk the latter has assumed under a
separate and distinct contract as the insurer of a
third person.
Here, the second part of that definition of a
reinsurance contract was satisfied. The Society had

448

However, the first part of that definition of
reinsurance was not satisfied. The only payment,
pursuant to the treaty, which IRECO might have
been required to make to the Society was a loan at
a penal rate of interest under a drawdown facility
which was not (and was not intended to be) utilised.

449

On the contrary, the Society agreed to make
payments to IRECO as consideration for IRECO
lending its name to a transaction which had no
genuine economic purpose. IRECO did not agree in
any respect to indemnify the Society against any
loss or liability to which the Society might become
subject under policies with a guaranteed annuity
rate option.

450

It follows that the treaty did not constitute reinsurance
and therefore could not be taken into account in
determining the Society’s long term liabilities. I
consider that the Society should not have been
permitted to take any credit for this arrangement
in any of its returns for 1998, 1999 and 2000.

Submissions I have received and my evaluation of
those submissions
Submissions by the public bodies
451

When I informed the public bodies that I was
minded to come to this view, those bodies told me
that, in their view, the Society’s reinsurance treaty
had been an example of an acceptable arrangement
commonly used by insurance companies to manage
their liabilities, and that such arrangements had
been expressly permitted by the regulatory regime.
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452

453

454

The public bodies also said that it was their view
that Equitable had concluded their reinsurance
contract in January 1999, with the reinsurance cover
effective from 31 December 1998.
The public bodies also told me that the terms of
the treaty had been such as to justify the amount
of credit which Equitable had taken in their returns
in all the years in question.
In support of these views, the public bodies
submitted that:
A binding contract, complete with payment of
premium by Equitable, was entered into in
January 1999, to be effective from 31 December
1998. By the time the 1998 returns were
submitted, on 30 March 1999, the prudential
regulator and GAD had also requested
Equitable to amend the terms of this contract
to meet their concerns relating to the amount
of credit that could properly be taken for it in
the returns, and it was the professional
responsibility of the Appointed Actuary to
take credit for the treaty in the returns taking
into account those requests.

455

The public bodies further submitted that:
The amount of the credit taken for the
contract in the returns was fully consistent
with, and reflected the present value of, the
cash flows payable under the contract… The
contract was undoubtedly a contract of
reinsurance; but even if it had not been, the
regulations in force at the time still permitted
credit to be taken for it in the returns.

456
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The public bodies also submitted that, accordingly,
there had been nothing impermissible or
unreasonable ‘in permitting credit to be taken for
the reinsurance contract in the returns in the
manner and to the extent that it was’.
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The public bodies submitted that:
At the time of submission of Equitable’s 1998
returns on 30 March 1999, the prudential
regulator knew the following:
(a) Equitable had stated, by letter dated
21 January 1999, that it had entered into a
binding contract of reinsurance;
(b) Equitable’s returns acknowledged the
first premium of £150,000 in relation to
this contract;
(c) The detailed terms of the reinsurance had
been amended a number of times to
comply with the requests of the prudential
regulator and GAD, over a period of many
weeks, and all the points which they
considered needed to be addressed in
the final terms of the contract to achieve
the desired reserving effect in the returns
had been advised to Equitable over a
month previously.
Furthermore, on 20 April 1999 the prudential
regulator was provided by Equitable with the
final version of the term sheet. Before the
scrutiny of the 1998 returns was completed,
GAD was also provided by Equitable with the
signed reinsurance treaty wording itself, and
GAD satisfied itself that the credit that
Equitable had taken for the reinsurance treaty
in those returns was appropriate in the light of
the finally executed treaty – which was fully in
accord, in all respects relevant to the credit
that could properly be taken for the
reinsurance in the returns, with the final
version of the term sheet, and confirmed to be
so by GAD.
For these reasons, GAD and the prudential
regulator were of the view that the treatment

of the reinsurance treaty in Equitable’s 1998
returns (and those for subsequent years) was
satisfactory. The bodies under investigation
consider that, on the basis of their knowledge
at the time, they were reasonably of that view.
458

The public bodies then turned to the credit taken
for the financial reinsurance arrangement within
the Society’s 1999 and 2000 returns, and specifically
as to whether the credit taken ought to have
reflected the net present value of the cash flows
payable under the reinsurance treaty, which was nil.

459

The public bodies first said that they agreed that,
under the terms of the treaty, the Reinsurance Claims
Amount ‘was not payable in cash to Equitable, but
was rather to be withheld by IRECO (a feature
which was common to many types of financial
reinsurance arrangements at the time in question)’.

460

461

462

These cash sums included, in particular, the
interest amounts on the Reinsurance Claims
Amount available to Equitable annually under
Article IV of the treaty. In the calculation of
the credit taken for the treaty, it was
appropriate to assume that these interest
payments would be drawn by Equitable. This
was because they provided the positive yield
on the reinsurance offset against Equitable’s
gross liabilities which was required to comply
with section 35A of the Insurance Companies
Act 1982.
Furthermore, the annual interest payments
applied to the Reinsurance Claims Amount,
unreduced from its original level, and were
payable in perpetuity. The reason for this was
that the Adjustment Premiums, by which the
Reinsurance Claims Amount would be repaid
over a number of years under the treaty, did
not need to be allowed for in the calculation
of the offset. This was because their payment
was contingent on the emergence of future
surplus in Equitable (in accordance with
sections 5.5 and 5.6 of PGN 1998/1). The
present value of the annual interest payments
exceeded the face value of the Reinsurance
Claims Amount in all the years 1998 to 2000.

The public bodies submitted, however, that it
would be wrong to suggest that the Society had in
fact taken credit within its returns for the
Reinsurance Claims Amount ‘to an extent which
was not justified having regard to the present
value of the cash sums, associated with and
expressed as percentages of the Reinsurance
Claims Amount, which Equitable was entitled to
receive under the treaty’. The public bodies said
that ‘on the contrary, the amount of credit taken
for the treaty was justified having regard to the
present value of those cash sums’.

It was for this reason that the terms of the
treaty justified the amount of credit that was
taken for it in the returns.

The public bodies further submitted that:
The real issue is whether and to what extent
Equitable was entitled to take credit for the
Reinsurance Claims Amount on the basis of
the cash sums it was entitled to receive under
the reinsurance treaty.

The public bodies went on to submit that:

463

The public bodies further submitted that:
Article IV of the treaty also entitled Equitable
to make annual 10% draw downs in cash
against the Reinsurance Claims Amount, as an
alternative to drawing the annual interest
payments described above.
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actual parties to the treaty. The way in which
the treaty was intended and understood to
operate at the time was as requiring cash
repayments and interest fees to be payable
only out of future surplus (so that Equitable’s
liability in respect of them could be left out of
account in accordance with sections 5.5 and
5.6 of PGN 1998/1 and in particular its
paragraph 5.5.6).

This provision was included in the treaty to
ensure that cash amounts were still available
to Equitable in respect of the Reinsurance
Claims Amount in circumstances in which the
reinsurance offset was made against gross
liabilities valued at a zero rate of interest and
the annual interest payments were therefore
not required to comply with section 35A of the
Insurance Companies Act 1982.
464

465

The public bodies submitted that ‘accordingly, the
criticism of GAD and the prudential regulator…
for allegedly failing to follow up concerns which
they had expressed in relation to the terms of the
treaty in the period during which these were
amended is entirely misplaced’.

467

The public bodies submitted that it had been
reasonable for GAD and the prudential regulators
to have understood this to be the effect of the
treaty at the time.

468

The public bodies went on to submit that:
If the prudential regulator or GAD had taken
the view that a change to the wording of the
treaty was required in order for it to achieve
its intended effect of making cash repayments
and interest fees payable only out of future
surplus, there can be no doubt that such a
change would have been requested and made.
As it was, it was reasonable for Equitable,
IRECO, the prudential regulator and GAD to
understand that the treaty had this effect
without the need for amendment.

The public bodies went on to submit, in relation to
cash repayments and interest fees, that my
conclusion was based on an assumption:
… that, in valuing the cash sums payable to
Equitable under the treaty, it was necessary to
include both the amount of the repayments
of the cash sums, and the accumulated
interest on the cash sums due to IRECO,
because their payment was not contingent on
the emergence of future surplus in Equitable.
On this basis, [I have concluded] that the net
present value of the cash flows under the
treaty was zero, so that no credit could
properly be taken for it in Equitable’s returns.

466

The public bodies further submitted that:
This view of the appropriate treatment of the
reinsurance treaty under the applicable
regulations and associated prudential
guidance depends upon adopting an
interpretation of the treaty which is
contentious and contrary to the intention and
contemporaneous understanding of the
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It was not the general policy of the prudential
regulator to instruct counsel to review the
legal contracts entered into by the companies
they were regulating. The bodies under
investigation have, however, received legal
advice in the context of this investigation
that the understanding of all concerned at
the time as to the effect of the treaty is
arguably correct.
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469

The public bodies continued by submitting that
‘the fact that…, acting years later with the benefit
of hindsight, [it is possible to conclude] that

The only obligation which this term even
purported to impose on Equitable was an
obligation to take part in negotiations. There
was no obligation to act in good faith, or even
reasonably, in the conduct of such
negotiations, let alone to agree anything.
Furthermore, as a matter of law, an
agreement to negotiate is unenforceable.
Accordingly, this term did not impose any legal
obligation on Equitable or confer any legal
right on IRECO at all. In those circumstances,
the treaty remained in force indefinitely and
could not be cancelled by IRECO. It is therefore
wrong to suggest that the terms of the treaty
imposed a limit of £100 million (or any limit) on
the reinsurer’s exposure, or meant that the
credit taken by Equitable for the treaty in
its returns should have been limited to
£100 million.

another legal interpretation of the treaty is
preferable does not in any way undermine the
reasonableness of the conduct of the prudential
regulator or GAD at the time’.
470

Dealing with the limit of £100 million to the
reinsurer’s exposure under the treaty (with the
implication that any credit taken by Equitable in
their returns for the reinsurance should not have
exceeded £100 million), the public bodies
submitted that it was ‘essential in this regard to
distinguish the position under the terms of the
treaty and the position under the side letter
between Equitable and IRECO’.

471

The public bodies further submitted that:
By the side letter the parties agreed that
“should the withheld fund exceed £100,000,000
sterling and no solution can be found” under
the terms of the agreement, then the treaty
would be cancelled.
However…, the regulator and GAD were not
aware of this letter as Equitable did not
disclose it at the time, and it did not come to
light until 24 September 2001. The side letter
should therefore be left out of account for
present purposes.

472

473

My evaluation of those submissions
474

I was not persuaded by the submissions of the
public bodies on this matter. The absence of a
concession under section 68 of the 1982 Act – a
concession to which the Treasury referred when
they first discussed with the Society the possibility
of arranging a financial reinsurance treaty – meant
that no credit could be taken within the Society’s
1998 regulatory returns as it was concluded after
the valuation date for those returns.

475

While I have not examined the financial reinsurance
arrangements of all other life insurance companies
at the time relevant to my report, I gain no
assistance from the fact that others are said to
have used such arrangements.

The public bodies went on to submit that:
The relevant term of the treaty (the last
paragraph of Article XIII) provided: “In the
event that the total withheld reinsurance
claims balance exceeds £100,000,000 at any
December 31 negotiations will take place to
find a mutually agreeable restructuring of
the treaty which will include a redefinition of
the Adjustment Premiums in respect of
future years.”

The public bodies concluded by submitting that,
for all these reasons, any adverse finding would be
unreasonable and flawed.
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476

Nor am I persuaded that the issues concerning the
proper reserving treatment for the Society’s
arrangement can only be identified with the
benefit of hindsight or through contentious
interpretations of the terms of the treaty.

477

GAD at the time identified the issues which I have
concluded meant that no offset was permissible
and notified the FSA of those issues. The concerns
expressed by GAD were not resolved but the FSA,
acting on behalf of the prudential regulators,
nevertheless permitted the Society to take credit
in its regulatory returns for the financial reinsurance
arrangement with IRECO. The FSA were wrong to
do so.

478

Nor do I agree that the existence of the ‘side-letter’
had any impact on the amount of offset that the
Society could take for the arrangement within its
regulatory returns – although in reaching my
conclusion, I disregarded the existence and terms
of the side-letter.

479

480
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I would note also that the FSA received an opinion,
first given orally to them by Counsel on
22 November 2001 (see entry 4 for this date within
Part 3 of this report), with a written draft provided
on the following day (see the entry for that date at
17:01) which (i) advised that the side-letter added
nothing to the provisions of the arrangement and
(ii) which otherwise confirmed the conclusion to
which I have come as regards the economic
substance of both the original and revised versions
of the IRECO treaty. Such legal advice was not
sought at the time that the FSA had to decide
whether to permit the credit sought.
Nor would I accept that the existence of sideletters in relation to financial reinsurance treaties
was something distinctive about the Society at this
time. As was noted in a paper prepared for the
actuarial profession’s 1991 General Insurance
Convention:
Equitable Life: a decade of regulatory failure

It is not easy to describe an elephant but “you
know one when you see one”. Financial
reinsurance is similar… Financial reinsurance
contracts will tend to depart from some of the
features [of traditional reinsurance]… and
examples of such departures are… [that] there
may be side agreements which significantly
modify the terms of the policy document… In
order to operate effectively, a number of
financial reinsurance contracts may need side
agreements not apparent from the contracts
themselves, or at least a clear understanding
between the parties covering how the contract
is to be managed over the longer term.
481

The declaration by the Society of a bonus in March
1999, and the publication of its regulatory returns
shortly afterwards, were together a critical juncture
in the story which unfolded in relation to the
Society.

482

The context in which the Society decided to
conclude a financial reinsurance arrangement needs
to be remembered. The prudential regulators told
the Society that, without some means of improving
its solvency position, those regulators would act to
prevent the declaration of a bonus.

483

Given the nature and extent of the problems which
had brought the Society to that position, the
prudential regulators were, in my view, under an
obligation not simply to accept assurances about
the existence, scope, nature and effect of the
proposed arrangements, without having verified
that those assurances were correct and could be
relied on.

484

Those regulators should not have accepted any
reserving offset unless and until they had seen the
terms of the financial reinsurance arrangement, had
considered those terms, and concluded that the
terms and economic substance of the treaty
entitled the Society to take the credit that it took.

485

My finding
486 I find that the failure by the FSA, acting on behalf
of the prudential regulators, to (i) ensure that the
financial reinsurance arrangement was not taken
into account within the Society’s 1998 returns
without an appropriate concession being given,
and (ii) ensure that the credit taken by the Society
within its returns for 1998, 1999 and 2000 properly
reflected the economic substance of that
arrangement, fell short of the standard that could
reasonably be expected of such regulators.

The basis for my finding concerning the
disclosure of the potential impact of the
Hyman litigation
The issue and relevant background
487 While the Hyman litigation was proceeding
through the Courts, the Society – and the
prudential regulators – undertook scenario
planning to consider the likely impact of a range of
possible outcomes to that litigation.
488

489

and for which it proposed to take a substantial
offset within its 1998 regulatory returns, entitled
the Society so to do, the continuation of that
arrangement was contingent on the Society being
able to continue to apply its differential terminal
bonus policy. Yet that ability was precisely the issue
at stake in the Hyman proceedings.

None of that happened. The submissions of the
public bodies do not detract from the reasons
underlying my conclusion. If anything, those
submissions serve to confirm the correctness of
that conclusion.

Consideration was given to what those scenarios
would mean for the financial position of the
Society and for its freedom to maintain the
policies it had adopted to manage its affairs, and
what other consequences the possible outcomes
of the Hyman case could have for the Society and
its members.

490

Furthermore, if the Society were found not to have
been able to apply its differential terminal bonus
policy, the question would arise as to how to
remedy the position of those policyholders with
policies which contained guaranteed annuity rates
who had retired since 1 January 1994, but who had
not been provided with the option of taking
benefits without the reduction in terminal bonus
applied under the Society’s differential terminal
bonus policy. The question of compensating such
policyholders would thus arise if the Society lost
the Hyman case.

The facts
491 On 7 December 1998, the Treasury, then the
prudential regulators of insurance companies, had
written to the Society to record the outcome of a
meeting which had been held on 3 December 1998.
The Treasury recorded that, at that meeting:
We also indicated that we expected an
appropriate statement on contingent
liabilities to appear in your regulatory returns,
related to the risk [of] successful challenge to
the Equitable Life’s bonus practice with regard
to guaranteed annuities.
492

However, no such statement was made in the
Society’s 1998 or 1999 returns, despite the
invitation of the prudential regulators at the
meeting and in the follow-up letter.

Even assuming that the financial reinsurance
arrangement which the Society had entered into,
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493

494

495

496

In addition, continuation of the financial
reinsurance arrangement that Equitable were
negotiating at the time their 1998 returns were
submitted to the prudential regulators was
dependent on the continuation of the Society’s
differential terminal bonus policy. That was also not
disclosed within the Society’s 1998 returns.
On 4 May 1999, the Society informed the FSA – by
now, under contract, undertaking on behalf of the
Treasury the prudential regulation of insurance
companies – that it estimated that an immediate
provision of £400 million would be required if the
Society lost the Hyman litigation, in order to
compensate those GAR policyholders who had
retired between 1995 and 1998 without receiving
benefits which had attracted the full guaranteed
annuity rate applied to the total policy fund. No
statement to that effect was made within the
Society’s regulatory returns.

498

All insurance companies which wrote long term
business were also required by Section 18 of the
1982 Act once in every twelve months to cause an
actuarial investigation to be made into its financial
condition by its Appointed Actuary, who had to
report the results of that investigation in a
prescribed form within the returns.

499

The amount of the long term liabilities as
calculated by the Appointed Actuary, pursuant to
Section 18 of the 1982 Act, were then included in
the balance sheet required by Section 17 of the
1982 Act.

500

Section 18(4) of the 1982 Act provided that, for the
purposes of the investigation that the Appointed
Actuary undertook into the financial condition of
the company and reported in the returns, the value
of any assets and the amount of any liabilities set
out therein were required to be determined in
accordance with the applicable valuation
Regulations. With effect from 1 July 1994, those
Regulations were set out in Part VIII and Part XI of
the Insurance Companies Regulations 1994.

501

Regulation 60 of the 1994 Regulations provided
that, subject to the detailed requirements of
Part XI, the amount of liabilities of an insurance
company in respect of long term business was
required to be determined in accordance with
generally accepted accounting concepts, bases and
policies or other generally accepted methods
appropriate for insurance companies. It also
provided that, in determining the amount of
liabilities of an insurance company, all contingent
and prospective liabilities were to be taken into
account within the returns.

On 21 January 2000, prior to Equitable submitting
their 1999 returns, the Court of Appeal had ruled
against Equitable in the Hyman case, thus
increasing the likelihood that the differential
terminal bonus policy would be found to be
unlawful and that compensation would have to
be paid.
On 1 February 2000, the Society wrote to its
policyholders, informing them that, even if the
Court of Appeal ruling was upheld by the House of
Lords, no significant additional costs would be
imposed on the Society. A copy of this letter was
provided to the prudential regulators and to GAD.

The statutory and administrative context
Section 17 of the Insurance Companies Act 1982
required every insurance company to prepare a
revenue account for the year, a balance sheet as at
the end of the year, and a profit and loss account

497
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for the year in a prescribed form. These documents
formed part of the regulatory returns.
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502

Schedule 1 to the Insurance Companies (Accounts
& Statements) Regulations 1996 set out the form of
the balance sheet to be reported in the returns.
Paragraph 13(1)(c) of that Schedule required the
disclosure of contingent liabilities, subject to a de
minimis exemption, not already recognised in the
balance sheet, other than those arising under
inward contracts of insurance or reinsurance.

503

Paragraph 12(2)(d) of Schedule 4 to the Insurance
Companies (Accounts & Statements) Regulations
1996 required the Society to indicate the nature
and extent of the cover given under each outward
reinsurance treaty.

504

Paragraphs 25 and 26 of section 5.6 of the
Treasury’s 1998 guidance on the preparation of the
returns stated:
“Inward” in the expression “inward contracts
of insurance and reinsurance” is intended to
exclude from the [disclosure] exemption
contracts of reinsurance where the reporting
company is the reinsured.

506

I am aware that other proceedings are ongoing
which focus, among other matters, on the
treatment that the Society and its auditors gave to
these issues within the Society’s Companies Act
accounts and within its regulatory returns. In that
context, it seems to me appropriate to make no
finding regarding that matter.

507

However, whatever the position may be as to that,
the prudential regulators at the time asked twice –
first in a meeting on 3 December 1998 with the
Society and then in a follow-up letter from the
Treasury on 7 December 1998 – that such disclosure
should be made. That indicates that those
regulators at the time considered that this needed
to be done.

508

Yet when no such disclosure was made, those
regulators did not query that omission or ask for
justification as to the basis on which the decision
not to make such a statement had been made.

509

Nor did those regulators, when considering the
Society’s regulatory returns for 1999, ask the
Society to justify the content of the letter it had
sent to its policyholders. That letter had said that
no significant additional costs would be imposed
on the Society. However, the information provided
by the Society to the prudential regulators was
that an immediate provision of £400 million would
be needed in respect of the compensation costs
alone. That appeared to be inconsistent with the
content of the Society’s returns.

510

I consider that the prudential regulators should
have followed up their concerns and should have
satisfied themselves that the Society’s decision was
reasonable and that it was, in this respect, acting
prudently and not contrary to the interests of its
policyholders.

The disclosure of contingent liabilities is subject
to a de minimis exemption. One or more
contingent liabilities need not be disclosed
provided that the aggregate value of the nondisclosed contingent liabilities does not exceed
2.5% of the… long term business amount.
My assessment
505 The question arose as to whether the two issues
raised above – that the continuation of the
Society’s financial reinsurance arrangement was
contingent on the Society maintaining its
differential terminal bonus policy, and that the
Society, if it lost the Hyman case, would be
exposed to significant compensation costs – should
have been disclosed within the Society’s regulatory
returns for 1998 and 1999 as being contingent
liabilities above the minimum disclosure threshold.
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Submissions I have received and my evaluation of
those submissions

515

Submissions by the public bodies
511

When I informed the public bodies that I was
minded to come to this view, those bodies told
me that, in their view, neither the lapse of the
Society’s financial reinsurance arrangement nor
the potential costs of it losing the Hyman case
had constituted a contingent liability under the
applicable Regulations.

As to the two occasions, prior to the submission of
the Society’s 1998 regulatory returns, on which the
prudential regulators had asked the Society to
include such notes within those returns, the public
bodies submitted that:
Notwithstanding the fact that there was no
requirement to this effect under the
applicable regulations, and that there was
therefore no formal basis on which to insist
upon it, the prudential regulator did suggest to
Equitable that it should include a statement in
its returns concerning the risk of successful
challenge to the [differential terminal bonus
policy], as indicated in HMT’s letter to
Equitable dated 7 December 1998. This was
entirely a matter for Equitable (and its
auditors) to decide, and not an issue in respect
of which the prudential regulator could have
required Equitable to amend its returns.
Ultimately, Equitable chose not to include
such a statement in its returns. At that point,
there was nothing further that the prudential
regulator reasonably could do, given that
Equitable was not in breach of the regulations.

512

In addition, the public bodies said that, even if one
or both of those matters constituted a contingent
liability, they were less than the threshold value,
below which there had been no disclosure
requirements, and therefore they did not have to
be disclosed.

513

The public bodies also told me that those matters
had also not been disclosed in the Society’s
Companies Act accounts, which had been
approved by Equitable’s external auditors. Those
bodies said that the treatment in the returns was
required to follow that in the accounts, and
Equitable’s auditors had also agreed with the
position taken in the returns.

514

In support of these views, the public bodies
submitted that, with regard to the decision by the
Society not to disclose these matters within its
1998 and 1999 returns:

516

I was not persuaded by the submissions of the
public bodies on this matter. It may well be that it
can now be established that the Society had
received legal advice to support its position.

Equitable’s decision not to disclose these
matters was reasonable in the light of the
legal advice which Equitable had received at
the material times. Any criticism of Equitable
in this regard relies on the use of hindsight,
with knowledge of the House of Lords’
judgment in the Hyman litigation, rather than
being judged in the context existing at the
relevant times.

517

However, that the Society was acting on such
advice does not help explain why those regulators
failed to pursue a matter which they had raised and
about which they received further information that
the Society’s public position may not, at that time,
have been consistent with what the Society had
told the prudential regulators.

518

The legal advice received by the Society was not
known to the prudential regulators at the time nor

My evaluation of those submissions
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had those regulators been told then on what basis
the Society’s decision had been taken.
519

520

521

Moreover, the submissions by the public bodies
have addressed a conclusion that I have not
reached – nor is it one that I could reach. It is not
for me to question the reasonableness of the
Society’s decisions. What I am concerned with is
the acts and omissions of the prudential regulators.
There is no evidence that the existence of legal
advice to the Society concerning its obligations in
respect of the disclosure of the possible impact on
it of losing the Hyman case was known to the
prudential regulators at the time or that GAD took
such advice into account when scrutinising the
Society’s regulatory returns.
The failure by the prudential regulators to pursue,
as part of their consideration of the Society’s
returns, matters which they had raised and which
were of potential significance to the Society and its
policyholders constituted a departure from what it
is reasonable to expect from those regulators.

My conclusion
522 I find that the failure of the FSA, acting on behalf
of the prudential regulators, to pursue the issue
of the proper disclosure, within the Society’s
regulatory returns for 1998 and 1999, of the
potential impact on the Society of it losing the
Hyman litigation fell short of the standard that
could reasonably be expected of such regulators.

The basis for my two findings concerning
the decision to permit the Society to
remain open
The issue and relevant background
523 Following the decision of the House of Lords in the
Hyman case, the Society had been faced with an
extremely serious situation. That decision had
profound effects.
524

The financial reinsurance arrangement that the
Society had entered into was to lapse, as a result of
the ending of the Society’s differential terminal
bonus policy. Without the credit that had been
taken by the Society within its returns for that
arrangement, a serious question arose as to
whether the Society could meet its required
solvency margin.

525

The Society was immediately faced with a
significant reduction in what the Society regarded
as the assets available to meet the costs in respect
of those policyholders who chose to take benefits
calculated with regard to guaranteed annuity rates.
Those costs had to be shared, almost certainly by
benefit reductions, across all policyholders – as any
‘ring-fencing’ of policyholders with annuity
guarantees had been declared unlawful by the
House of Lords.

526

That gave rise to inbuilt conflicts between the
interests of different classes of policyholders
which, in the circumstances facing the Society at
the time, could not be resolved using the normal
mechanisms available to life insurance companies –
and which meant that the Society’s situation was
inherently unstable.

527

In that context, the Society decided to put itself
up for sale. The question arose as to what the
regulatory response to that decision should be.
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The FSA decided not to intervene to require the
Society to close to new business whilst it sought
a buyer.

The facts
528 I have been unable to find any documentary
evidence relating to the decision taken by the FSA
to permit the Society to remain open to new
business after the Hyman judgment. During the
investigation, the basis on which that decision was
taken by the FSA was explained to me.
529

According to the FSA, the basis of their decision to
permit Equitable to remain open to new business
and seek a buyer, which, according to the FSA, was
the right decision in light of all the facts and
circumstances known to the FSA at the time, was
as follows.

530

I have been told that the FSA believed that it took
a reasonable decision to allow the Society to
remain open, balancing the interests of those
persons holding approximately one million existing
policies against the possible risks to a small number
of new joiners, on the basis that new joiners could
be compensated if there were any mis-selling – and
that the FSA had taken a reasonable view of the
availability of compensation in the event that any
mis-selling did occur.

531

290

I have been told that, if the FSA had not allowed
the Society to write new business, this would have
had a detrimental effect on its sale value, which
would, in turn, have been damaging to the interests
of the Society’s existing policyholders. It is said
that the proceeds of de-mutualisation and sale
would have benefited all policyholders and would
have enabled the Society to restore the bonus cuts
which it had imposed following the decision of the
House of Lords.
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532

I have also been told that, at the time, the FSA
believed that the Society was ‘in compliance with
its statutory requirements and was also solvent
on a regulatory basis’. Accordingly, had the FSA
decided to intervene to close the Society to new
business or to prevent it from advertising, it was not
clear what powers the FSA would have had to do so.

The statutory and administrative context
533 By section 11 of the Insurance Companies Act 1982,
the prudential regulators were empowered to
withdraw the authorisation of an insurance
company to write new business, where it appeared
to those regulators either that the company had
failed to satisfy an obligation to which it was
subject by virtue of the 1982 Act or where there
existed a ground on which those regulators would
have been prohibited from issuing an authorisation
to the company.
534

With effect from 1 July 1994, section 12A of the 1982
Act gave the prudential regulators powers in urgent
cases to suspend the authorisation of an insurance
company to write new business.

535

The grounds on which that power could be used
included that the company appeared not to be
satisfying the criteria of sound and prudent
management. Those criteria included requirements
that the company carried on its business with
integrity, due care, and the professional skills
appropriate to the nature and scale of its activities
and that the company conducted its business with
due regard to the interests of policyholders and
potential policyholders.

536

Throughout the period covered by this report, the
prudential regulators also had powers of
intervention which could be used in situations
where it appeared that a company might not be
able to fulfil the reasonable expectations of
policyholders or potential policyholders, where it

out of account, and whether they reached a
decision that, acting reasonably, it was open to the
FSA to make.

appeared that a company might not be able to
meet its liabilities, or where it appeared that a
company might not be able to satisfy an obligation
to which it was subject by virtue of the 1982 Act.
537

The grounds on which those powers were
exercisable were specified in section 37 of the 1982
Act and the powers of intervention were set out in
sections 38 to 45 of that Act.

538

Public authorities are under an obligation generally
to act in accordance with established principles of
good administration. As part of that obligation,
those authorities are required to take reasonable
decisions based on all relevant considerations and
leaving out of account irrelevant considerations.

539

542

Parliament bestowed on the prudential regulators a
power to intervene where it appeared that an
insurance company might not have been able to
fulfil the reasonable expectations of policyholders
and/or of potential policyholders.

544

When that power was introduced, Parliament
recognised that circumstances would arise where
the interests and expectations of existing and
potential policyholders would be different or
might conflict.

545

The prudential regulators were under a duty to
consider whether particular circumstances or
events amounted to grounds for the exercise of a
power of intervention and, if so, whether it was
appropriate to exercise such a power.

546

There can be no doubt that, after the decision of
the House of Lords in Hyman, the circumstances
which gave rise to the duty to consider what
action, if any, to take to protect the reasonable
expectations of potential policyholders had arisen.

547

Those regulators were therefore under a duty to
consider whether it would be appropriate to
exercise any of the powers of intervention that the
prudential regulators possessed for that purpose.

548

However, in the circumstances which pertained
after the decision of the House of Lords in the
Hyman case, it was not only the reasonable
expectations of potential policyholders which
required consideration. Those of existing
policyholders were also at stake.

Such public authorities are also required to keep
proper and appropriate records as evidence of their
activities, including a record of the reasons for their
decisions.

My assessment
540 I accept the account provided by those involved in
the decision not to intervene to close the Society
to new business and I have assessed that decision
having regard to that account. However, the lack of
any documentary record means that I have been
unable to verify the evidence which underpinned
that decision at the time.
541

543

I consider that the failure to record their decision
and the reasons for that decision at, or shortly
after, the time it was taken represents a departure
by the FSA from the standard expected of such
regulators.
But what of the basis on which that decision was
taken? The question before me is whether the
rationale for that decision indicates that the FSA
took their decision having regard to all relevant
considerations, leaving irrelevant considerations
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549

550

551

552

553

292

I consider that, in this context, the aim of the FSA,
acting on behalf of the prudential regulators and
acting reasonably, should have been to identify an
appropriate course of action which met the aim of
protecting the interests and reasonable
expectations of both existing and potential
policyholders and which minimised any adverse
impact on the other class of policyholder if the
interests and/or expectations of those different
classes were considered to conflict.

554

The FSA did not, for example, review the
advertising that the Society was issuing to ensure
that the FSA understood what the reasonable
expectations of new policyholders were likely
to be.

555

The FSA also made no enquiries to satisfy
themselves that mis-selling compensation, the cost
of which in any case would have to be met by the
members of the Society themselves – including
those joining in this period – was in principle and in
practice likely to be available. Those considerations
were left out of account by the FSA.

556

A number of factors were not taken into account
by the FSA, acting on behalf of the prudential
regulators, which were relevant to their
consideration of the question of what action, if
any, was appropriate to protect the interests and
reasonable expectations of both the existing and
potential policyholders of the Society.

That brings me to a further point. The basis of the
FSA’s decision to take no action appears to have
been largely predicated on a balancing exercise
undertaken to weigh the relative interests of the
Society’s existing policyholders against those of
new entrants. That the former, in the FSA’s view,
were considerably larger in number than the latter
was a significant consideration in their decision.

557

Without ring-fencing and in a context of increased
liabilities to others, it was inevitable that new
policyholders would be significantly disadvantaged
by entry into a fund which the FSA knew, or should
have known, could not continue to honour the
guarantees that the Society had given, as it was
required to do, while at the same time continuing
to provide the investment return which potential
policyholders would reasonably have expected to
receive once they joined.

However, for two reasons I consider that this
approach was significantly flawed. The first is that
those who might be directly affected by the
decision by the FSA to take no action were not
limited to those who became new policyholders
during this period. The second is that the FSA had
no sound basis at the time they took their decision
for assuming, as the FSA did, that the number
of people newly investing in the Society would
be minimal.

558

As the FSA knew, the bulk of the Society’s business
constituted recurrent single premium business,
where an existing policyholder had the right – but
not the obligation – to pay further premiums at
any time. The majority of the Society’s existing
policyholders, including those with guaranteed
annuity rates, were entitled to pay further money
into the with-profits fund during this period.

Consideration had to be given, as distinct
questions, to what action was necessary in order to
protect the interests of (i) existing policyholders,
(ii) potential policyholders, and (iii) both classes of
policyholder.

I consider that any prudential regulator, acting
reasonably, would not have made the assumptions
that the FSA made about the nature of the
expectations that the Society’s advertising might
be creating or about the availability of
compensation which might exist for any mis-selling
as a result of such advertising.
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Those who were considering whether to do so –
particularly those whose policies did not contain
guaranteed annuity rates, who were most exposed
to the risks inherent in the position – were directly
affected by the FSA’s decision to take no action
concerning the Society’s continued ability to write
new business.

560

Even though the withdrawal or suspension of
authorisation would not itself have prevented
policyholders from making further contributions
under existing policies, such intervention action
would have put those existing policyholders on
warning as to the problems that such action was
designed to address.

561

That relevant consideration was not among the
considerations to which the FSA had regard in
coming to its decision.

562

The FSA’s assumption that only a small number of
new policyholders would be affected by their
decision to take no action was, furthermore, not
based on any empirical analysis that might have
provided a sound basis for such a decision. The FSA
did not seek, as they did after Equitable had closed
to new business, information from the Society as
to the number of the transactions it was undertaking.

563

564

The FSA did not therefore know the number of
new entrants or the number of further premiums
being paid. The FSA’s decision was largely based on
an assumption, for which there was no apparent
basis, that only a small number of people might be
affected by that decision.
I consider that the decision by the FSA to take no
action did not take into account relevant
considerations that should have been taken into
account and that considerations which were
accorded importance in their decision-making
process were based on assumptions made by the
FSA which had no sound basis in fact.

565

That conclusion is strengthened when
consideration is given to the legal basis on which it
is said that the FSA’s decision was taken. It is not
the case, as has been suggested to me, that the
prudential regulators had no powers to take
intervention action unless an insurance company
was already in breach of its regulatory requirements
or was insolvent on a regulatory basis.

566

The powers which Parliament conferred on the
prudential regulators were exercisable in situations
where those regulators considered that there was a
risk that a company might not be able to fulfil the
reasonable expectations of policyholders or
potential policyholders, where it appeared that a
company might not be able to honour its liabilities,
or where it appeared that a company appeared to
have failed to satisfy an obligation to which it was
subject by virtue of the 1982 Act. The exercise of
those powers should have been, but were not,
considered by the FSA when they took their
decision to take no action.

567

Furthermore, given the financial position of the
Society at that time, any prudential regulator,
acting reasonably, could not have been satisfied,
without reviewing the information contained in the
advertisements that it was using, that the Society,
by advertising and writing new business, was acting
in line with the interests of its potential
policyholders in this respect. The FSA, however, did
not review those advertisements.

568

Nor do I consider that any prudential regulator,
acting reasonably, could take into account of the
possibility of compensation for mis-selling when it
had not established that such compensation would
be available.
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569

I consider that the FSA acted unreasonably in
assuming that such compensation would be
available where the FSA knew, or should have
known, that it was not likely to be available to
those existing policyholders who made further
contributions without relying on anything that the
Society did or said.

570

I am not suggesting that it was unreasonable for
the prudential regulators to give the Society an
opportunity to find a buyer. However, it does not
follow that the only options open to the FSA in
such a situation were either to close the Society to
new business or to do nothing.

571

The FSA had other options available to them which
the FSA failed to consider. A requirement could
have been imposed on the Society as to
advertising. Equitable, after all, had made much of
its ability to attract new business without the
assistance of third parties and had also treated
much of its new business as ‘execution-only’.

572

A premium limitation could have been imposed,
which restricted new business to a certain amount.
That would have enabled the FSA to be sure that
those effecting new business with the Society were
indeed limited in number or that such business was
at least limited in value, as the FSA had simply
assumed would be the case.

573
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The authorisation of the Society could also have
been suspended as a matter of urgency, pending
the completion of the sale – after which time the
Society could have submitted an application for
re-authorisation. Any such suspension could have
been explicitly linked to the sales process and
imposed as an interim way of recognising the
desirability of progressing the sale of the Society
while seeking to protect the interests of existing
and potential policyholders.
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Given that the Society’s attempts to sell itself were
no secret, such a suspension, if linked to that
process, should not have been seen as anything
other than caution while the sales process was
underway. That might have protected the interests
of those existing policyholders who were
considering making further contributions and also
the interests of potential policyholders, pending
the outcome of the sales process.

575

Even in the absence of considering any of these
actions, non-statutory action could have been
considered by the FSA with a view to persuading
the Society to take a different line.

576

The DTI had used such action in the Nation Life
case in the 1970s, persuading that company to delay
banking any cheques it received from existing or
new policyholders and/or to delay issuing new
policies while the sales process continued. The FSA
should have considered what equivalent forms of
non-statutory action were available to them – but
did not do so.

577

My conclusion is that the decision by the FSA to
permit the Society to remain open to new business
was flawed. That decision was taken leaving out of
account relevant considerations which should have
been taken into account and without having regard
to the range of powers and other options available
to the FSA.

Submissions I have received and my evaluation of
those submissions
Submissions by the public bodies
578

When I informed the public bodies that I was
minded to come to this view, those bodies told
me, in relation to the failure to record the decision
by the prudential regulators to permit the Society
to remain open after the decision of the House of
Lords in the Hyman case, that, in their view, there

… the misplaced belief that there were realistic
options available to the FSA which would
have protected such investors and which were
consistent with permitting Equitable the
opportunity to find a buyer. The reality is that
any such options proposed would have
undermined the sale process and would
therefore have acted counter to the overall
course of action which was reasonably
being pursued.

was no doubt that the decision to allow Equitable
to remain open was taken after careful
consideration and at the most senior level of
the FSA.
579

While accepting that the decision had not been
recorded, the public bodies disputed that this
justified an adverse finding as, they said, there is no
public law obligation to record decisions not to
take action.

580

In support of that view, the public bodies
submitted that, ‘whilst it is undoubtedly good
practice, it is not obligatory and in a crisis
situation it is not always achievable’ to record
such decisions.

581

In relation to the basis on which the decision was
taken by the prudential regulators to permit the
Society to remain open after the decision of the
House of Lords in the Hyman case, the public
bodies told me that, in their view, it had been not
just appropriate but necessary for the FSA to
balance the interests of existing and potential
policyholders when taking that decision.

582

The public bodies told me that the FSA had
considered that a successful sale of the business
was in the best interests of policyholders, and that
allowing Equitable to remain open to new business
was essential to give Equitable the best chance of
finding a buyer.

583

585

No specific enquiries were made by the FSA
because none was necessary: there was no
uncertainty on the FSA’s part as to whether
compensation would be available in principle
or in practice. New policyholders who were
victims of mis-selling would have recourse to
the Financial Ombudsman Service (FOS) or its
predecessor, in the event that Equitable itself
did not resolve a complaint satisfactorily. The
FSA was well aware of the operation of both
bodies, not least because it was involved in
setting up the FOS during 2000 and 2001 …
The only circumstance in which compensation
would not have been available by this route
would be in the event of Equitable’s insolvency.
However, in this situation the Financial Services
Compensation Scheme (or its predecessor)
would have been available to pay claims
(subject to the rules of that Scheme).

In the circumstances, the public bodies said, none
of the other regulatory steps available to the FSA
would have been appropriate and they would
instead have acted to undermine the prospects of
a successful sale.
586

584

In support of these views, the public bodies
submitted that my conclusion rested on:

As to why the FSA had not made enquiries into the
availability of compensation for those existing or
new policyholders who might suffer loss as a result
of the Society being permitted to remain open, the
public bodies submitted that:

As to the basis on which the FSA had concluded
that only a small number of people would be
potentially affected by the decision to permit the
Society to remain open, the public bodies
submitted that they:
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… consider that it was reasonable for the FSA
to have formed the view that the number of
policyholders who might pay new premiums to
Equitable (including existing policyholders)
would be small relative to the total number of
existing policyholders. The FSA formed this
view on the basis of its knowledge of Equitable
(which was under intense scrutiny at this
stage), including the fact that existing and
potential policyholders were aware of the
problems facing Equitable from widespread
reports in the press.
587

The public bodies also submitted that:

the House of Lords’ judgment and closure to
new business – some 1% of the existing
membership.
589

Existing policyholders paying further premiums
were historically a smaller group than new
policyholders, and given the extra information
they had received it was reasonable for the
FSA to conclude that their premiums would
represent less than 0.5% of the total fund.
590

Furthermore, the FSA had already noted that
it would only allow Equitable to remain open
if “a suitable buyer for the Society was likely
to be found quickly”. Equitable itself had set a
deadline for bids of 20 November 2000 and
believed that a sale would be agreed “in
principle” by the end of 2000. This would
further have limited new premiums which
might be paid.
588
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As to the inevitable disadvantage that new
policyholders would suffer, the public bodies
submitted that:
The FSA was mindful of the possible risks of
investing in Equitable during this period and
this was a factor which was taken into
account when balancing the interests of
different groups of policyholders and
potential policyholders. However, there were
no realistic options available to the FSA which
would have protected such investors and
which were consistent with permitting
Equitable the opportunity to find a buyer,
which was the FSA’s overriding objective.

The public bodies went on to submit that:
The common sense conclusion that the
number of policyholders who may pay new
premiums to Equitable would be small was
also reasonable in light of information from
previous years. It could reasonably have been
anticipated that the number of new
policyholders joining, up to the point at which
it was clear there would (or would not) have
been a buyer, would have represented no
more than 2-3% of the number of existing
policyholders, and their premiums would be
no more than 1% of the total fund. In the
event new business turned out to be much
smaller even than that estimate; only around
16,000 policyholders joined Equitable between

The public bodies submitted that, in addition:

591

Turning to the available options that had been
open to the FSA by way of the powers of
intervention, the public bodies told me that they
agreed that:
… the FSA’s regulatory powers could be used
where it appeared that a company may be
unable to meet its liabilities or fulfil the
reasonable expectations of policyholders, and
that the FSA had at the relevant time a
discretionary power (under section 12A of the
Insurance Companies Act 1982) to suspend the

… it was reasonable for the FSA to permit
Equitable the opportunity to find a buyer. In
practice, it was a necessary consequence of
that decision that Equitable must be
permitted to remain open to new business.
Permitting Equitable to advertise for such new
business was consistent with that decision. It is
difficult to envisage a situation where the FSA
would intervene to prevent a firm advertising,
while not intervening to prevent it from selling
at all: either the company is open and
therefore allowed to advertise, or it is not.

authorisation of an insurance company to
write new business in urgent cases.
592

However, the public bodies submitted that:
… the regulator only needs to consider the
exercise of the available powers where they
may be useful. There is no need to consider
exercising powers when there is no action the
regulator wishes to take.
The duty of a reasonable prudential regulator
is to assess each situation on its merits,
determine what outcome it wishes to achieve
and consider what, if any, powers it might
exercise to that end. In accordance with that
obligation, and fully aware of the legal powers
available to it, the FSA consciously decided in
this case that taking any action against
Equitable would have undermined the desired
outcome of a successful sale.

593

To have insisted on a ban on advertising or to
have required riskwarnings would also have
undermined the prospects of a successful sale.
This would have had a detrimental effect on
the interests of existing policyholders.
595

… in considering whether Equitable should
have been subject to a ban on advertising, it
was legitimate for the FSA to take into
account the fact that a conduct of business
regulatory regime was in force which
monitored financial promotions and
prohibited firms from advertising in a way
which was misleading. Further, the possible
need for risk-warnings was reduced due to the
knowledge which … both potential and
existing policyholders could reasonably be
assumed to have had about Equitable’s
situation.

The public bodies further submitted that:
In circumstances where the prudential
regulator does not wish to take action against
a firm, it cannot sensibly be suggested that the
prudential regulator is guilty of
maladministration if it does not go through
each and every potential legal power one by
one and explain why its use is not appropriate
in the particular case.
In this case, the options available to the FSA
were in fact very limited, if it did not want to
undermine the achievement of a sale.

594

Turning to each of the specific powers the
prudential regulators at that time possessed, the
public bodies, with respect to the power to impose
a requirement on advertising, submitted that:

The public bodies further submitted that:

596

As to why the FSA had not reviewed the Society’s
advertising in that period, the public bodies
submitted that:
… it was reasonable for the prudential
regulator not to review Equitable’s advertising.
Quite apart from the existence of a separate
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conduct of business regime, there were no
particular requirements which the prudential
regulator would have wished to impose on
Equitable in this respect, as to do so would
have undermined the prudential regulator’s
main objective of maximising the prospects of
a sale.
597

With respect to consideration of the use of the
power of intervention to suspend the authorisation
of the Society, the public bodies submitted that:
Suspension of authorisation, whether or not
linked to the sale process, would have had the
same effect as closure to new business. Either
would have made Equitable a considerably
less attractive prospect for purchase as it
would have made it difficult for Equitable to
retain its main asset, the sales force. In any
event, to have taken such action in order to
put existing policyholders “on warning” would
have been an arbitrary step which bore no
direct relation to the risk involved.
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With respect to the consideration of non-statutory
action, the public bodies submitted that:
Even if such persuasion would have been
appropriate, the bodies under investigation do
not consider that the FSA can be guilty of
maladministration for failing to consider
persuading a company to take unenforceable
non-statutory action. In any event, such
action would have undermined the principal
objective of securing a sale because it would
have meant that the product which
consumers were considering purchasing was
not in practice available: this would have been
tantamount to closure with the same negative
consequences on the prospects for a sale.

With respect to consideration of the use of the
power of intervention which would have imposed a
limit on the premium income received by the
Society, the public bodies submitted that:
Imposing a limitation on premiums would not
have been appropriate in this case because it
would have indicated to potential purchasers
that the FSA lacked confidence in the future
of the business and the prospects of a sale.
This would itself have made the firm a less
attractive purchase prospect. A previous
report from the Ombudsman’s office, into the
DTI’s regulation of Nation Life, concluded that
it would not have been appropriate to apply
premium limits, precisely because it would
have damaged attempts to find a buyer for
that firm.

598

599

600

The public bodies told me that, for all these
reasons, any adverse finding that the basis on
which the decision had been taken to permit the
Society to remain open to new business would be,
in their view, unreasonable and flawed, submitting:
The FSA reasonably decided not to intervene
to prevent Equitable from seeking to secure a
successful sale having taken the view that this
was the best way to protect policyholders’
interests. Having taken this decision, it was
reasonable to conclude that there were no
additional actions which could have been
taken further to protect the interests of
policyholders, either by the exercise of any
discretionary powers, or by the provision of
any additional or different information, or by
any other means which would not undermine
this wider objective.

My evaluation of those submissions
601 I was not persuaded by the submissions of the
public bodies on these matters. Whether or not
there is a legal obligation on public bodies to
record their decisions, it is a basic principle of good

administration that public bodies should record
and maintain adequate records of their decisions
and the reasons for those decisions, including the
factors taken into account or left out of account
and the alternative options considered.
602

The public bodies have accepted that no record
was made of the decision to permit the Society to
remain open for new business. I conclude that the
failure by the FSA to record their decision and the
reasons for that decision constitutes a departure
from accepted principles of good administration.

603

As for the basis on which the decision was taken,
I will first address the surprising submission by the
public bodies that:
… the regulator only needs to consider the
exercise of the available powers where they
may be useful. There is no need to consider
exercising powers when there is no action the
regulator wishes to take.
The duty of a reasonable prudential regulator
is to assess each situation on its merits,
determine what outcome it wishes to achieve
and consider what, if any, powers it might
exercise to that end.

604

I reject that submission. It is necessary for a public
body to consider the range of powers and options
open to it before deciding what course of action to
take and which of those powers, if any, that body
will exercise.

605

In Chapter 5 of this report, I have explained that
there are certain basic principles of public law to
which public bodies exercising statutory functions
must have regard.

606

Those principles include that such bodies must
carry out their legal duties in accordance with the

law and that, when public bodies exercise a power,
they must act reasonably and in accordance with
any conditions imposed by law.
607

Public bodies must properly consider whether to
exercise any statutory powers given to them. A
public body must give proper consideration to the
use of its powers at the point when it reasonably
considers that grounds for the exercise of those
powers have or may have arisen. Such a body
cannot fetter or constrain its ability to give proper
consideration to the exercise of its powers.

608

I consider therefore that the FSA were required to
consider whether it would be appropriate to
exercise any of the powers that they possessed, in
acting on behalf of the prudential regulators,
before taking a decision not to do so. That
consideration did not take place.

609

Finally, I am not persuaded by the submissions
which deal with the assumptions made by the FSA.
I am satisfied that, at the time that they took their
decision, the FSA did not have sound evidence on
which they could base those assumptions.

610

That it later turned out to be the case, so I am told,
that a limited number of people were affected by
that decision does not detract from the fact that
the FSA had no basis at the time that they were
made for the FSA’s assumptions on these matters.

611

I would also note that it is still not known how
many existing policyholders with policies which did
not contain guaranteed annuity rates paid further
money towards those policies during the relevant
period. It is by no means certain, even now, that
the number of those affected by the decision of
the FSA was as limited as has been suggested to
me.
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612

The submissions of the public bodies on this
matter do not provide any basis on which to
change my conclusions on these matters. I consider
that the FSA, in failing to record their decision and
in failing to take into account all relevant
considerations when making it, departed from the
standard that could reasonably be expected from
the FSA.

My finding
613 I find first that the failure by the FSA, acting on
behalf of the prudential regulators, to record their
decision to permit the Society to remain open to
new business, following its loss of the Hyman
litigation fell short of the standard that could
reasonably be expected of such regulators.
614

I find secondly that the basis on which the
decision was taken by the FSA, acting on behalf of
the prudential regulators, to permit the Society to
remain open to new business was unsound, not
taking into account all relevant considerations and
not having a proper legal and factual basis and
that this fell short of the standard that could
reasonably be expected of such regulators.

616

The FSA also during this period issued general
information relating to the Society through
updates, website material, and factsheets.

617

As the Society prepared proposals for a scheme of
arrangement under the Companies Act 1985, to
compromise the competing claims of the Society’s
policyholders, the FSA was also contacted by
policyholders about the Society’s proposals and
about the attitude of the FSA to those proposals.

The facts
618 In Chapter 8 of this report, I set out the terms of
the information published or otherwise provided
by the FSA through its general publicity, through its
specific responses to the correspondence it
received, and through its published assessment of
the Society’s Compromise Scheme proposals.
619

(i) that the Society was and always had been
solvent; and

The basis for my finding concerning the
information provided by the FSA in the
post-closure period
The issue
615 In the period between the Society’s closure to new
business on 8 December 2000 and the end of my
jurisdiction in relation to relevant events on
1 December 2001, the FSA, acting on behalf of the
Treasury as the prudential regulators of insurance
companies, were contacted by many hundreds of
the Society’s policyholders, concerned about the
position that the Society was in and about their
own future options.
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I will not repeat all that information here. However,
it can be seen from the account given in Chapter 8
of this report that the information produced by
the FSA contained the following two key messages:

(ii) that the Society had always met and at that
time continued to meet all of the regulatory
requirements to which it was subject by virtue
of the applicable law, particularly those related
to the required minimum margin of solvency.
620

That information, it was said, was based on the
information that had been provided by the Society
to the FSA and on the assessment that the FSA had
made of that information.

621

622

The Society began to submit monthly solvency figures
to GAD and the FSA on 11 August 2000, providing
information about the position at each month-end
from June 2000 until November 2001, with the
exception of November 2000 when no report was
submitted. The figures in those monthly reports
were based on the Society’s valuation approach.
However, at the same time the Society was in
protracted discussions with the FSA and GAD
about outstanding issues concerning the way in
which the Society had determined its liabilities and
had purported to establish sufficient provisions to
cover those liabilities. Work was also ongoing at
that time to establish what the additional potential
liability of the Society might be in respect of
compensation for any mis-selling of policies which
did not contain guaranteed annuity rates without
informing those new policyholders of the potential
impact of that issue.

623

The monthly solvency reports provided by the
Society did not take these issues into account and
thus were statements of the solvency position of
the Society before the impact on its solvency
position of several significant issues was assessed –
all of which had an adverse effect on its solvency
position, although not all of the issues affected the
position in every month.

624

The Society often quantified and provided to GAD
and the FSA such quantification of the impact of
these issues. GAD or the FSA sometimes sought to
quantify other issues themselves.

625

This information informed the analysis that the FSA
undertook in relation to the difficulties faced by
the Society. That analysis often set out the views of
FSA officials and actuaries as to what the solvency
position of the Society was at any given time.

626

For example, on 9 July 2001, the FSA’s Head of
Actuarial Support asked whether the Society’s
Appointed Actuary or its auditors had expressed a
view as to the solvency position that the Society
was in, commenting:
It is not at all clear to me from the limited
information provided at present that there is
much margin at all on a Companies Act basis,
particularly if they have in due course to make
any material provision for mis-selling claims.

627

The Head of Actuarial Support was informed in
response on the same day that the Society had said
that it was solvent as at 30 June 2001, but that such
a view had been given before any provision was
made for any mis-selling claims.

628

On 10 July 2001, the FSA’s Head of Actuarial Support
provided an estimate of what the quantum of the
liability in respect of any such mis-selling claims
might amount to, based on the work that Counsel
had been doing to seek to establish who might be
eligible to make such a claim and how such claims
could be quantified. The Head of Actuarial Support
noted that the Society ‘could have mis-selling
liabilities of £1.5 bn or more. In present investment
market conditions, this would very likely mean
that the company was insolvent.’

629

On 19 July 2001, the FSA’s Head of Actuarial Support
recorded the main points to emerge from an
internal FSA discussion about the Society. Those
points included an observation that ‘a provision for
mis-selling would take them right up to the line’ in
Companies Act (i.e. absolute) insolvency terms.

630

On 23 July 2001, by which time further work had
been done as to liability for mis-selling and as to
the quantification of any such liability, the FSA’s
Head of Actuarial Support noted that:
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If, for example, [Equitable] are likely to incur
mis-selling claims on all post-1993 policies,
then the liability could be around £3-4 billion,
which would be well beyond their current free
reserves on a Companies Act basis of around
£1½ billion. If the potential claims extend back
to 1988 or even earlier, then the situation is
clearly even worse. Even if the Limitation Act
applies (which seems very odd to me as a
layman given that it was not the fault of the
policyholders that they could only have been
likely to have become aware of the alleged
non-disclosure in 1998 or even later), then the
liability could be around £2½ to £3½ billion,
assuming that there would be a liability in
respect of all premiums paid in the last
6 years. The result is still then likely to
be insolvency.
631

A note made by the conduct of business regulators
of the discussion at a meeting they had attended
with the FSA on 25 July 2001 referred to the view of
Counsel, set out in his draft Opinion, which
‘implied that [Equitable] was insolvent (and had
been for some years)’.

632

In the meantime, in the initial scrutiny of the
Society’s 2000 returns, undertaken by the FSA on
19 July 2001, it had been noted that the absolute
level of coverage for the required minimum margin
was a matter ‘of concern’ and that, even with the
sale of assets to Halifax (which had improved the
Society’s free assets), ‘the position remains tight’.

633
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Those assessments took place in a context in which
the Society’s reported position made no allowance
for liabilities arising from any mis-selling and in
which credit had been taken of approximately
£800 million for the financial reinsurance
arrangement.
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On 20 July 2001, the Society informed the FSA, as
part of the scrutiny process on the 2000 returns,
that:
… at the low point of the market at around
lunchtime on 19 June 2001 when the FTSE 100
stood at 5320 it is likely that the cover ratio
was about 1.0, i.e. just covering the required
minimum margin. As discussed …, further
equity market falls could lead to the required
minimum margin being breached.
Shortly thereafter, on 1 August 2001 the FSA
noted that the FTSE index had stood at 5220 as at
25 July 2001.

635

Towards the end of July 2001, the Society was
getting ready to pay the latest instalment of
interest due on the subordinated loan capital it had
issued. That instalment was at the time estimated
to total approximately £30 million. The tight
position that the Society was at that time in – even
with no provision for mis-selling and having taken
substantial credit for the financial reinsurance
arrangement – gave rise to concerns that the
Society might be unable to make this payment.

636

At a pre-meeting before the Tripartite Standing
Committee meeting on 25 July 2001, the Chairman
of the FSA reported that the Society had informed
the FSA that it could make the payment but only if
a waiver were obtained from the FSA in respect of
the need to meet statutory solvency requirements.

637

Whether the Society could make that payment and
remain solvent continued to be a matter of doubt.
On 26 July 2001, after receiving information from
the Society as to its financial position, the FSA
recorded that:

On the basis of the 2000 regulatory returns,
submitted at the end of June 2001, and
reflecting the valuation as at end 2000 … the
payment could properly be made, as the
[Required Minimum Margin] would remain
intact after the interest payment. But [the
Chief Executive] implicitly recognised that in
the Equitable’s current circumstances, this test
lacked some credibility. Therefore the
directors were giving thought to whether it
would be appropriate for them to make the
interest payment if the company was
insolvent in Companies Act terms. They might
decide to do so, on the basis that a £28m
payment was justifiable if it could sustain the
Society through the period until an orderly
administration could be arranged. But
[Equitable’s Chief Executive] recognised that
this would be a brave decision.
638

Further doubts were expressed as to the solvency
of the Society. At the full meeting of the Tripartite
Standing Committee, the FSA Chairman had
informed the Committee that ‘something between
£3 and £5bn would make [Equitable] solvent’.

639

On 1 August 2001, the FSA noted that ‘the cover for
the margin of solvency looks very thin at present,
(after making a resilience provision but before
allowing for potential mis-selling costs)’ – but also
including a substantial offset for the financial
reinsurance arrangement.

640

The FSA required the Society to commission an
independent report into its financial condition. On
24 August 2001, a note was sent to the Chairman of
the FSA, in which was recorded the outcome of
discussions that the FSA had held with the Society
after the receipt of a draft of the report. The note
recorded that:

… a surplus of assets over liabilities [is
reported]. At one extreme, on the Insurance
Companies Act basis, … Equitable covered its
required minimum margin by £758 million at
the end of June 2001 (£1,025m at the end of
July). At the other extreme, on the Insolvency
Act basis, they report that Equitable had a
surplus of £2,200m. These figures do not take
into account any explicit liability for future
discretionary bonuses or for compensation to
non-GARs.
Those figures were, moreover, produced on a basis
that allowed the Society to take £664 million in
credit for the financial reinsurance arrangement.
641

The FSA continued to discuss internally what the
appropriate regulatory response to this ongoing
situation should be. On 28 September 2001, the
FSA met the Society and its auditors. The FSA’s
note of that meeting recorded that, although the
Society had yet to apply for a section 68 Order and
despite the estimates of the quantification of the
potential mis-selling liability that Counsel for both
the FSA and the Society had provided:
[Equitable’s Appointed Actuary] said that the
Equitable continued to meet its required
margin of solvency. The assumptions which he
made in reaching this view were that the
Equitable would be granted a Section 68 order
to take credit for the changes to the valuation
rate of interest being brought in at N2; that the
resilience test would not impose any additional
liability; that the provision for non-GAR misselling was £220 million; that only £100 million
credit could be taken for the Reinsurance
Treaty; that the GAR takeup rate was assumed
to be 85% rather than 90% as at present; and
no provision had been made for those leaving
the fund. On this basis, there would be an
excess of about £400 million over the RMM.
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a concession under section 68 of the Insurance
Companies Act 1982 (“the 1982 Act”) for a
modification of regulation 69(5), for which an
application has been made only today. At the
same time no provision is made for a resilience
reserve. On the basis of that scenario, and in
the light of our present dialogue on reserving
for mis-selling, the FSA believes that the
Society must have been in breach of its
solvency margin requirement on that day.
While markets have improved slightly in the
last week, the FSA can have no confidence that
this unsatisfactory position does not continue.

On 8 October 2001, the FSA’s Head of Life
Insurance noted that it was not clear whether the
Society was in breach of its required minimum
margin. He continued:
On the other hand, there is sufficient doubt
about the position to make the present
[public] line [taken by the FSA as to the
solvency of the Society] difficult to sustain.
What is new is that we now have (confidential)
information which throws doubt on the credit
for £700 million claimed under the
Reinsurance Treaty. We are not yet in a
position to reach a view on this.

643

Later that day, after doubts had been expressed
within the FSA as to whether they had the power
to intervene, one of the FSA’s Chief Counsel stated
that ‘just to be clear, I think we do have the power
now to require a plan … [as Equitable] are almost
certainly underprovisioning for both misselling
and resilience’.

644

On 9 October 2001, the FSA decided to take formal
intervention action under the Insurance Companies
Act 1982 by requiring the Society to submit a plan
for the restoration of a sound financial position.
The FSA’s letter informing the Society of that
decision said that the information provided by the
Society had made it:
… clear that the Society faces considerable
uncertainty as to its ability to cover its
required margin of solvency. Indeed, it appears
that on 24 September 2001, which is the date
used for the presentation of the figures quoted
in the letter, on the basis of the scenario in
which credit for reinsurance would be
restricted to £100 million and mis-selling
liabilities of £220 million are assumed, the
Society would only just be able to cover its
solvency margin, but with no free assets.
However, in this scenario, credit is assumed for
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645

The Society responded to this requirement by
referring to the Compromise Scheme proposals
that it was developing, saying that this was the plan
that was to be used to restore the Society to a
sound financial position. As has been noted
elsewhere, the FSA later published an assessment
they had made of that Scheme – which is
reproduced in Part 4 of this report.

646

Doubts continued within the FSA as to the
solvency position of the Society. On 15 November
2001, the FSA’s Director of Insurance sent the FSA’s
Chairman a draft letter for consideration. This was
to be sent to the then Economic Secretary to the
Treasury to provide advice about how the Treasury
should handle an application by the Society for a
section 68 Order.

647

The Director of Insurance explained that:
We believe the Society to be £200m below its
[solvency] margin requirement. This is [the]
latest estimate this morning … It does not
include allowance for the [section 68] order
concession or for the reinsurance treaty
beyond the £100m initial limit. The effect of
the s68 order, if granted, would just about
restore the Society’s margin.

The statutory and administrative background
648 The information which the prudential regulators
could give to the public about the entities which
they regulated was limited by the terms of the
European Directives, implemented in the United
Kingdom through the Insurance Companies Act
1982 and by subsequent amendments to that Act.
649

650

There is also no common law or statutory duty on
public authorities, such as the prudential regulators
of insurance companies, to give information or
advice to the public.
However, the prudential regulators were under an
obligation generally to act in accordance with
established principles of good administration. As
part of that obligation, where those regulators
chose to give information to the public, they were
required to provide information which was clear,
accurate, complete and not misleading.

My assessment
651 Did the information that was before the FSA during
the post-closure period provide a sound basis in
fact for the information provided by the FSA that
the Society did meet, and always had met, its
solvency and other regulatory requirements?
652

There are two factors which suggest that the
information provided by the FSA during the postclosure period relevant to this report was not
soundly based and was thus potentially misleading.

653

The first is that the information provided to the
FSA and GAD about the financial position of the
Society showed that, objectively, the Society’s
solvency position was in real doubt. The second is
that such doubts were held and expressed by the
FSA internally on numerous occasions.

654

The Society provided estimates as to the quantification
of the outstanding reserving issues to which I have

referred above. The FSA also internally considered
those issues. Taking all that into account, I have
analysed, with the assistance of my actuarial advisers,
what the estimated solvency position of the Society
would have been, if all those issues had been
reflected in the Society’s estimate of its position in
respect of each month, for which figures are
available, between June 2000 and November 2001.
655

That analysis shows, first, that, on the basis of the
monthly solvency reports it provided, the Society
was, throughout the period covered by the analysis,
solvent for regulatory purposes on the basis of the
information it provided to GAD and the FSA.

656

However, that analysis also shows that, once
adjustments are made to the reserving
requirements reported by the Society to take into
account the outstanding issues of which GAD and
the FSA were aware, there arose considerable
doubt as to the Society’s cover for the required
minimum margin of solvency.

657

In response to a draft of my report, the public
bodies produced similar analysis, although based
on different assumptions. While that analysis
produced different results, it did not remove all
doubt as to whether or not the Society was
meeting its regulatory solvency requirements
throughout the relevant time.

658

Neither the analysis that I have undertaken nor that
carried out by the public bodies resolves the doubts
that should have concerned the prudential
regulators at the time both about the compliance by
the Society with all its regulatory requirements and
also as to whether the Society was solvent on a
regulatory basis throughout the post-closure period.

659

Furthermore, I would note that no such analysis
was undertaken at the time. Whatever detailed
analysis would show now, the question before me
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is what information was before the FSA at the
relevant time, not what the ‘true’ position might
now be found to be using a range of assumptions.

664

It is thus unclear how the FSA reasonably have
concluded that the Society had not been in breach
of its regulatory requirements.

I consider that it is impossible to reconcile the
reassurances that the FSA routinely provided with
the information before the FSA – to which the FSA
informed policyholders that they had had regard
when concluding that the Society was solvent for
regulatory purposes and always had been so
solvent, and was meeting and always had met the
regulatory requirements to which the Society was
subject.

665

The Compromise Scheme was the Society’s means
both of responding to the prudential regulators’
requirement to restore a sound financial position
and of restabilising its broader financial condition
in the light of the events which had led to its
closure to new business.

666

In addition to removing the guaranteed annuity
rates from those policies which had contained
those guarantees, the Society’s proposals involved
remaining policyholders giving up the right to
pursue complaints or claims against the Society for
alleged mis-selling or other matters.

667

While those policyholders were considering how to
respond to the Society’s compromise proposals,
the information provided by the FSA to the
Society’s policyholders emphasised that care
needed to be taken if a policyholder was
considering transferring out of the Society and
indicated what some of the potential ramifications
of exit at that time would be.

668

However, the FSA did not provide similar
information to those who were considering their
options about the possible ramifications of
remaining with the Society.

669

Policyholders looked and were entitled to look to
the FSA to ascertain reliable information about the
financial condition of the Society as part of the
process of considering the available options. Given
that the Society did not generally do business
through independent financial advisers or other
such intermediaries, the FSA was an important
potential source of relevant advice.

I recognise that the figures provided by the Society
were estimated and had not been subject to audit.
However, the provision of unqualified assurances
by the FSA at that time was untenable, given the
position disclosed by the Society to those
regulators.
That there existed very real doubts as to the ability
of the Society to meet the regulatory solvency
requirements to which it was subject and/or that it
might be insolvent for regulatory purposes is
further demonstrated by the fact that, during the
post-closure period, on a number of occasions
GAD and/or the FSA recognised in internal
discussions that the Society was either in breach of
its regulatory solvency requirements or might have
been in such breach.
Indeed, with respect to at least two significant
issues – the failure by the Society to establish
reserves for all the liabilities associated with those
of its policies which contained guaranteed annuity
rates and the use by the Society of a quasi-zillmer
adjustment, which had the effect at the 1999 year
end of reducing the amount of the Society’s
liabilities it determined by £950 million – the FSA
had no doubt at the time that the Society had not
always satisfied the requirements to which the FSA
considered the Society was subject.
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670

I accept that there was no obligation on the FSA to
provide information or advice to policyholders.
However, having chosen to provide information,
such information as the FSA provided had to be
clear, accurate, complete and not misleading.

671

The FSA, acting reasonably, should have known that
the Society had been and still might be in breach
of its regulatory requirements. From the solvency
figures presented by the Society to the FSA, and
without taking into account any of the reserving
issues about which the FSA was well aware and
which GAD or the FSA had quantified, it appeared
that the Society could barely cover its regulatory
solvency margin. During the early part of 2001, the
FSA also knew that the Society’s basis for
determining its solvency position was further open
to doubt, given the position of the OFT regarding
market value adjusted.

672

673

674

675

The FSA, acting reasonably, should also have known
that, when regard was had to the evidence before
the FSA as to the financial impact of a number of
highly material reserving issues that had not been
resolved, it was possible that the Society was
insolvent for regulatory purposes.
Indeed, it was on this basis that the FSA took
formal intervention action in October 2001 to seek
to rectify that position by requiring the Society to
produce a plan for the restoration of a sound
financial position.
Yet the FSA told policyholders that, having
monitored carefully the financial condition of the
Society and based on the information available to
the prudential regulators, the FSA was satisfied that
the Society was able fully to meet its obligations
and had not breached the regulatory requirements
to which it was subject. That was misleading.
By the time that the FSA provided a form of words
to the Society for use within the scheme

documentation to be provided to policyholders
considering how to vote on the compromise
proposals, neither of those things was a matter
about which the FSA could have been satisfied at
the relevant time. Nor could the FSA have been
satisfied as to these matters on 1 December 2001,
when my jurisdiction came to an end.
676

My conclusion is that, by giving reassurance
through the information provided by the FSA that
the Society was meeting its regulatory solvency
and other requirements, when that was not
something about which the FSA at that time could
reasonably have been satisfied, the FSA failed to
act in accordance with the standards reasonably to
be expected of such regulators.

Submissions I have received and my evaluation of
those submissions
Submissions by the public bodies
677

When I informed the public bodies that I was
minded to come to this view, those bodies told me
that, in their view, the information provided to
policyholders in the period after Equitable’s closure
to new business had been accurate and not in any
way misleading.

678

Those bodies said that it had been reasonable for
the FSA to have taken the view that Equitable had
been solvent at all times, and meeting the
regulatory solvency margin requirements up to
October 2001.

679

The public bodies told me that this had been the
FSA’s considered view, although part of its task was
also to question and communicate the possible
impact of various uncertainties on the position.
The FSA’s public statements about solvency, those
bodies said, had properly and appropriately
reflected this approach.
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680

In support of that view, the public bodies
submitted that:

682

The FSA’s public statements about solvency
were carefully considered, regularly reviewed,
soundly based, and consistent with the
considered view of the FSA, as determined by
internal experts and supported by advice from
third party experts.

The public bodies told me that the views expressed
within the FSA about the solvency position of the
Society, which I have cited above, do not support
my conclusion that the FSA had known that the
Society’s solvency position was questionable. The
public bodies said that those views:
… cover a period from 9 July 2001 to November
2001. They show that throughout the period,
uncertainties were expressed about the
impact of non-GAR mis-selling liabilities and
other factors on Equitable’s solvency position.

It is wrong to say that the FSA’s statements
about Equitable’s solvency and wider
regulatory position had no sound basis in fact,
or that the FSA … “should have known” this to
be the case. The FSA believed that Equitable
was and remained solvent at all material
times, and compliant with the regulatory
solvency margin requirements up to October
2001, and it was entirely reasonable for it to
have taken this position.
681

The public bodies told me that the basis on which
the FSA had reached that position had been
informed by the facts that:
•

308

The Appointed Actuary reported that
Equitable was meeting all of its regulatory
requirements at all times.

•

The FSA made its own judgements about
Equitable’s solvency and reasonably
concluded that Equitable was solvent at all
times, and did not breach the solvency margin
requirements until October 2001.

•

The FSA required Equitable to commission an
independent review of its position in JulyAugust 2001, and this confirmed the view
which both Equitable and the FSA held at the
time, that Equitable was meeting all its
regulatory requirements.
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The comments are examples of the kinds of
internal questioning and probing which was an
integral part of the prudential regulator’s
considerations at that stage. The interim views
were often differing or conflicting … but in the
end a considered and agreed view was taken
by the FSA and no weight can properly be
attached to the interim views of individuals.
683

I was told that ‘alongside this continual
questioning of the position, there were at least
three occasions during this period when the FSA
took additional steps to satisfy itself as to
Equitable’s solvency’. Those three occasions were:
•

the meeting with Equitable on 29 July 2001, at
which, the public bodies told me, ‘Equitable
(with its auditors, solicitors and Counsel)
satisfied the FSA that it was solvent on all three
bases and would have “no difficulty in making
the payment on the subordinated loan”’;

•

the commissioning in July 2001 of an
independent report on the financial condition
of the Society, the results of which, the public
bodies told me, ‘confirmed that Equitable was
solvent on all three bases, and had sufficient
surplus assets to absorb the estimates of
mis selling compensation calculated (even on
a worst case basis) at the time’; and

•

684

the House of Lords’ judgment had “significant
financial implications/impact”. Later
correspondence from the FSA stated that
Equitable’s “difficulties significantly increased”
after the judgment, and from August 2001 there
were statements that its “problems stemmed
from uncertainties around GARs”. Furthermore,
the FSA’s communications repeatedly referred
to the “fundamental uncertainties” in the way
that Equitable’s financial situation might
develop. The FSA also reminded policyholders
that it could not give advice. A common
statement was that “we would recommend
that you do not make any hasty decisions and
seek financial advice before taking any action”.

the prompt action taken in October 2001 to
require the Society to produce a plan for the
restoration of a sound financial position once
‘the FSA’s analysis indicated that Equitable
had breached the regulatory solvency margin
requirements’.

The public bodies submitted that:
It was these carefully considered views of
Equitable’s solvency position, rather than the
points raised in the interim questioning and
debate, which were – rightly – used to inform
FSA’s external communications …
Having taken the reasonable decision to
communicate with the public, the FSA gave
careful and continuous consideration to the
content of its statements. Great care was taken
to ensure that the language was clear,
accurate, up to date and balanced and there
were rigid processes in place (including involving
technical and legal experts) to ensure that all
public statements reflected the FSA’s most upto-date analysis. Rigorous procedures were also
put in place to ensure that the agreed text was
used consistently across all communications
(letters to policyholders, letters to MPs, the FSA
website and press enquiries).

685

My evaluation of those submissions
686 I was not persuaded by the submissions of the
public bodies on this matter. There can be no
question but that the solvency position of the
Society was a matter of great uncertainty
throughout the post-closure period covered by this
report. That is evident from the information before
the FSA at the time and from the views expressed
by them internally.
687

I accept that many of the opinions expressed
within the FSA as to the real doubts surrounding
the Society’s solvency position were not concluded
views but part of an ongoing process of
supervision.

688

However, I do not accept, for example, that the
reported view of the then FSA Chairman given to a
Tripartite Standing Committee meeting can
reasonably be seen as ‘internal questioning and
probing’ or ‘interim questioning and debate’.

689

Nor do I accept that the commissioning in July 2001
of a report into the financial condition of the
Society, from the company for whom the Society’s
Appointed Actuary was a consultant, reflects

The public bodies continued:
Although the public statements always
reflected the FSA’s considered view that
Equitable remained solvent, no reader of the
FSA’s public communications could fairly have
concluded that they provided “unqualified
assurances” about Equitable’s prospects. In the
period between the House of Lords’ judgment
and closure to new business, letters sent by the
FSA commonly referred to Equitable’s financial
position being “significantly weakened” or that
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assurance on the part of the FSA that the Society
was, in regulatory terms, fully meeting its solvency
margin requirements. The commissioning of such a
report instead underlined the doubts that existed
at that time.

694

The submissions of the public bodies also address
views which I have not expressed. I do not suggest
that a reader of the FSA’s information ‘could fairly
have concluded that they provided “unqualified
assurances” about Equitable’s prospects’.

690

I also do not accept the notion that, after October
2001, the information given by the FSA was
consistently changed to reflect the exercise of
intervention powers on the basis that the Society
was in breach of its regulatory solvency margin.

695

What I have concluded is that the information
provided by the FSA promoted the assurance that
the Society was, and had always been, solvent for
regulatory purposes and that it was meeting, and
had always met, the regulatory requirements
imposed on it.

691

For example, as can be seen from the relevant entry
in Part 3 of this report, on 26 November 2001 the
FSA issued a press statement about the disclosure
of the existence of the reinsurance ‘side-letter’.
After dealing with the implications of that letter, as
the FSA saw those implications, that press
statement stated that ‘on the basis of the
information received by the FSA, Equitable Life
continues to meet its regulatory solvency
requirements even taking account of the lower
credit for the revised reinsurance policy’.

696

That the future of the Society was subject to
uncertainty is a matter of common ground. Indeed,
it was that very uncertainty which prompted many
people to contact the FSA for information in the
first place.

697

I conclude that the information provided by the
FSA was misleading and fell short of what it would
be reasonable to expect them to have provided.

692

In any case, the submissions of the public bodies
on these questions appear to me to miss the point.
If a public body is giving clear assurances about
something, the onus is on them to have established
that those assurances have a sound basis in fact
before giving such assurances.

693

It is not the case, in terms of established principles
of good administration, that such a body can
proceed to give such assurances and continue to
do so, while internal discussion and debate as to
the real position continues, until the view
underpinning those assurances is disproved. The
very fact that many of the people directly involved
in the supervision of the Society were expressing
real and, sometimes, grave doubts as to the true
position should in itself have led to no such
assurances being given.
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My finding
698 I find that the misleading information, about the
Society’s solvency position and its record of
compliance with other regulatory requirements,
that was produced by the FSA, acting on behalf of
the prudential regulators, during the period after
the Society closed to new business fell short of
the standard that could reasonably be expected
of such regulators.

Conclusion
699

In this Chapter, I have set out the results of my
review of the evidence I have obtained and made
findings of fact concerning the subject matter of
the complaints which were contained within the
terms of reference for the investigation which led
to this report.

700

In Chapter 11 of this report, I set out my
conclusions as to whether those facts disclose that
maladministration has occurred.
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Chapter 11 – Determinations: Maladministration?

Introduction
1

In this Chapter, I set out my determinations as to
whether the acts and omissions of the prudential
regulators and/or GAD constitute maladministration.
Those determinations are made in relation to the
findings of fact that I have set out in Chapter 10 of
this report.

My approach
2

3

4

5

In Chapter 5 of this report, I set out the approach
that I adopt when making such determinations.
First, I establish the facts and the overall standard
which applies to the events which form the basis
of the complaints made to me. I then assess the
facts against that overall standard.
In particular, I assess whether or not an act or
omission on the part of the body complained
about (in this case the prudential regulators and/or
GAD) constituted a departure from the applicable
standard. If so, I then assess whether that act or
omission was so unreasonable in the particular
circumstances, when regard is had to the specific
legal or administrative context of the case, as to
constitute maladministration; and/or whether any
such act or omission otherwise fell so far short of
acceptable standards of good administration as to
constitute maladministration.
Central to this approach is the identification of all
the general and specific legal and administrative
obligations which I consider that the prudential
regulators and/or GAD had at the relevant time;
and my consideration of the manner in which those
regulators and/or GAD discharged those obligations.
Chapter 5, supported by the relevant detail in
Part 2 of this report, provided the overview of all
those obligations; and went on to identify the key

obligations that the prudential regulators and/or
GAD had at the relevant time. In this Chapter, I
consider the manner in which the prudential
regulators and/or GAD discharged those
obligations.
6

For ease of reference, the key obligations of the
prudential regulators and/or GAD are reproduced
below.

Summary of the key obligations of the
prudential regulators and/or GAD which
are relevant to this investigation
7

The key legal and administrative obligations that
the prudential regulators and/or GAD had at the
relevant time were as follows:
(i) The prudential regulators were under a specific
statutory duty, imposed by the 1982 Act and
the Regulations made under that Act, to ensure
that the regulatory returns were complete and
accurate (in the sense of them being compliant
with the applicable Regulations).
In complying with this duty, I would expect
the prudential regulators (acting with the
advice and assistance of GAD) to have
considered the regulatory returns
submitted by insurance companies and, if
those returns appeared to be inaccurate or
incomplete in any respect, to have
communicated with the company with a
view to the correction of any such
inaccuracies and the supply of deficiencies.
(ii) The prudential regulators were under a specific
statutory duty, imposed by the 1982 Act and
the Regulations made under that Act, to ensure
that an insurance company valued its assets and
determined its liabilities in accordance with the
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requirements that were imposed on it by the
applicable Regulations.
In complying with this duty, I would expect
the prudential regulators (acting with the
advice and assistance of GAD) to have
considered whether the way in which an
insurance company valued its assets and
determined its liabilities that was set out
within the regulatory returns had been
undertaken in accordance with the
requirements of the 1982 Act and the
Regulations made under that Act and, if it
appeared that the company had used a
valuation basis that was not compliant with
these requirements, to have considered
whether to take action to remedy the
position.
(iii) The prudential regulators were under a general
public law duty to give proper consideration to
the use of their powers of intervention where
the circumstances had or may have arisen
which gave grounds for the use of such powers.
In complying with this duty, I would expect
the prudential regulators (acting with the
advice and assistance of GAD) to have
considered the use of their powers in the
light of any information that they
possessed – whether from the content of
the regulatory returns, from contact with
an insurance company, or from other
sources – which gave rise to questions
about the solvency position of that
company, or about whether it was acting in
line with the interests of its policyholders
or in accordance with the reasonable
expectations of those policyholders, or
potential policyholders, or about whether
it was acting soundly or prudently.

314
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(iv) The prudential regulators were under a general
public law duty to exercise their statutory
powers in a right and proper way, in accordance
with the presumed intention of the legislature
which conferred those powers, in good faith,
reasonably, for a proper purpose, and with
procedural propriety.
In complying with this duty, I would expect
the prudential regulators (acting with the
advice and assistance of GAD) to have dealt
appropriately with any regulatory issues
which arose in relation to any insurance
company other than through the scrutiny
process and to have acted in such a manner
as to ensure the effective operation of the
regulatory regime as Parliament had
established it – informed as that regime
was by the concepts of ‘freedom with
publicity’, the protection of the reasonable
expectations of policyholders and potential
policyholders, and the fulfilment of the
criteria of sound and prudent management.
(v) Both the prudential regulators and GAD were
under an obligation generally to act in
accordance with established principles of good
administration.
In complying with this obligation,
I would expect the prudential regulators
and/or GAD:


to have acted in accordance with
their general and specific legal duties
and powers;



to have acted in accordance with
their own published and internal policy
and guidance;



to have taken proper account of
established good practice, including
professional practice;



to have taken reasonable decisions
based on all relevant considerations,
ignored irrelevant ones and balanced
those considerations appropriately;



to have kept proper and appropriate
records as evidence of their activities,
including a record of the reasons for
their decisions; and



My findings of fact
10

In Chapter 10 of this report, I made ten findings of
fact which indicate that certain complaints within
the terms of reference for this investigation have a
sound basis in fact and which are thus potentially
capable of leading to a determination that
maladministration occurred.

11

Those findings related to:


the failure by the DTI, as prudential regulators,
(i) to insist, when approving the appointment in
June 1991 of a new Chief Executive, that he
should demit office as the Society’s Appointed
Actuary, and (ii) during the period from 1 July
1991 to 31 July 1997, when one person held the
position of the Society’s Chief Executive
simultaneously with the position of its
Appointed Actuary, to consider the use of their
powers to seek to remove that person from such
a ‘dual role’ (paragraphs 40 to 131 of Chapter 10);

to have provided information, where
it was appropriate to do so, which
was clear, accurate, complete and
not misleading.

The way in which the prudential
regulation of the Society was undertaken
8

In Chapter 6 of this report, I explained that the way
in which the prudential regulation of a life
insurance company was undertaken, including the
degree of intensity of the scrutiny given to such a
company’s affairs, reflected the circumstances of
that company as those circumstances were known
to the prudential regulators and/or GAD at the
relevant time.



the failure by GAD, as part of the scrutiny
process, to question and seek to resolve
questions within the Society’s regulatory returns
for each year from 1990 to 1993, related to (i) the
valuation rate of interest used to discount the
Society’s liabilities and (ii) to the affordability and
sustainability of the Society’s bonus declarations
(paragraphs 132 to 202 of Chapter 10);

9

I also explained that the prudential regulation of
the Society during the period covered by this
report can be separated into three periods – the
first being the period prior to 20 June 1998, the
second being the period from 20 June 1998 to the
closure of the Society to new business on
8 December 2000, and the third being the period
from that closure until 1 December 2001, when my
jurisdiction over the relevant events ended. Those
events are covered, respectively, in Chapters 6, 7
and 8 of this report.



the failure by GAD, when the introduction of
the Society’s differential terminal bonus policy,
intimated within the Society’s 1993 returns, was
identified by GAD as part of their scrutiny of
those returns, (i) to inform the prudential
regulators about the policy, (ii) to raise the
matter with the Society, or (iii) to seek to
identify what the rationale was for the
introduction of the policy and how it was being
communicated to policyholders (paragraphs
203 to297 of Chapter 10);
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Hyman litigation (paragraphs 487 to 522 of
Chapter 10);

the failure by GAD, as part of the scrutiny
process, to question and seek to resolve
questions within the Society’s regulatory
returns for each year from 1994 to 1996, related
to (i) the valuation rate of interest, (ii) the
affordability and sustainability of bonus
declarations, (iii) apparently arbitrary changes
to the assumed retirement ages, and (iv) the
holding of no explicit reserves for the liabilities
associated with prospective liabilities for
capital gains tax, for pensions mis-selling costs,
and for guaranteed annuity rates (paragraphs
298 to 343 of Chapter 10);
the failure by GAD (i) to ask for the information
GAD needed in respect of the Society’s 1995
returns to enable them, as part of the scrutiny
process, to be sure that the Society had
produced a valuation that was at least as strong
as the minimum required by the applicable
Regulations, and (ii) to pursue the information
before them that the omitted information had
led to the users of the returns misconstruing
the financial strength of the Society
(paragraphs 344 to 396 of Chapter 10);
the failure by the FSA, acting on behalf of the
prudential regulators, (i) to ensure that the
financial reinsurance arrangement was not
taken into account within the Society’s 1998
returns without an appropriate concession
being given, and (ii) to ensure that the credit
taken by the Society within its returns for 1998,
1999, and 2000 properly reflected the
economic substance of that arrangement
(paragraphs 397 to 486 of Chapter 10);
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the failure of the FSA, acting on behalf of the
prudential regulators, to pursue the issue of the
proper disclosure, within the Society’s
regulatory returns for 1998 and 1999, of the
potential impact on the Society of it losing the
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the failure by the FSA, acting on behalf of the
prudential regulators, to record their decision
to permit the Society to remain open to new
business, following its loss of the Hyman
litigation (paragraphs 523 to 613 of Chapter 10);



the unsound basis on which the decision was
taken by the FSA, acting on behalf of the
prudential regulators, to permit the Society to
remain open to new business, following its loss
of the Hyman litigation (paragraphs 523 to 614
of Chapter 10); and



the misleading information, about the Society’s
solvency position and its record of compliance
with other regulatory requirements, that was
produced by the FSA, acting on behalf of the
prudential regulators, during the period after
the Society closed to new business (paragraphs
615 to 698 of Chapter 10).

My determinations
The ‘dual role’
12 I turn first to the way in which the DTI, as
prudential regulators, handled the ‘dual role’ – that
is, the holding by one person for more than six
years, from 1 July 1991 to 31 July 1997, of the position
of the Society’s Chief Executive simultaneously
with the position of its Appointed Actuary.
13





The role of Appointed Actuary was one
cornerstone of the system of prudential regulation
in the United Kingdom. An Appointed Actuary
needed to ensure that he or she had sufficient
independence from the executive management of
a life insurance company to enable him or her to
undertake effectively the responsibilities (to the

company, to its policyholders, and to the
prudential regulators and GAD) that were
conferred on the Appointed Actuary and to enable
him or her to do so in line with the intention of
Parliament when it had created the role in 1973.
14

A position in which an Appointed Actuary was
unable to secure or retain the necessary degree of
operational independence would therefore go to
the heart of the prudential regulation of a life
insurance company and would raise serious
questions about the ability of the Appointed
Actuary in such circumstances to perform the
regulatory functions conferred on him or her.

15

The prudential regulators were under a general
public law duty to give proper consideration to the
use of their powers of intervention where the
circumstances had or may have arisen which gave
grounds for the use of such powers.

19

Did this failure to consider the range of powers that
was open to the prudential regulators, when faced
with this position, constitute an unreasonable
departure from the applicable standard?

20

My consideration of this question turns on
whether the prudential regulators took their
decisions – not at first to object to the
appointment of the Appointed Actuary as Chief
Executive (an appointment that required regulatory
approval) nor later to intervene to ensure that the
posts were held by different persons – having
properly understood the range of legal powers (and
other means) that were available to them and
having then considered the issue on a proper legal
and factual basis.

21

I have found, in Chapter 10 of this report, that there
were a number of powers that Parliament had
granted to the prudential regulators which could
have been used in situations such as this, where
those regulators recognised at the time that what
they described as a ‘conflict of interest’ existed
and would be perpetuated by allowing that
situation to continue. I have also found that the use
of those powers was not considered by the
prudential regulators at the relevant time.

16

Those regulators were under a further general
public law duty to discharge their statutory
functions as prudential regulators reasonably and in
line with the intention of Parliament.

17

The prudential regulators were also under an
obligation generally to act in accordance with the
established principle of good administration that
their decisions should be taken reasonably, based
on all relevant considerations.

22

I have found that the prudential regulators did not
consider the use of any of their powers in relation
to the continuing position in which the posts of
Appointed Actuary and Chief Executive of the
Society were held by the same person. That
constitutes a departure from the applicable
standard.

I consider that the decision by the prudential
regulators not to object to the appointment of the
continuing Appointed Actuary to the additional
post of Chief Executive was not taken on a proper
and balanced basis, as relevant considerations were
left out of account in the decision-making process.

23

The prudential regulators also directed themselves
to the wrong question – whether they had power
to object to the incumbent remaining as
Appointed Actuary – rather than the real questions
before them. Those questions were, first, whether
they had power to object to him being appointed
as Chief Executive of the Society and, secondly,

18
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whether, if so, it would be appropriate in the
circumstances to exercise any such powers.
24

After his appointment, no consideration was given
to the use of the powers that those regulators
possessed to remove an incumbent Chief Executive
or to seek through non-statutory action to persuade
him to demit office as Appointed Actuary.

25

Those were significant failures. The prudential
regulators failed at any time between 1991 and 1997
to consider the use of any of their powers of
intervention and to take into account all relevant
considerations when taking their decision not to
object to the holding by one person of both the
posts of Appointed Actuary and Chief Executive to
the Society.

26

Given the importance of the role of the Appointed
Actuary within the system of prudential regulation
and the need for such Actuaries to be able to
operate with sufficient independence from the
executive management of life insurance companies,
I consider that this constituted a departure from
the applicable standard that was both
unreasonable in the circumstances and fell far short
of acceptable standards of good administration.

27

318

I find that the failure by the DTI, as prudential
regulators, (i) to insist, when approving the
appointment in June 1991 of a new Chief
Executive, that he should demit office as the
Society’s Appointed Actuary, and (ii) during the
period from 1 July 1991 to 31 July 1997, when one
person held the position of the Society’s Chief
Executive simultaneously with the position of its
Appointed Actuary, to consider the use of their
powers to seek to remove that person from such
a ‘dual role’ constitutes maladministration. I
therefore make such a finding of
maladministration against the DTI.
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The scrutiny of the Society’s returns for 1990 to 1993
28 I now turn to consider the scrutiny of the Society’s
regulatory returns, which was undertaken by GAD
on behalf of the prudential regulators, for each
year from 1990 to 1993.
29

Section 18(4) of the 1982 Act provided that, for the
purposes of the investigation that the Appointed
Actuary undertook into the financial condition of
the company and reported in the returns, the value
of any assets and the amount of any liabilities set
out therein were required to be determined in
accordance with the applicable valuation
Regulations. Those Regulations were set out in
Parts V and VI of the Insurance Companies
Regulations 1981.

30

Regulation 54 of the 1981 Regulations provided
that the determination of the amount of long
term liabilities was required to be made on
actuarial principles, making proper provision for
all liabilities on prudent assumptions with regard
to the relevant factors.

31

Section 37 of the 1982 Act gave the prudential
regulators the power to intervene in the affairs of
an insurance company, if they considered that such
a company might not have been acting in such a
manner as to fulfil the reasonable expectations of
its policyholders.

32

I have found that GAD, in providing advice to the
prudential regulators, failed to satisfy themselves
that the way in which the Society had determined
its liabilities and had demonstrated that it had
sufficient assets to cover those liabilities accorded
with the requirements of the applicable
Regulations. Accordingly, those regulators were
unable to verify the solvency position of the
Society as they were under a duty to do.

33





34

35

36

37

to questions about the solvency position of that
company, or about whether it was acting in line
with the interests of its policyholders or in
accordance with the reasonable expectations of
those policyholders, or potential policyholders, or
about whether it was acting soundly or prudently.

I have found, specifically, that GAD failed to
question the Society about issues which arose in its
returns for 1990 to 1993 in respect of:
the valuation rate of interest used to discount
the liabilities, which appeared to be imprudent
and/or impermissible (apparently discounting
the liabilities well below the guaranteed face
value of policies); and

38

While I accept that the information before GAD
raised questions rather than gave clear evidence of
any imprudence on the part of the Society, I
consider that GAD were required to satisfy
themselves, once those questions arose, as to the
true position, as part of the advice they gave to the
prudential regulators in order to enable them to
verify the financial position of the Society and to
ensure that it was acting in conformity with the
obligations to which the Society was subject.

39

The failure to do so constitutes a departure from
the applicable standard that was unreasonable in
the circumstances.

40

I find that the failure by GAD, as part of the
scrutiny process, to question and seek to resolve
questions within the Society’s regulatory returns
for each year from 1990 to 1993, related to (i) the
valuation rate of interest used to discount the
Society’s liabilities and (ii) to the affordability
and sustainability of the Society’s bonus
declarations, constitutes maladministration. I
therefore make such a finding of
maladministration against GAD.

the affordability and sustainability of the
bonuses declared by the Society during this
period, which appeared to raise the
expectations of the Society’s policyholders
which it appeared could not be met.

Seeking to ensure that the regulatory returns of an
insurance company were accurate and complete was
at the heart of the role of the prudential regulators,
acting with the advice and assistance of GAD.
Both issues – whether the Society was discounting
its liabilities in an impermissible way and whether
the level of bonus that it was declaring was
affordable and could be sustained – went to the
heart of the interests of with-profits policyholders
and of the Society’s ability to fulfil their reasonable
expectations.
The prudential regulators were under a general
public law duty to give proper consideration to the
use of their powers of intervention where the
circumstances had or may have arisen which gave
grounds for the use of such powers.
In complying with this duty, I would expect the
prudential regulators (acting with the advice and
assistance of GAD) to have considered the use of
their powers in the light of any information that
they possessed – whether from the content of the
regulatory returns, from contact with an insurance
company, or from other sources – which gave rise

The intimation of the differential terminal
bonus policy
41 I now turn to consider the way in which GAD, as
part of their scrutiny on behalf of the prudential
regulators of the Society’s 1993 returns, handled the
intimation within those returns of the introduction
by the Society of what came to be known as its
differential terminal bonus policy.
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42

Section 37 of the 1982 Act gave the prudential
regulators the power to intervene in the affairs of
an insurance company if they considered that that
company might not have been acting in such a
manner as to fulfil the reasonable expectations of
its policyholders.

43

With effect from 1 July 1994, those regulators also
had the power to intervene if they considered that a
company was not acting in accordance with the
criteria of sound and prudent management,
pursuant to which an insurance company was not to
be considered as acting in such a manner if it did not
have due regard to the interests of its policyholders.

44

The prudential regulators were under a general
public law duty to give proper consideration to the
use of their powers of intervention where the
circumstances had or might have arisen which gave
grounds for the use of such powers. Those
regulators were under a further general public law
duty to discharge their statutory functions as
prudential regulators reasonably and in line with
the intention of Parliament.

45

46
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In order to comply with those duties, I would
expect the prudential regulators, acting with the
advice and assistance of GAD, to have considered
whether the information before them gave rise to
the need to exercise any of their powers. I have
found that GAD identified the introduction of this
new policy but did not pursue and resolve the
questions that such an introduction raised. GAD
also failed to inform the DTI of this development.
Did the failure of GAD to raise the issue within
their detailed scrutiny report on the Society’s 1993
returns to the prudential regulators or to raise the
issue with the Society in correspondence on those
returns constitute an unreasonable departure from
the applicable standard?
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47

I consider that the failure to alert the DTI to this
development constituted such a departure from
the applicable standard.

48

When considering whether that departure was
unreasonable, it must be remembered that, on
20 July 1993, GAD and the prudential regulators had
received the Society’s response to the industrywide bonus survey. That response did not mention
the differential terminal bonus policy but had
explained that the Society aimed to achieve a
reasonable degree of stability in proceeds. With
their response, Equitable had also provided a copy
of its With-Profits Guide and its bonus leaflets. The
Society had also sent GAD an updated copy of
their guide on 24 May 1994.

49

The Society’s 1993 returns had disclosed the
differential terminal bonus policy which the
Society had introduced abruptly. That policy, as
GAD noted, was new and would have the effect
of reducing the terminal bonus payable to certain
policyholders. Yet GAD failed to enquire as to
what the new bonus policy was, whether it was
being properly described in the Society’s
publications, and what the rationale was for this
change of a central policy in the operation of any
life insurance company.

50

That failure occurred despite the recognition by
GAD and the prudential regulators, when they were
conducting the bonus survey only weeks before
this disclosure, that the nature of bonus policies
went to the heart of the reasonable expectations
which policyholders would have.

51

That failure also occurred despite the fact that
GAD had received a copy of the Society’s May 1994
With-Profits Guide, published five months after
the valuation date to which the Society’s 1993
returns related, in which no disclosure of the new
differential terminal bonus policy had been made.

52

53

54

55

In a context in which such a central policy was
changed in a direction which had the effect of
reducing the proceeds that some of the Society’s
policyholders would receive and where, on the
information before GAD at the time, it appeared
that no disclosure to policyholders of this change
in policy was being effected, I find it surprising that
GAD did not ask as part of the detailed scrutiny
process for an explanation of the new system and
for more details about its rationale. I find it even
more surprising that GAD did not inform the DTI
that all this had occurred.
There could be no doubt in such circumstances
that significant questions arose in respect of the
reasonable expectations of the Society’s
policyholders. GAD was required by the service
level agreement to bring such matters to the
attention of the DTI. However, GAD did not do so.
That was a serious omission.
I consider that the failure by GAD, when the
introduction of the Society’s differential
terminal bonus policy, intimated within the
Society’s 1993 returns, was identified by GAD as
part of their scrutiny of those returns, (i) to
inform the prudential regulators about the
policy, (ii) to raise the matter with the Society,
or (iii) to seek to identify what the rationale was
for the introduction of the policy and how it
was being communicated to policyholders,
constitutes a departure from the applicable
standard that was both unreasonable in the
circumstances and was far short of acceptable
standards of good administration.
I consider that this constitutes
maladministration and I therefore make such a
finding of maladministration against GAD in
relation to this aspect of their scrutiny of the
Society’s 1993 returns.

The scrutiny of the Society’s returns for 1994 to 1996
56 I now turn to consider the scrutiny of the Society’s
regulatory returns, which was undertaken by GAD
on behalf of the prudential regulators, for each
year from 1994 to 1996.
57

Similar issues arise here as did with my finding
regarding the scrutiny of the returns for earlier
years. However, the issues which had been raised in
those returns remained and new issues had
developed. Those new issues included the holding
of no reserves in respect of guaranteed annuity
rates, which GAD by then if they had acted earlier
without maladministration, would have known were
biting and should thus have been provided for by
the Society.

58

I have found that GAD failed to identify and to
raise these issues. GAD was required to satisfy
themselves, once those questions arose, as to the
true position, as part of the advice they gave to the
prudential regulators in order to enable them to
verify the financial position of the Society and to
ensure that it was acting in conformity with the
obligations to which it was subject.

59

Given the similar context, for the same reasons I
have given in relation to the scrutiny of the
Society’s returns for 1990 to 1993, I consider that
the failure to do so constitutes a departure from
the applicable standard that was unreasonable in
the circumstances.

60

I find that the failure by GAD, as part of the
scrutiny process, to question and seek to resolve
questions within the Society’s regulatory returns
for each year from 1994 to 1996 – related to (i) the
valuation rate of interest, (ii) the affordability and
sustainability of bonus declarations, (iii)
apparently arbitrary changes to the assumed
retirement ages, and (iv) the holding of no explicit
reserves for the liabilities associated with
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prospective liabilities for capital gains tax, for
pensions mis-selling costs, and for guaranteed
annuity rates – constitutes maladministration. I
therefore make such a finding of
maladministration against GAD.

which the Society presented its two valuations was
capable of misleading users of the Society’s returns.
66

Indeed, I note that, in their scrutiny report to the
DTI on the Society’s 1992 returns, GAD initially
informed the prudential regulators that the
Society’s cover for the required minimum solvency
margin was significantly higher under the appendix
valuation method than under the main valuation.
That was not the case. GAD rectified that advice,
after they had communicated with the Society and
had been provided by the Society with the figure
for the required resilience reserve.

67

I have also accepted, with more hesitation, that the
‘demonstration’, which insurance companies were
required to provide to satisfy the prudential
regulators that they had used an alternative
valuation method that was at least as strong as the
prescribed minimum, did not have to be
undertaken within the regulatory returns. That
GAD permitted the provision of the omitted
information by the Society only to GAD is, on
balance, something that I do not criticise.

68

The prudential regulators possessed powers of
intervention, which were exercisable on the
grounds that an insurance company had not
satisfied an obligation to which it was subject
under the Insurance Companies Act 1982.

69

Section 18(4) of the 1982 Act required Appointed
Actuaries, when investigating and reporting on the
financial condition of the company, to value any
assets and to determine the amount of any
liabilities in accordance with the provisions of the
valuation Regulations.

70

The prudential regulators were under a general
public law duty to give proper consideration to the
use of their powers of intervention where the
circumstances had or might have arisen which gave

The presentation of the Society’s two valuations
I turn now to consider the way in which GAD, as
part of their scrutiny on behalf of the prudential
regulators of the Society’s returns for 1990 to 1996,
handled issues arising from the presentation by the
Society within those returns of two separate
valuation results.

61

62

The Society produced two valuations – in this
report, I have called those the main valuation and
the appendix valuation. The appendix valuation was
provided to demonstrate that the main valuation
that the Society chose to use in those returns had
produced a valuation which was at least as strong
as the minimum required by the applicable
Regulations.

63

Those scrutinising the Society’s returns needed to
know the amount of the resilience reserves
applicable to the appendix valuation, in order to be
able to compare the strength of the alternative
valuation that the Society used against the
minimum prescribed by the Regulations. In respect
of the Society’s 1995 returns, however, GAD did not
ask for this figure nor did the Society provide it.

64

Was this an unreasonable departure from the
applicable standard? I would first note that the
relevant regulatory regime was in part predicated
on the concept of ‘freedom with publicity’.

65

While, in my view, the Society was not in breach of
the disclosure requirements imposed on it by the
applicable Regulations, I consider that the way in
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71

72

73

74

grounds for the use of such powers. In complying
with this duty, I would expect the prudential
regulators (acting with the advice and assistance of
GAD) to have considered the use of their powers in
the light of any information that they possessed.

75

Moreover, GAD at the time had access to the
ratings provided in respect of the Society by
Standard & Poor’s, which had demonstrated that
even an expert third-party rating agency could be
misled by the Society’s practice in this respect.

As part of their scrutiny of the Society’s 1995
returns, GAD were required to verify that the
Society had complied with the regulatory
requirements to which it was subject. As part of
that verification, GAD needed to satisfy themselves
that the Society’s alternative valuation complied
with the applicable Regulations, by producing a
result that was at least as strong as the minimum
required by the applicable Regulations.

76

Those ratings confirmed not only that the users of
the regulatory returns might be misled by the
Society’s presentation but also that they had been
misled.

77

I consider that, as this was so, GAD should have
brought that to the attention of the prudential
regulators. If a major ratings agency had been
misled by the way in which the Society had
presented the information in its returns, the
question arose as to what individual policyholders
would do as a result. Effecting industry
comparisons was said to be one of the purposes of
the publication of the regulatory returns. That
regulatory returns would be used for this purpose
was thus well known to GAD.

78

Yet GAD did not raise the fact that the reader of
the Society’s returns had been misled with the
prudential regulators nor did it discuss that matter
with the Society or take any other action.

79

In a regime which was predicated on the doctrine
of ‘freedom with publicity’ and in a situation in
which GAD should have known that the way in
which Equitable were presenting their returns was
capable of misleading a reader of those returns
(and did know that at least one rating agency,
whose work GAD knew would have been well
publicised and which was used by the prudential
regulators to brief Ministers, had indeed been
misled), the failure of GAD to seek to persuade the
Society to provide this information within its
returns (or to recommend that the prudential
regulators considered taking action to secure that
it was so provided) is inexplicable.

By not asking the Society to provide the omitted
information in respect of the 1995 returns, GAD
disabled themselves from the carrying out of the
verification that they were under an obligation to
undertake as part of the provision of assistance
and advice to the prudential regulators. That
constitutes a departure from the applicable
standard.
The verification of the financial position of an
insurance company was the central duty imposed
on the prudential regulators. At the relevant time,
GAD had expressed some concern that particular
vigilance had to be exercised, given the relative
weakness of the Society’s solvency position and
given the method it adopted of presenting two
valuations which, in reality, produced an almost
identical result.
In those circumstances, I consider that the failure
of GAD to seek the information it needed to verify
the Society’s solvency constituted an unreasonable
departure from the applicable standard.
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80

That is all the more so when account is taken of the
fact that GAD at the time knew that the absence
of this information accounted for almost all of the
difference between the results of the main and
appendix valuations that the Society produced. As
GAD now knew, that difference was seen by
commentators as comforting given the weak
position (based on its main valuation) that the
Society reported in its returns.

81

The true financial position of the Society was a
central consideration in any assessment of its
viability as a potential investment vehicle. Those
making such an assessment using the information
disclosed within the returns were entitled, in my
view, to rely on the role of the prudential
regulators and GAD to ensure that the information
published in those returns was not misleading.

82

83

84

324

The failure by GAD to ensure that this was the case
was unacceptable and constituted a departure
from the applicable standard that was
unreasonable in the circumstances. There were
clearly alternative courses of action open to GAD
which it would have been proportionate for them
to have taken in respect of information that could
mislead the reader of the returns as to the actual
financial position of the Society, as compared to
the statutory minimum requirements.
Such potentially misleading information should
have been of fundamental concern to any
prudential regulator, acting reasonably. The failure
by GAD to ensure that misleading information was
not disseminated through the Society’s returns
thus also falls far short of acceptable standards of
good administration.
I consider that the failure by GAD (i) to ask for
the information GAD needed in respect of the
Society’s 1995 returns to enable them, as part of
the scrutiny process, to be sure that the Society
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had produced a valuation that was at least as
strong as the minimum required by the applicable
Regulations, and (ii) to pursue the information
before them that the omitted information had
led to the users of the returns misconstruing the
financial strength of the Society, constitutes
maladministration. I accordingly make such a
finding of maladministration against GAD in
these respects.

Financial reinsurance
85 I now turn to the way in which the FSA, acting on
behalf of the prudential regulators, handled issues
arising from a financial reinsurance arrangement
into which the Society had entered.
86

Section 37 of the 1982 Act gave the prudential
regulators powers of intervention where they
considered that an insurance company had failed
to satisfy an obligation to which it was subject by
virtue of that Act or where those regulators were
not satisfied that adequate arrangements were in
force or would be made for the reinsurance of risks
against which persons were insured by the
company.

87

I have found that the FSA permitted the Society to
take credit for that arrangement within its returns
for 1998, 1999, and 2000 when no such credit
should have been taken.

88

The FSA were under a general public law duty to
give proper consideration to the use of their
powers of intervention where circumstances had or
may have arisen which gave grounds for the use of
such powers. The FSA were under a further general
public law duty to discharge their statutory
functions reasonably and in line with the intention
of Parliament.

89

In order to comply with those duties, I would
expect the FSA, acting with the advice and
assistance of GAD, to have considered the use of
their powers and to have acted appropriately and
in line with the intention of Parliament to ensure
the effective operation of the system of prudential
regulation that Parliament had established.

95

However, I find it inexplicable that the FSA allowed
the Society to take credit for an arrangement that
was not in place at the valuation date for the 1998
returns (nor at the date when those returns were
submitted) without granting a reporting concession
to enable this to be done in accordance with the
statutory framework that they operated.

90

In my view, there can be no doubt that the
actions of the FSA in permitting the Society to
take credit for the financial reinsurance
arrangement constituted a departure from the
applicable standard.

96

91

In determining whether those actions of the FSA
constitute an unreasonable departure from the
applicable standard, I consider that the
significance of the financial reinsurance
arrangement to the reported financial condition
of the Society at the relevant time is central to
my assessment of this question.

I also find it inexplicable that, when all concerned
recognised that this arrangement was central to
the ability of the Society to pay a bonus and to
demonstrate that it was clearly solvent in
regulatory terms, the FSA permitted any credit to
be taken in respect of the financial reinsurance
arrangement.

97

I find it even more inexplicable that, even if some
credit were permissible, the FSA permitted the
Society to take an amount of credit which was
greatly excessive and did not reflect the economic
substance of that arrangement.

98

Those failures were compounded once the FSA
finally saw the agreed terms of the arrangement.
The FSA, acting reasonably, could not have been
satisfied that such an asset could be brought
within the valuation rules that applied to the
Society’s returns for 1999 and 2000 in the manner
and amount for which Equitable relied on that
arrangement.

99

However, I make no finding in this respect against
GAD, as they raised with the FSA a number of
concerns about the reserving effect of the
proposed financial reinsurance arrangement. That
was entirely proper.

100

I consider that those failures by the FSA constitute
a departure from the applicable standard that was
both unreasonable in the circumstances and fell far
short of acceptable standards of good
administration.

92

Without the offset that the Society was permitted
by the FSA to take for the arrangement within its
1998 returns, it is unlikely that the Society would
have been permitted to declare a bonus in March
1999. That was certainly the view of the prudential
regulators at the time.

93

The Society’s reported solvency position without
the offset that was taken which – due to the early
submission of its returns at the instigation of the
prudential regulators – would have been published
by 1 May 1999 would have made public the very
serious financial position that Equitable was in.

94

The actions of the FSA – in insisting on the early
submission of the Society’s returns and in
indicating that intervention was likely to prevent
the declaration of a bonus which the Society could
not afford if it did not find some way of improving
its financial position – were entirely proper
regulatory responses to a very serious situation.
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101

I consider that the failure by the FSA, acting on
behalf of the prudential regulators, (i) to ensure
that the financial reinsurance arrangement was
not taken into account within the Society’s 1998
returns without an appropriate concession being
given, and (ii) to ensure that the credit taken by
the Society within its returns for 1998, 1999, and
2000 properly reflected the economic substance
of that arrangement, constitutes
maladministration. I therefore make such a
finding of maladministration against the FSA.

Actuary undertook into the financial condition of
the company and reported in the returns, the value
of any assets and the amount of any liabilities set
out therein were required to be determined in
accordance with the applicable valuation
Regulations. Those Regulations were set out in
Part VIII and Part IX of the Insurance Companies
Regulations 1994.
106

Regulation 60 of the 1994 Regulations provided
that, subject to the detailed requirements of
Part IX, the amount of the liabilities of an insurance
company in respect of long term business was
required to be determined in accordance with
generally accepted accounting concepts, bases and
policies or other generally accepted methods
appropriate for insurance companies. That
Regulation also provided that, in determining the
amount of the liabilities of an insurance company,
all contingent and prospective liabilities were to be
taken into account within the returns.

107

Schedule 1 to the Insurance Companies (Accounts
& Statements) Regulations 1996 set out the form of
the balance sheet to be reported in the returns.
Paragraph 13(1)(c) of that Schedule required the
disclosure of contingent liabilities not already
recognised in the balance sheet, other than
those arising under inward contracts of insurance
or reinsurance.

108

The contingent liabilities associated with the Society
losing the Hyman litigation were not taken into
account in the balance sheet or disclosed in the
actuarial part of the Society’s returns. A significant
part of those contingent liabilities related to the
effect of the reinsurance arrangement, which was an
outward contract of reinsurance, and also to
compensation costs which would arise should the
Society lose in the House of Lords.

The disclosure of the possible impact of the Hyman
litigation
102 I now turn to the acts and omissions of the
prudential regulators and/or GAD in respect of the
way in which those bodies handled the disclosure
by the Society of the potential seriousness of the
impact of the Hyman litigation.
103

104

105
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Section 17 of the 1982 Act required every insurance
company to prepare a revenue account for the
year, a balance sheet as at the end of the year, and
a profit and loss account for the year in a
prescribed form. Those documents formed part of
the regulatory returns.
All insurance companies which wrote long term
business were also required by section 18 of the Act
once in every period of twelve months to cause an
actuarial investigation to be made into its financial
condition by its Appointed Actuary. An abstract of
the Actuary’s report of that investigation also
formed part of the regulatory returns. The amount
of any liabilities as determined by the Appointed
Actuary pursuant to section 18 were then included
in the balance sheet required by section 17 of the
1982 Act.
Section 18(4) of the 1982 Act provided that, for the
purposes of the investigation that the Appointed
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109

110

It thus appeared, prima facie, that the Society was
required to disclose those contingent liabilities
within its returns. However, whether that was so in
fact would have depended on analysis of the
potential liabilities involved.

115

It seems to me that it would have been plain to any
prudential regulator, acting reasonably, that the
consequences of the Society losing the Hyman
case were potentially disastrous and that thus this
question was no mere trivial aspect of the
regulatory returns.

116

Failure to persuade the House of Lords that the
Court of Appeal decision had been incorrect was
one of the scenarios considered by the FSA and
GAD. Both also knew that, in such circumstances –
however remote they considered them to be – the
financial reinsurance arrangement that Equitable
had entered into would lapse and that the Society’s
reported financial position would have been so bad
that a real question mark as to its survival would
have arisen in a very public way.

117

Yet the Society did not disclose in its 1998 or 1999
returns that it had contingent liabilities relating to
the Hyman litigation. Such disclosure, if it had been
made, would have occurred in the early part of the
returns in which the solvency position of the
Society was stated and would have been very
visible to any reader of those returns, who would
have been alerted to the possible financial impact
of losing the case.

118

At the very least, the prudential regulators were
under an obligation to satisfy themselves at the
time that the Society’s decision had been taken on
sound legal advice and with due regard to the
interests of its policyholders. Yet no action was
taken by the FSA.

119

The later failure by the Society to disclose any such
contingent liabilities in the 1999 returns was also
not questioned, pursued or resolved by the FSA.

Section 37 of the 1982 Act gave the prudential
regulators powers of intervention where they
considered that an insurance company had failed
to satisfy an obligation to which it was subject.

111

The FSA, acting on behalf of the prudential
regulators, were under a general public law duty to
give proper consideration to the use of the powers
of intervention available to those regulators where
the circumstances had or might have arisen which
gave grounds for the use of such powers. In order
to comply with this duty, I would expect the FSA,
acting with the advice and assistance of GAD, to
have considered the use of their powers in the light
of the information before them.

112

The Society made no disclosure of the contingent
liabilities arising from the possibility that it might
lose the Hyman litigation. I have found that,
although the prudential regulators twice told the
Society that such liabilities had to be disclosed
within its returns, the FSA took no action when
that was not done.

113

I have made no finding as to whether the Society
should have disclosed those liabilities as a matter of
law or of professional practice. That question is the
subject of other proceedings, which I consider are
better placed than me to resolve the relevant issues.

114

justify its position or to provide information as to
the basis on which it was taken.

However, the prudential regulators themselves, at
the time, considered that the Society should have
made such disclosure. When no such disclosure was
made, the FSA, who had assumed responsibility for
the prudential regulation of the Society, on behalf
of those regulators, did not ask the Society to
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120

That happened in a context in which the Court of
Appeal had already found against the Society and
in which the Society had informed its
policyholders in writing that the costs of losing the
Hyman case would not be significant. The
prudential regulators were aware of the contents of
that letter.

121

I make no finding against GAD in this respect. The
prudential regulators had raised the issue with the
Society and I do not consider that it was
unreasonable for GAD not to have further raised it
with those regulators or with the FSA.

122

123

125

I will first deal with the failure by the FSA to record,
at the time that it was taken, their decision and the
reasons for that decision not to intervene to close
the Society to new business or to take any other
form of action in order to protect the reasonable
expectations of the existing or potential
policyholders who were considering investing with
the Society during the period after the decision of
the House of Lords.

126

As I have explained in Chapter 10 of this report, I
have seen no documentary evidence of any
decision taken by the FSA on this question. None
of the files which record the considerable amount
of activity that the FSA engaged in after the
decision of the House of Lords in the Hyman case
included an assessment of the options available
both to the Society and to the prudential
regulators in terms of what the House of Lords’
decision meant for the continued ability of the
Society to advertise and to write such business.

127

Whether the Society should be permitted to
continue to advertise and to write new business
was not a consideration mentioned in the FSA’s
strategy for regulatory action that it developed in
the days after the judgment, or as part of the
scrutiny of the regulatory returns that the Society
submitted in respect of the 1999 year-end, or in the
meetings which the FSA and GAD had with the
Society during this period. Indeed, I have seen no
evidence that these matters were discussed with
the Society at all until the week before it closed to
new business.

128

I have no reason to doubt the account that I have
been given by those involved as to the basis for the
decision that the FSA took to permit the Society
to continue to advertise and to write new business
during this period.

129

I also recognise that, in the immediate aftermath of
the House of Lords’ decision, a considerable

However, I consider that the omission by the FSA
to take appropriate action to satisfy themselves
that the Society had taken a proper decision not to
disclose the potential effects on it of losing the
Hyman litigation constituted a departure from the
applicable standard that was both unreasonable in
the circumstances and fell far short of acceptable
standards of good administration.
I consider that the failure of the FSA, acting on
behalf of the prudential regulators, to pursue the
issue of the proper disclosure, within the
Society’s regulatory returns for 1998 and 1999, of
the potential impact on the Society of it losing
the Hyman litigation, constitutes
maladministration. I therefore make such a
finding of maladministration against the FSA.

The decision to permit the Society to remain open
I now turn to the way in which the FSA, acting on
behalf of the prudential regulators, approached the
taking and recording of their decision to permit the
Society to remain open to new business following
its loss of the Hyman litigation and to the basis on
which the FSA took that decision. Did those acts
and omissions constitute an unreasonable
departure from the applicable standard?

124
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amount of analysis and activity was required to be
undertaken by the FSA and GAD as a result of the
unexpected nature to those bodies of that
decision and due to the significant consequences
that the decision might have had both for the
Society and for the wider industry. I recognise that
this activity was a considerable strain on the
resources of the FSA at that time.
130

However, that decision was an extremely important
one for all concerned. The FSA, by their account,
decided that, although the circumstances had
arisen which constituted one of the grounds for
the use of the intervention powers of the
prudential regulators, no action should be taken –
because the FSA considered that the interests of
potential policyholders were outweighed by the
interests of existing policyholders, in the context
of a possible sale of the Society.

131

I have had regard to the explanation given by those
involved that much discussion on important
matters was undertaken in an open-plan office
environment and was not always or routinely
recorded at this time. I also have no reason to
doubt that this was so.

132

I consider, however, that it is a basic principle of
good administration that significant decisions
affecting the rights and interests of citizens should
be recorded by those public bodies taking such
decisions. The decision by the FSA not to take
action to protect the interests and/or reasonable
expectations of potential policyholders was
without doubt such a decision.

133

The FSA were under an obligation generally to act
in accordance with established principles of good
administration. In fulfilling this obligation, I would
expect the FSA, acting on behalf of the prudential
regulators, to have kept proper and appropriate
records as evidence of their activities, including a
record of the reasons for their decisions.

134

The failure by the FSA to record the reasons for
their decision at, or shortly after, the time that it
was taken constituted a departure from the
applicable standard. Given the potential
consequences of the decision for those affected
by it, I consider that this fell far short of acceptable
standards of good administration.

135

I consider that the failure by the FSA, acting on
behalf of the prudential regulators, to record
their decision to permit the Society to remain
open to new business, following its loss of the
Hyman litigation, constitutes maladministration. I
therefore make such a finding of
maladministration against the FSA.

136

But what of the basis on which I have been told
that the FSA took this important decision? The
prudential regulators had a range of intervention
powers conferred on them by the provisions of the
1982 Act. The FSA, acting on behalf of those
regulators, were under a general public law duty to
give proper consideration to the use of their
powers of intervention where the circumstances
had or may have arisen which gave grounds for the
use of such powers.

137

The FSA were also under an obligation generally to
act in accordance with established principles of
good administration, including by taking reasonable
decisions having regard to all relevant
considerations and leaving out of account
irrelevant ones.

138

The question before me is whether the rationale
for this decision, as it has been explained to me,
demonstrates that the FSA took their decision on a
proper legal and factual basis, having regard to all
relevant considerations, leaving irrelevant
considerations out of account, and balancing
relevant considerations appropriately.
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139

140

141

142

144

In addition, none of the legal powers available to
the prudential regulators (or as to the other actions
they could have taken) appears to have been taken
into account by the FSA at the time they took their
decision. Those powers or other actions were not
given any consideration as part of the FSA’s
decision-making process.

The prudential regulators were under an obligation
generally to act in accordance with established
principles of good administration. In fulfilling this
obligation, I would expect the prudential regulators
to have provided, where it was appropriate to
provide such information, information which was
clear, accurate, complete and not misleading.

145

I have found that the information provided by the
FSA during the post-closure period was misleading,
in that this information gave unqualified assurances
both that the Society was and always had been
solvent in regulatory terms and that it was and
always had met its other regulatory requirements.
However, the FSA should have known that those
assurances had no sound basis. The provision of
this misleading information therefore constitutes a
departure from the applicable standard.

146

In determining whether the provision of this
information constitutes an unreasonable
departure from that standard, it seems to me that
there are a number of matters which I should take
into account.

147

On the one hand, I recognise that it would not have
been reasonable to expect those exercising
regulatory functions, and privy to sensitive
commercial information about the position of one
of the entities which they regulated, to provide
confidential information to the public and others
about the discussions that those regulators were
having with that company. Nor do I think it
appropriate generally to regulate by public
statements or press releases.

148

In addition, I recognise the force of the argument
that public statements during the post-closure
period by the prudential regulators to the effect

I consider that those deficiencies both in the way
in which the FSA took its decision to permit the
Society to remain open to new business – and also
in respect of the basis on which that decision was
taken – meant that this decision was both
unreasonable in the circumstances and fell far short
of acceptable standards of good administration.
I consider that the unsound basis on which the
decision was taken by the FSA, acting on behalf
of the prudential regulators, to permit the
Society to remain open to new business,
following its loss of the Hyman litigation,
constitutes maladministration. I therefore make
such a finding of maladministration against the
FSA.

Information provided by the FSA in the post-closure
period
143 I turn finally to the acts and omissions of the
prudential regulators in respect of the information
that they provided to policyholders and others
during the period after the Society had closed to
new business (and before my jurisdiction ended on
1 December 2001) concerning the financial position
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of Equitable and its conformity to the regulatory
obligations to which the Society was subject.

I am not persuaded that such a proper basis
informed that decision. The FSA left out of
account a number of relevant considerations, such
as the nature of the Society’s business and the fact
that it was not only potential policyholders who
might be adversely affected by the Society being
permitted to remain open.
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(i) that the solvency position of the Society at that
time was questionable, (ii) that the Society might
have been in breach of the regulatory required
minimum solvency margin for some of this period,
and/or (iii) that the Society had (or might have)
failed to comply with other regulatory
requirements in the past would have added to the
difficulties faced by the Society and might have
encouraged a run on its with-profits fund.
149

150

151

On the other hand, I have found it difficult to
reconcile the actions of the FSA in this respect with
their view that the regulatory regime which existed
at this time did not entail a ‘zero-failure’ position.
The primary concern of the prudential regulators in
such a regime was not the survival of an insurance
company, but the protection, partly through the
provision of certain information, of the interests of
existing and potential policyholders.
Nor have I been able to reconcile those actions
with one of the fundamental premises of the
applicable regulatory regime, namely ‘freedom with
publicity’. That an insurance company might be in
serious financial difficulty and might fail was a
central feature of the applicable regime.
Information that a particular company was in such
difficulty could hardly have been seen as
inappropriate in that context. Indeed, under the
regulatory regime, it might have been expected
that such information would be available.
Citizens are entitled to expect that the information
provided to them by public bodies does not
mislead them as to the true position. That is
particularly so, it seems to me, when the central
role of such public bodies is to protect the
interests of those citizens at least in part through
ensuring the disclosure of accurate and complete
information about the entities they regulate.

152

The relevant regulatory regime was said and
recognised at the time to be predicated in part on
the concept of ‘freedom with publicity’. The
provision of accurate information to policyholders
and potential policyholders (and their advisers)
about the financial position of life insurance
companies was one of the cornerstones of the
United Kingdom’s approach to prudential regulation.

153

The system was designed to enable consumers (and
their advisers) to make their own choices using
information that was produced in a prescribed
manner and which was sufficient to enable such
choices to be made (and such advice to be given)
on a sound basis.

154

Yet, when things got difficult for the Society, the
FSA failed to bear this approach out and instead
provided unqualified assurances that all was well.
Such information also contrasted with the clearer
information that the Society gave during this
period about the fundamental uncertainties and
financial difficulties it faced – in, for example, the
material it published as background to the
Compromise Scheme or within its 2001 returns.

155

I consider that no prudential regulator, acting
reasonably, would have given the assurances that
the FSA gave during the post-closure period. The
information before them should have led the FSA
to realise that the assurances that they were
routinely providing were unsustainable on the facts
and were misleading.

156

That does not mean that the FSA should have
opened up the regulatory discussions they were
having about the serious nature of the Society’s
financial difficulties to public scrutiny. Nor does it
mean that nothing useful could have been said by
the FSA to citizens who enquired about the
financial position of the Society.
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157

It is one thing to set out impartially a range of
options available to a policyholder or to signpost
them to sources of independent or specialist
advice. However, it is quite another thing to
provide assurances which no prudential regulator,
acting reasonably, could have given – especially in
circumstances where it was plain that those
contacting the FSA were deeply concerned about
their own financial future and about the uncertain
position of the Society.

158

I consider that the information provided by the
FSA in this period was inaccurate and misleading
and, as such, departed significantly from the
standard of information that it is reasonable to
expect a prudential regulator to have provided. It
was also in sharp contrast to the standard of
information that the FSA, acting as conduct of
business regulator, expected insurance companies
themselves to provide to consumers.

159

The provision of inaccurate and misleading
information by the FSA constituted a departure
from the applicable standard that was both
unreasonable in the circumstances and which fell
far short of acceptable standards of good
administration.

160

I consider that the misleading information, about
the Society’s solvency position and its record of
compliance with other regulatory requirements,
that was produced by the FSA, acting on behalf of
the prudential regulators, during the period after
the Society closed to new business, constitutes
maladministration. I therefore make such a
finding of maladministration against the FSA.
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Conclusion
161

I have made ten findings of maladministration –
one against the DTI, four against GAD, and five
against the FSA. I now turn to determine whether
any injustice resulted from that maladministration
and, if such injustice did result, to consider what an
appropriate remedy might be for that injustice. I do
this in Chapters 12 and 13 of this report.

Chapter 12 – Determinations: Injustice?

Introduction
1

2

aroused by unfair or incompetent
administration, even where the complainant
has suffered no actual loss.

In this Chapter, I summarise the findings of
maladministration that I have set out within
Chapter 11 of this report. I also set out my
determinations as to whether that
maladministration resulted in injustice to those
who have complained to me.

We intend that the outraged citizen who
persuades his Member to raise a problem shall
have the right to an investigation, even where
he has suffered no loss or damage in the legal
sense of those terms, but is simply a good
citizen who has nothing to lose and wishes to
clear up a sense of outrage and indignation at
what he believes to be maladministration…

Before doing so, I outline the nature of the concept
of ‘injustice’ as it applies to the work of my Office.

The nature of injustice
3

4

5

The concepts of maladministration and injustice
were not defined in the Parliamentary
Commissioner Act 1967 and Parliament has left it to
me, as it did with my predecessors, to develop
those concepts – which I and my predecessors
have done over the last 40 years.
However, it is clear that Parliament did not intend,
when using the term ‘injustice’, to limit the concept
to narrow legal definitions. Nor did Parliament
intend simply to replicate the remedies that were
available to citizens through proceedings in the
courts.
The Minister who piloted what became the
1967 Act through Parliament, when explaining what
was intended by the use of this term, said 1 :
We have not tried to define injustice by using
such terms as “loss or damage”. These may
have legal overtones which could be held to
exclude one thing which I am particularly
anxious shall remain – the sense of outrage

1
2

We have left both words – maladministration
and injustice – undefined in the Bill. We believe
that the meaning of the words will be filled
out by the practical processes of case work…
6

The courts have recognised that to be the correct
approach in considering the concept of injustice as
it applies to the work of my Office and to that of
other Ombudsmen in the public sector:
(i) in the first ‘Balchin’ case2, the court held that
‘the question whether any given set of facts
amounts to maladministration – or by parity
of reasoning, to injustice – is for the
[Ombudsman] alone’;
(ii) in the same case, the court held, in relation to
the differences between court proceedings and
Ombudsman investigations with regard to
injustice, that ‘the defence familiar in legal
proceedings, that because the outcome would
have been the same in any event there has
been no redressible wrong, does not run in an
investigation by the [Ombudsman]’;

The Rt Hon. Richard Crossman, Hansard: 18 October 1966 (col. 51).
R v Parliamentary Commissioner for Administration, ex parte Balchin [1997] CCD 146.
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(v) inconvenience or distress;

(iii) in the second Balchin case3, the court held that
‘the meaning of injustice is… equally capable
of being limited to [financial loss] or importing
considerations which are wider than financial
loss’; and
(iv) in R v Commissioner for Local Administration
ex parte S4, the court held that ‘it must be
established that there has been some
prejudice to the complainant before a finding
of injustice can properly be made. That
prejudice may be no more than the loss of an
opportunity… and certainly it is not required
that any particular damage be established.
Indeed, it is quite plain that the word
“injustice” was used with a view to indicating
something wider than is covered by the
concept of damage, and also perhaps to avoid
the need to delve into questions of causation
which might otherwise arise in certain cases’.

(vi) a sense of outrage;
(vii) the frustration of legitimate expectations; and
(viii)the expenditure of unnecessary effort or
money in the pursuit of an appropriate
outcome.

Summary of the maladministration I have found
I have made ten findings of maladministration in
respect of the acts and omissions of GAD and/or
the prudential regulators:

8



my first finding is that the failure by the DTI, as
prudential regulators, (i) to insist, when
approving the appointment in June 1991 of a
new Chief Executive, that he should demit
office as the Society’s Appointed Actuary, and
(ii) during the period from 1 July 1991 to 31 July
1997, when one person held the position of the
Society’s Chief Executive simultaneously with
the position of its Appointed Actuary, to
consider the use of their powers to seek to
remove that person from such a ‘dual role’
constituted maladministration;



my second finding is that the failure by GAD,
as part of the scrutiny process, to question
and seek to resolve questions within the
Society’s regulatory returns for each year from
1990 to 1993, related to (i) the valuation rate of
interest used to discount the Society’s
liabilities and (ii) to the affordability and
sustainability of the Society’s bonus
declarations, constituted maladministration;

In the more than 40 years since my Office was
established, Ombudsmen have found that the
concept of injustice is capable of covering:

7

(i) financial loss caused by official acts or
omissions;
(ii) damage deriving from other causes but which
has been exacerbated or prolonged by official
acts or omissions;
(iii) the loss of opportunities to take remedial
action or to pursue a course of action
that might benefit a citizen or protect his or
her position;
(iv) the frustration of such courses of action
embarked upon by a citizen which prevent
those courses of action from achieving the
desired or another reasonable outcome;
3
4

Ex parte Balchin (No. 2) (1999) 2 LGLR 87.
(1998) 1 LGLR 633.
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my third finding is that the failure by GAD,
when the introduction of the Society’s
differential terminal bonus policy, intimated
within the Society’s 1993 returns, was identified
by GAD as part of their scrutiny of those
returns, (i) to inform the prudential regulators
about the policy, (ii) to raise the matter with
the Society, or (iii) to seek to identify what the
rationale was for the introduction of the policy
and how it was being communicated to
policyholders constituted maladministration;
my fourth finding is that the failure by GAD, as
part of the scrutiny process, to question and
seek to resolve questions within the Society’s
regulatory returns for each year from 1994 to
1996 – related to (i) the valuation rate of
interest, (ii) the affordability and sustainability
of bonus declarations, (iii) apparently arbitrary
changes to the assumed retirement ages, and
(iv) the holding of no explicit reserves for the
liabilities associated with prospective liabilities
for capital gains tax, for pensions mis-selling
costs, and for guaranteed annuity rates –
constituted maladministration;
my fifth finding is that the failure by GAD (i) to
ask for the information GAD needed in respect
of the Society’s 1995 returns to enable them, as
part of the scrutiny process, to be sure that the
Society had produced a valuation that was at
least as strong as the minimum required by the
applicable Regulations, and (ii) to pursue the
information before them that the omitted
information had led to the users of the returns
misconstruing the financial strength of the
Society constituted maladministration;



my sixth finding is that the failure by the FSA,
acting on behalf of the prudential regulators,
(i) to ensure that the financial reinsurance
arrangement was not taken into account within
the Society’s 1998 returns without an
appropriate concession being given, and (ii) to
ensure that the credit taken by the Society
within its returns for 1998, 1999 and 2000
properly reflected the economic substance of
that arrangement constituted maladministration;



my seventh finding is that the failure of the
FSA, acting on behalf of the prudential
regulators, to pursue the issue of the proper
disclosure, within the Society’s regulatory
returns for 1998 and 1999, of the potential
impact on the Society of it losing the Hyman
litigation constituted maladministration;



my eighth finding is that the failure by the
FSA, acting on behalf of the prudential
regulators, to record their decision to permit
the Society to remain open to new business,
following its loss of the Hyman litigation
constituted maladministration;



my ninth finding is that the unsound basis on
which the decision was taken by the FSA, acting
on behalf of the prudential regulators, to
permit the Society to remain open to new
business, following its loss of the Hyman
litigation constituted maladministration; and



my tenth finding is that the misleading
information – about the Society’s solvency
position and its record of compliance with
other regulatory requirements – that was
produced by the FSA, acting on behalf of the
prudential regulators, during the period after
the Society closed to new business
constituted maladministration.
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9

When determining in general terms whether or not
any maladministration has resulted in injustice to
those who have complained to me, I first identify
what were the consequences of that
maladministration and then I assess whether those
consequences constitute an injustice for which no,
or no sufficient, remedy has been provided. This I
now turn to do.

The consequences of the
maladministration I have determined
occurred
10

returns and through the meetings that those
regulators and GAD, at which the Society was only
represented by that person.
13

Another consequence was that the Society was not
prompted and/or invited by the prudential
regulators to address the unsatisfactory nature of
the ‘dual role’, which was unacceptable in terms of
the prudent management of the Society and for
regulatory reasons.

14

A further – and important – consequence of this
failure was that the system of prudential regulation,
designed on the basis that the Appointed Actuary
(with operational independence from the executive
management of a life insurance company) would
play a central role, instead operated in a
dysfunctional manner during this period in respect
of the Society.

15

The maladministration which I have found resulted
in the effective operation of the system of
prudential regulation in respect of the Society, and
the governance of the Society, being compromised.
There was effectively no ‘whistle-blower’ within
the Society during this period to the detriment of
the proper governance of the Society and of the
prudential regulation of the Society.

What were the consequences of the ten findings of
maladministration that I have determined
occurred? I will set out what I consider to be both
the specific consequences of each finding and also
the general consequences of those findings when
they are taken together.

The specific consequences of each finding
The consequences of the first finding of
maladministration
11

12
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My first finding relates to the failure by the DTI, as
prudential regulators, (i) to insist, when approving
the appointment in June 1991 of a new Chief
Executive, that he should demit office as the
Society’s Appointed Actuary, and (ii) during the
period from 1 July 1991 to 31 July 1997, when one
person held the position of the Society’s Chief
Executive simultaneously with the position of its
Appointed Actuary, to consider the use of their
powers to seek to remove that person from such a
‘dual role’.
One consequence of that failure was that the
prudential regulators and GAD became overly
reliant on the information provided by one person
within the Society – through his completion of the
Equitable Life: a decade of regulatory failure

The consequences of the second finding of
maladministration
16

My second finding relates to the failure by GAD, as
part of the scrutiny process, to question and seek
to resolve questions within the Society’s regulatory
returns for each year from 1990 to 1993, related to
(i) the valuation rate of interest used to discount
the Society’s liabilities and (ii) to the affordability
and sustainability of the Society’s bonus
declarations.

17

One consequence of this failure was that the
prudential regulators and GAD could not be
satisfied that the Society was acting prudently and
with proper regard to the interests and reasonable
expectations of its policyholders. Another
consequence of this failure is that the Society was
never asked to justify whether it could afford its
bonus declarations or how it proposed to sustain
the level of bonus that it declared.

18

A further consequence was that the impression
was given to existing and potential policyholders
that the Society was financially sound and able to
pay generous bonuses, when the prudential
regulators and GAD could not have been satisfied
on either point.

19

That maladministration led to lost opportunities to
seek further understanding as to whether the
Society’s business model was inherently prudent or
whether that model exposed the Society’s
members to unnecessary risks.

was not asked by the prudential regulators and/or
GAD to justify its approach in the light of the
reasonable expectations of its existing
policyholders and/or of the contents of its
advertising, which did not draw to the attention of
potential policyholders (or existing policyholders,
especially those considering making further
contributions to policies which did not contain
guaranteed annuity rates) that such a policy
existed.
22

Had the prudential regulators raised the matter
with the Society, in a context in which the Society
was receiving complaints which challenged its
application of the differential terminal bonus
policy, it seems likely that the Society would have
taken legal advice.

23

Had the Society done so at that time, I see no
reason to conclude that the legal advice it would
have received would be different from that which
the Society received later in 1998. That in itself
would not have changed events, although I
recognise that it is possible that, having received
such advice and having to deal with complaints
about the differential terminal bonus policy at that
time, the Society would have decided to test that
policy in the Courts much sooner.

24

That, in my view, would have been all the more
likely had the prudential regulators also insisted on
full disclosure of the existence of the differential
terminal bonus policy within the Society’s
literature, which might have led to more people
realising that such a policy was being applied.

25

Whatever may be the case as to that, the taking by
the Society of legal advice at a much earlier stage
might have had significant consequences. It might
have brought a large number of people who were
not eligible for compensation for mis-selling within
the scope of such compensation.

The consequences of the third finding of
maladministration
20

21

My third finding relates to the failure by GAD,
when the introduction of the Society’s differential
terminal bonus policy, intimated within the
Society’s 1993 returns, was identified by GAD as
part of their scrutiny of those returns, (i) to inform
the prudential regulators about the policy, (ii) to
raise the matter with the Society, or (iii) to seek to
identify what the rationale was for the introduction
of the policy and how it was being communicated
to policyholders.
One consequence of this failure was that the
prudential regulators, to whom GAD had not
disclosed the introduction of the new policy, were
disabled from discharging their duties. Another
consequence of that failure was that the Society
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26

27

28

29

That maladministration resulted in the loss of a
number of critical opportunities. Such lost
opportunities included opportunities to test the
appropriateness of the differential terminal bonus
policy, to ensure that the illustrations and
advertisements provided to existing and potential
policyholders explained the Society’s policy and
practice, and to take decisions about the future
direction of the Society in full knowledge of the
reserving requirements to which it was subject and
to which the prudential regulators and GAD would
eventually draw attention.
The Society was not constrained to make provision
gradually over time for the costs arising each year
from those requirements as those costs
accumulated.
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31

One consequence of this failure was that an early
opportunity was lost to address the issue of the
Society’s practice as to reserving for guaranteed
annuity rates. Another consequence was that the
Society’s liabilities were considerably understated.

32

That maladministration reinforced that which I have
found in relation to the introduction of the
differential terminal bonus policy, in that the
problems which caused the Society eventually to
close to new business were further obscured and
opportunities were lost to address those issues
earlier than eventually happened.

The consequences of the fifth finding of
maladministration
33

My fifth finding relates to the failure by GAD (i) to
ask for the information GAD needed in respect of
the Society’s 1995 returns to enable them, as part
of the scrutiny process, to be sure that the Society
had produced a valuation that was at least as strong
as the minimum required by the applicable
Regulations, and (ii) to pursue the information
before them that the omitted information had led
to the users of the returns misconstruing the
financial strength of the Society.

34

One consequence of this failure was that those
reading the Society’s returns during this period
were capable of being misled as to the strength of
the Society’s true financial position.

Maladministration also resulted in the problems
which caused the Society eventually to close to
new business being obscured until July 1998 and to
the loss of opportunities for the Society and for
the prudential regulators and/or GAD to begin to
address these issues much earlier than they all
eventually did.

The consequences of the fourth finding of
maladministration
30

returns for each year from 1994 to 1996, related to
(i) the valuation rate of interest, (ii) the affordability
and sustainability of bonus declarations, (iii)
apparently arbitrary changes to the assumed
retirement ages, and (iv) the holding of no explicit
reserves for the liabilities associated with
prospective liabilities for capital gains tax, for
pensions mis-selling costs, and for guaranteed
annuity rates.

A further consequence of the failures I have
identified in this respect was that the Society took
its decisions, such as not to ring-fence new entrants
into a different fund, rejecting certain approaches
that it received from those interested in acquiring
the Society’s business and/or as to the validity of its
general practices, in a context in which the Society
could reasonably believe that it had secured
regulatory approval – albeit tacit approval – for its
new bonus policy and associated practices.

My fourth finding relates to the failure by GAD, as
part of the scrutiny process, to question and seek
to resolve questions within the Society’s regulatory
Equitable Life: a decade of regulatory failure

35

Another consequence was that those who used the
information and conclusions drawn from the
returns by rating agencies and other third parties –
including financial advisers, industry publications,
and those briefing Ministers – were led to rely on
information that did not contain a complete and
accurate assessment of the Society’s true position.
They were thus actively misled.

36

A further consequence was that GAD were unable,
with respect to the Society’s 1995 returns, to verify
the financial position of the Society, as they were
not able on that occasion reasonably to be
satisfied that the Society’s chosen valuation
method had produced a result at least as strong as
the minimum prescribed in the Regulations as they
lacked the information needed to be so satisfied.

37

That maladministration resulted in the reader of
the returns not having the information that was
before GAD and which, arguably, should have been
available to all readers of the Society’s published
returns. No action was taken when it was clear that
those readers were misconstruing the information
that was provided. Maladministration also resulted
in those who expressed concerns about the
Society’s solvency being reassured on grounds
which were not sustainable.

39

One consequence of the acts and omissions of the
FSA in this regard was that the Society was
permitted to declare a bonus in March 1999. Had
the Society not done so, a public warning would
have been given to those considering investing in
the Society for the first time or to those
considering making further contributions to
existing policies that the Society was in significant
financial difficulty.

40

Another consequence of those acts and omissions
was that the solvency position of the Society, as
published in April 1999 within its 1998 returns, was
misrepresented. Those reading the Society’s
published 1998 returns would have been misled as
to the strength of the Society’s financial position.
That reinforced the misleading message as to the
strength of the financial position of the Society
which had been given by the declaration of a bonus
a month earlier.

41

A further consequence of the acts and omissions
of the FSA was that the ongoing weakness of the
Society’s financial position was hidden from public
view in the Society’s published returns for 1999 and
2000. Those considering their options – whether to
invest, to make further contributions to existing
policies, to convert a policy into an annuity, or
simply to stay – were given a misleading picture of
the true position faced by the Society and of its
solvency position.

42

The maladministration which I have found
resulted in the true financial position of the
Society being concealed and misrepresented
through the publication of returns which
contained a misleading picture of the Society’s
solvency position.

The consequences of the sixth finding of
maladministration
38

My sixth finding relates to the failure by the FSA,
acting on behalf of the prudential regulators, (i) to
ensure that the financial reinsurance arrangement
was not taken into account within the Society’s
1998 returns without an appropriate concession
being given, and (ii) to ensure that the credit taken
by the Society within its returns for 1998, 1999 and
2000 properly reflected the economic substance of
that arrangement.
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43

That maladministration also resulted in existing and
potential policyholders making highly important
decisions – some of which were irreversible –
about their financial affairs without the benefit of
information which the system of prudential
regulation was designed to provide to them, in
order to enable them to make informed choices.

47

The consequences of the seventh finding of
maladministration
44

45

46
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My seventh finding relates to the failure of the FSA,
acting on behalf of the prudential regulators, to
pursue the issue of the proper disclosure, within
the Society’s regulatory returns for 1998 and 1999,
of the potential impact on the Society of it losing
the Hyman litigation.
One consequence of the acts and omissions of the
FSA in this regard was that they could not be certain
that the Society’s policyholders and those potential
policyholders considering investing or continuing to
invest in the Society were being given complete and
accurate information about what were the extent
and nature of the possible effects should the House
of Lords deliver a judgment that was adverse to the
Society. Existing and potential policyholders were
thus denied information about their potential
exposure to significant risk, which was an integral
part of informed decision-making as to their
financial options.
Another consequence of those acts and omissions
was that both the Society and the FSA lost an
opportunity to consider, either separately or together,
whether the scenario planning and other work either
had undertaken as preparation for managing the
possible outcomes of the Hyman litigation was
sufficient to address the full range of factors which
had exposed the Society to the range of problems
which it faced during this period.
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The maladministration which I have found meant
that the prudential regulators could not be certain
that the reality that an adverse House of Lords’
judgment would crystallise for the Society was not
being distorted. Any such distorted reality might
inform the published returns and the other
publications that the Society produced during this
period. The prudential regulators could not be sure
that existing and potential policyholders had the
full information necessary to take informed decisions.

The consequences of the eighth finding of
maladministration
48

My eighth finding relates to the failure by the FSA,
acting on behalf of the prudential regulators, to
record their decision to permit the Society to
remain open to new business, following its loss of
the Hyman litigation.

49

The consequence of that failure is that no proper
and contemporaneous record exists as to the basis
for that decision. The maladministration which I
have found resulted in an absence of documentary
evidence to support the basis for an important
decision taken by the FSA.

The consequences of the ninth finding of
maladministration
50

My ninth finding relates to the unsound basis on
which the decision was taken by the FSA to permit
the Society to remain open to new business.

51

One consequence of the failure of the FSA to give
proper consideration to the range of their powers
to protect the interests of both existing and
potential policyholders is that those policyholders
lost any opportunity to receive the benefit of the
sound and robust exercise of the discretionary
powers that Parliament had conferred on the
prudential regulators in order to protect the
interests of such policyholders.

52

53

Another consequence of this failure was that those
who invested for the first time during this period –
which could not have occurred had certain
intervention action such as the withdrawal or
suspension of the Society’s authorisation to write
new business been taken – or who bought
annuities, or who made further contributions to
existing policies where there was no contractual
requirement to do so, made those decisions in an
environment in which accurate and complete
information about the financial position of the
Society was not available to them.
No warning had been given by the prudential
regulators, as would have been provided by the
exercise of intervention powers such as the
withdrawal of authorisation, of the seriousness of
the financial position that the Society was in.

54

A further consequence of this failure was that
compensation for mis-selling, if any were provided,
became an additional liability falling to be met by
those existing policyholders.

55

That maladministration resulted in those ‘late
joiners’ and certain other existing policyholders
making decisions about their financial affairs
without the accurate and complete information
necessary to make those decisions on an
informed basis.

57

The principal consequences of this deficient
information were that reassurance was given to
those who contacted the FSA to enquire about the
financial position of the Society when that
reassurance was not soundly based. Those who had
regard to the information provided by the FSA
made decisions about their financial affairs having
regard to incomplete and inaccurate information
provided by the FSA.

58

That maladministration resulted in misleading
information about the position of the Society
being provided to existing policyholders. Those
policyholders were entitled, having regard to its
source, to rely on that information as being
accurate and not misleading.

The general consequences of the findings taken
together
59 I have set out above the consequences which
I consider flow from each specific finding of
maladministration which I have found to have
occurred. In my view, three general consequences
flow from the maladministration I have found:


the first was that the Society’s published
returns were unreliable;



the second was that there were lost
opportunities to address critical issues earlier;
and



the third was that regulatory decisions were
taken on a basis which had insufficient regard
to the range of powers that the prudential
regulators possessed.

The consequences of the tenth finding of
maladministration
56

My tenth finding relates to the misleading
information – about the Society’s solvency position
and its record of compliance with other regulatory
requirements – that was produced by the FSA,
acting on behalf of the prudential regulators,
during the period after the Society closed to new
business.
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could not have been satisfied revealed the Society’s
true liabilities or an accurate financial position.

The published returns were unreliable
60

61

62

The first general consequence of the
maladministration I have found is that the Society’s
published returns for each year from 1990 to 2000
were in important respects an unreliable source of
information about the financial position of the
Society – about its exposure to guarantees, about the
effects of its bonus policies, and about the solvency
position which resulted from the determination of its
liabilities and the valuation of its assets in a manner
required by the applicable law.
By saying that the regulatory returns were
unreliable, I do not in every case suggest that the
Society’s returns would have been found to be
deficient had appropriate questioning by the
prudential regulators and/or GAD taken place.
However, the prudential regulators, acting with
advice and assistance from GAD, had not verified
that those returns were complete, accurate and in
compliance with the requirements of the law.
Those regulators could thus not have been satisfied
that the Society’s returns showed its true financial
position and were thus reliable.
Those published returns materially understated the
Society’s liabilities in several respects. That would
have misled those seeking to assess the financial
strength of the Society by considering those
returns. Information in the returns was misleading
and would have led those reading them to assume
that the Society’s financial position was stronger
than the position reported in the returns, when
that was not the case.

64

The extent of the failure to verify the Society’s
financial position as shown in its returns began to
become critical in the mid-1990s. Anyone reading
the Society’s published returns for 1993 would not
have been able from reading those returns to
understand the implications of the fact that the
Society had changed its bonus policy. Those
reading later published returns did so without the
benefit of adequate disclosure of the relevant
issues which it was the responsibility of the
prudential regulators and/or GAD to secure.

65

The failure by the Society and the prudential
regulators and/or GAD to address relevant issues at
this time was to have serious ramifications for the
solvency position of the Society and for the
reasonable expectations of its existing and
potential policyholders.

66

From the second half of 1996 onwards, the
Society’s published returns should also have – but
did not – disclose that the Society was in a very
weak financial position. Had the Society been
required at that time by the prudential regulators
and/or GAD adequately to reserve for its
guarantees, which were ‘biting’ by the time that the
1995 returns were submitted, the financial position
of the Society would have looked very different to
those considering investing in it.

Lost opportunities to address critical issues earlier
67

63
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Anyone investing in the Society – whether as a new
investor or as someone making a further investment
in it – from the second half of 1991 onwards was at
risk of being misled, if they had regard to the
regulatory returns, about the financial condition of
the Society. The prudential regulators permitted
returns to be published which those regulators
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The second general consequence of the
maladministration which I have found is that the
Society and the prudential regulators, acting with
the advice and assistance of GAD, lost
opportunities to address critical issues much
earlier than they eventually addressed those
issues.

68

69

70

In relation to the widely accepted causes of the
Society’s closure to new business – a low free asset
ratio, a policy of full distribution, a failure to
reserve for generous and flexible guarantees, and
the differential terminal bonus policy – these were
all matters which the prudential regulators and/or
GAD could have addressed through the scrutiny
process in earlier years than 1998.
The Society disclosed information about those
matters, although on occasion such disclosure was
incomplete. Had the prudential regulators raised
concerns with the Society at an earlier date, the
resulting problems might have crystallised earlier
and before they became so acute – thus mitigating
or forestalling the impact of those problems on
those who invested in the Society afterwards.
Some of those factors might have been
ameliorated by earlier action but such action was
not taken due to maladministration by the
prudential regulators and/or GAD. Instead, they
developed over time to become intractable.
The postponed consideration of those factors
and of the options open to the Society enabled
the Society to continue to grow and to attract
new business.

of Lords’ judgment – those decisions were taken
on a basis which had insufficient regard to the
range of powers that the prudential regulators
possessed and which they had an obligation to
consider when coming to those decisions.
72

A failure to give sufficient regard to the powers
available to them led to the prudential regulators
permitting a situation where, at the heart of the
governance of the Society, a cornerstone of the
system of prudential regulation was not in place – a
situation which continued to exist for more than
six years.

73

The failure to take action in respect of the ‘dual
role’ meant that the normal system of checks and
balances that existed within insurance companies
to mitigate the risk of imprudent business
strategies was absent for the whole of the period
during which were sown many of the seeds of the
financial problems that the Society finally had to
face.

74

When the prudential regulators and GAD did
initiate appropriate action in 1998, that was negated
by maladministration by the FSA in relation to the
financial reinsurance arrangement entered into by
the Society, with its consequent effects on the
decisions by the FSA to permit the declaration of a
bonus in March 1999 and in respect of the
published solvency position of the Society
contained within the returns that were published
by 1 May 1999.

75

The weak financial position of the Society, once
action was taken by the FSA and GAD to ensure
that Equitable made provision for all of their
liabilities, was masked by the inclusion by the
Society, without a reporting concession, within the
reported position for 1998 of an offset for a
financial reinsurance arrangement whose principal
terms had not been agreed by the valuation date.

Decisions taken with insufficient regard to the powers
available to the prudential regulators
71

The third general consequence of the
maladministration which I have found is that, when
critical decisions were taken about the Society –
about whether to permit one person to hold the
posts of Appointed Actuary and of Chief
Executive, about the declaration of a bonus in
March 1999, about the solvency position published
within the Society’s returns for 1998, 1999 and 2000
(in the light of a financial reinsurance arrangement),
and about whether to permit the Society to remain
open to new business in the period after the House
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76

77

78

Any prudential regulator, acting reasonably, would
have recognised that, if the economic substance of
the financial reinsurance arrangement were
assessed, no credit at all could legitimately have
been taken for that arrangement within the
Society’s returns in any case. Even if that were not
so, the credit taken had no rational basis and was
inconsistent with the arrangement into which the
Society had entered. Such a regulator would also
have insisted that the Society’s returns were
appropriately corrected and resubmitted.
The Society was permitted by the FSA to declare a
bonus and to continue writing new business well
beyond a time when, had no maladministration
taken place, the weakness of the Society’s financial
position and deep-seated problems would have
been made public.
The failure by the FSA adequately to consider what
could be done to protect those policyholders who
joined the Society in the period after the House of
Lords’ judgment meant that those people who
invested in the Society in that period lost the
opportunity to be afforded the protection that the
regulatory regime envisaged and may have led to
them incurring financial loss due to the
fundamental imbalance inbuilt into the Society’s
with-profits fund about which the prudential
regulators and GAD should have known.

79

The reassurances that were given by the FSA to
policyholders about the financial condition of the
Society during the period following closure to new
business gave them comfort which the FSA, acting
reasonably, could not have provided.

80

All of the above were consequences which
impacted on the policyholders and annuitants of
the Society. However, those consequences also
impacted on the Society itself and on third parties
such as the other users of the returns.
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81

Those consequences are relevant to my
determination of whether injustice resulted from
the maladministration that I have found. I now turn
to consider that question.

Did injustice result from
maladministration?
82

Do the consequences which I have determined
flowed from the maladministration I have found
constitute injustice to those who have complained
to me?

83

I will deal in turn with each of the specific
consequences of the maladministration which I
have identified but, when doing so, I will consider
together the specific consequences of the findings
which relate to the content of the Society’s returns
in the period prior to 20 June 1998. I will address
my other findings separately.

84

I take that approach because I consider that
specific elements of the content of the returns
cannot be addressed in isolation from each other.
The users of those returns would be looking at the
financial condition of the Society (or any other
insurance company) as published within the returns
as a whole.

85

Such a user would be entitled to assume that the
published returns were accurate, complete, in
compliance with the regulatory requirements, and
not misleading. This assumption would be based
on a belief – encouraged by the nature of the
concept of ‘freedom with publicity’ – that the
returns as a whole were not misleading and set
out the true position.

Do the specific consequences constitute injustice to
those who have complained to me?
The ‘dual role’
86

87

88

nature of the maladministration I have found in
respect of the contents of those returns.
91

In Chapter 9 of this report, I have concluded that
the purpose of this mechanism was thus twofold:
to enable the prudential regulators to monitor the
financial position of insurance companies and to
provide those considering investing in such a
company with accurate and complete information
about each company, on which those investors
could base their investment decisions.

92

I have found that the returns published by the
Society in every year from 1990 to 1996 were
unreliable as a source of information for existing
and potential policyholders and their advisers. The
prudential regulators and GAD did not verify the
position in respect of the reserves held for the
guarantees contained in many of the Society’s
policies, in respect of the valuation rates of interest
applied by the Society when calculating its
liabilities, and in respect of the true amount of free
assets that the Society possessed.

93

All of those matters were central to any
assessment of the financial condition of the
Society. I have also found that the actions of GAD
in relation to those matters constituted
maladministration.

94

I consider that those deficiencies and omissions
undermined the ability of the users of the returns
to be able to rely on the information contained
within those returns as being complete, accurate,
and compliant with what the law required. Given
that one of the fundamental purposes of those
returns was the ability to rely on this information, I
consider that injustice was capable of resulting
from such maladministration.

95

In determining whether a particular individual has
sustained injustice in this context, I would normally
expect to see three things:

Do the specific consequences that I have identified
as being the result of my finding of
maladministration in relation to the ‘dual role’ – the
simultaneous holding by one person of the two
posts of Appointed Actuary and Chief Executive of
the Society – constitute injustice to those who
have complained to me?
I consider that I am unable to determine this
question. Such a judgement necessarily involves
making findings about the actions of bodies or
individuals who are not in my jurisdiction. In order
to identify whether anything of substance changed
once the dual role was ended, I would have to
embark on an assessment of the relative merits of
the persons who held the relevant posts at the
Society. But I have no power to do so. I would also
need to examine the commercial affairs of the
Society. That I also cannot do.
In that context, I make no determination of this
question.

The Society’s regulatory returns for 1990 to 1996
89

90

Do the specific consequences that I have identified
as being the result of my findings of
maladministration concerning the scrutiny of the
returns for 1990 to 1993, the scrutiny of the returns
for 1994 to 1996, and the acts and omissions of
GAD in relation to the Society’s presentation of
two valuations within its returns – which all relate
to the unreliability of the information published
within those returns for 1990 to 1996 – constitute
injustice to those who have complained to me?
I consider that my determination of this question
must turn on the purpose of the returns and the
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96

97



first, that the individual had relied on the
information in question;



secondly, that such reliance had been
reasonable in the circumstances; and



finally, that loss (either of a financial kind or the
loss of an opportunity) had resulted.

By reliance, I do not mean that it should be
expected that an individual policyholder or
annuitant should now, perhaps twenty years after
the relevant events, be expected to produce copies
of the information or advice on which they relied.
Nor do I consider that the principal means through
which policyholders would have been influenced
by the information contained within the Society’s
regulatory returns was through them reading the
returns at Companies House.
In the context that I have outlined in this report, I
consider that the reliance that an individual (or his
or her advisers) placed on the information
contained with the Society’s returns when
considering their financial options could have been
as a result of the comparative analyses of life
insurance companies, company profiles, ratings
produced by agencies, or advice derived by
actuarial consultants and others from their reading
those returns.

98

Any such reliance, given the purpose of the
regulatory returns and the nature of the system of
prudential regulation was, in my view, reasonable.

99

The only questions, therefore, are whether an
individual relied on the information and did so to
their detriment. That can only be determined at an
individual level.

100
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I find that injustice was sustained by any
policyholder who relied on the information
contained in the Society’s returns for 1990 to
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1996 and who suffered either a financial loss or a
lost opportunity to take an informed decision as
a result of such reliance. Where a policyholder
neither relied on this information nor suffered a
loss of either type, I find that no injustice
resulted from this maladministration.
The intimation of the Society’s differential terminal
bonus policy
101

Do the specific consequences that I have
identified as being the result of my finding of
maladministration related to the failure by GAD
when they noted its introduction to inform the
prudential regulators about the Society’s
differential terminal bonus policy, or to raise the
matter with the Society, or to seek to identify
what the rationale was for the introduction of the
policy and how it was being communicated to
policyholders constitute injustice to those who
have complained to me?

102

The biggest impact of the failure to act when the
differential terminal bonus policy was introduced
derived from the lost opportunity to look back
and to establish what problem that policy was
designed to address.

103

I have no doubt that an opportunity was lost to
engage the Society in discussion about the
rationale for the introduction of this new policy,
about whether that policy met the reasonable
expectations of the Society’s policyholders, and
about whether those policyholders were being
properly informed about that new policy.

104

But what effect did this have? I consider that my
determination of this question must focus on
what would have happened had the
maladministration not occurred. Absent that
maladministration, would things have been
the same?

105

106

107

108

Had no maladministration occurred, I consider
that it is, on the balance of probabilities, likely
that the Society’s growing exposure to guaranteed
annuity rates would have been understood much
earlier, as would the Society’s related reserving
practices.
The requirements of the prudential regulators
were not made clear to the Society at an early
and appropriate stage. Instead, the Society was
faced in the period after July 1998 with a position
in which those regulators were insisting that it
established in one go reserves of approximately
£1.5 billion in respect of the liabilities arising from
those guarantees.
Had the prudential regulators and/or GAD
insisted, at the time that the differential terminal
bonus policy was introduced, on full reserving for
the liabilities arising from those guarantees, the
financial effect on the Society of such a
requirement was not likely to have been as
onerous as it had become by 1998.
During the period from 1994 to 1996, reserving for
those guarantees would not have been difficult
for the Society to accommodate over that period,
as those guarantees were not always deeply ‘in the
money’.

109

During that period, the amount of the liabilities
associated with those guarantees was still likely to
have been manageable within the resources of the
Society as, at that time, it still had open to it the
possibility of using (or using to a greater extent)
various methods to mitigate the impact of any
reserving requirement.

110

The Society could have considered changing its
investment strategy as part of its planning process
or could have sought to secure the reinsurance of
the relevant risks, or could have used a future
profits implicit item for a higher amount. Those

alternatives were not available to the Society in
later years when this issue finally crystallised, as
many of them had by then already been used to
address other issues.
111

Had no maladministration occurred, the Society
would have been required to establish the
required reserves over time and would have then
had time to plan for the onset of the
considerable liabilities with which they would be
faced as the business which contained those
guarantees matured.

112

The other options open to the Society could then
have been explored sufficiently early for them
still to have been available and viable. Decisions
taken by the Society – such as in relation to
overtures from other companies interested in the
de-mutualisation of the Society – would have
been taken in a much changed environment.

113

This had an effect on those considering investing
in the Society in the period between 1990 and
1998. Those investors took decisions as to
whether to invest in the Society in a context
which would not have existed had
maladministration not occurred.

114

If the maladministration had not occurred, the
financial position of the Society, as published in
its returns, would have indicated the potential
exposure of the Society to the growing liabilities
that those guarantees produced. This would have
been a critical factor for any potential investor to
take into account when balancing the advantages
and the risks of such an investment as part of
taking an informed decision about their financial
affairs.

115

That the Society’s returns did not provide such an
indication prevented potential policyholders from
ascertaining the Society’s true position.
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116

117

Had the Society been required to establish
reserves and had it, as a consequence, been
required to take the other steps available to the
Society to mitigate the growing liabilities that it
faced, the picture presented of the Society’s
affairs to existing and potential policyholders
might also have been further transformed.
An earlier or more extensive use of a future
profits implicit item within the Society’s returns
would have been a clear indication of the
weakness of its financial position. Changing
investment strategy would have directly affected
the returns on the Society’s assets that were
available to fund bonuses. Traditional reinsurance
would have been costly, thus further reducing the
assets available to fund policyholder proceeds.

118

That the Society was not required to consider
those options meant that existing and potential
policyholders were unable to consider all the
options, with the impact that those options
would necessarily have had on the Society’s
financial position, when considering whether to
invest further or for the first time in the Society
or to purchase an annuity from it with their
pension fund.

119

Existing and potential policyholders lost the
opportunity to take informed decisions about
their affairs in full knowledge of all the factors
related to the Society’s financial position that
were relevant to such decisions.

120
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I do not consider that it is possible to conclude
that financial loss resulted from this aspect of the
maladministration which I have found. I am unable
on the balance of probabilities to make findings
about what policyholders would or might have
done differently had the Society been
constrained, as a result of regulatory attention at
the time of the introduction of the differential
terminal bonus policy, to address at an earlier
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date the issue of reserving for the liabilities arising
from these guarantees. I therefore make no
finding of injustice in the form of financial loss to
policyholders in relation to this maladministration.
121

However, I consider that the loss of
opportunities to take informed decisions about
their financial affairs during the period from July
1994 to April 1999 in full knowledge of the
exposure of the Society to guaranteed annuity
rates and of the risks that such exposure
generated constitutes injustice to policyholders
and I consequently make a finding that
policyholders suffered such injustice as a result
of maladministration.

Financial reinsurance
122

Do the specific consequences that I have
identified as being the result of my finding of
maladministration related to the failure by the
FSA to ensure that the financial reinsurance
arrangement was not taken into account within
the Society’s 1998 returns without an appropriate
concession being given, and to ensure that the
credit taken by the Society within its returns for
1998, 1999 and 2000 properly reflected the
economic substance of that arrangement,
constitute injustice to those who have
complained to me?

123

I consider that the maladministration relating to
the acts and omissions of the FSA in permitting
the Society to take the credit that it did for the
financial reinsurance arrangement within the
Society’s 1998 regulatory returns, which were
available to the public by 1 May 1999, constituted
a significant turning point. Those acts and
omissions represent, in my view, a critical juncture
in the sequence of events which I have recounted
in this report.

124

125

That the Society was permitted by the FSA to
take any credit within its 1998 returns, without the
required concession, had significant
consequences. That was reinforced by the fact
that the credit that was taken with the permission
of the FSA totalled £809 million – despite the fact
that, had regard been had, as it should have been,
to the economic substance of the arrangement,
no credit would have been permissible at all.
The Society’s 1998 returns were available to the
public by 1 May 1999. Had the FSA acted, as they
should have done, they would have ensured that
the financial reinsurance arrangement was given
no credit within those returns, with all the
ramifications that this would have had on the
reported financial position of the Society.

126

I consider that, in those circumstances and on the
balance of probabilities, if the Society had sought
to declare either a reversionary bonus or a
terminal bonus in March 1999, the FSA would have
taken action to prevent the declaration from
taking effect, on the grounds that such a
declaration would have adverse effects for the
reasonable expectations of the Society’s
policyholders if it were later to be reduced.

127

Any failure to make such a bonus declaration was
recognised, at the time, to be ‘commercial suicide’
by both the regulatory bodies and the Society itself.
Whether or not in fact the Society did declare a
bonus, the Society’s published regulatory solvency
position would have been very weak at that point.
This would have occurred in a context in which the
Society’s serious financial position was not yet
generally known to the public.

128

Once that financial position became known, I
consider that many fewer new prospective
policyholders, acting reasonably, would have
taken out with-profits policies with the Society.
The Society’s financial position would have

become known shortly after the Society
announced, as it would have had to do, that it was
not declaring a bonus. If in fact it did declare a
bonus, its financial position would have become
known by 1 May 1999, when the Society’s 1998
returns were published.
129

I also consider that many fewer existing
policyholders would have taken out a with-profits
annuity, from which there was no subsequent
prospect of exit.

130

Furthermore, I consider that many fewer existing
policyholders would have made further
contributions to existing policies in the
circumstances which would have prevailed had
this maladministration not occurred.

131

Under the applicable regulatory regime, whether
to declare a bonus or to make arrangements for
the reinsurance of risks were matters for the
Society in the first instance. However, under that
regime, how reinsurance arrangements were to be
treated within the regulatory returns for the
purposes of demonstrating the solvency of an
insurance company – or whether the declaration
of a particular bonus put the solvency position of
such a company at risk – were matters of direct
concern to the prudential regulators, who were
under an obligation to verify the financial position
of life insurance companies such as the Society.

132

Such an insurance company was entitled to seek
to protect their position. Commercial
considerations would have been influential when
they did so. The role of the prudential regulators
was different. Their role was to protect the
interests and expectations of existing and
potential policyholders and to ensure that such
companies acted prudently and in accordance
with the obligations to which they were subject.
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133

134

On 24 November 1998, following an earlier
meeting with the Treasury, as prudential
regulators, and GAD, the Society had begun to
consider what options it had in the light of the
view that had been expressed by those regulators
that the Society needed to take action to
improve its solvency position if it wanted to
declare a bonus.
For any such action to have been taken into
account within the Society’s 1998 returns, thus
contributing to its reported solvency position, it
would either have to have been in place on or
before 31 December 1998 or have been at such an
advanced stage of completion that a concession
could reasonably have been granted by the
prudential regulators by that date.

135

That gave the Society no more than six weeks –
and, given the holiday period which affected the
ability to take action in the markets, probably
considerably less – to effect any remedial action.

136

In that context, and given that many other
options, such as ‘genuine’ reinsurance, would have
been so expensive as not to be realistic in the
circumstances in which it found itself at that time,
the Society recognised that its main option was
financial reinsurance.

137

5

The alternative was to publish a very weak
solvency position. I acknowledge, however, that it
would, in theory, have been possible for the
Society to have sought to sell equities and buy
into gilts, thus improving its asset distribution for
solvency purposes. That might have improved the
reported position of the Society to a reasonable
degree.

138

However, given the lack at that time of public
knowledge of the extent and full nature of the
difficulties that the Society faced, I consider that
a significant switch from equity holdings into gilts
compressed into a short timescale before the end
of the year might have been difficult to achieve.

139

This ran the risk of causing additional damage to
the value of the Society if it had been viewed, as a
result, as a ‘distressed seller’5. A move to a more
defensive investment portfolio would also have
further weakened the Society’s marketing
message. This would not have mitigated the
public relations impact on the Society; indeed, it
would have reinforced it.

140

Given that, I consider that, on the balance of
probabilities, had no maladministration taken
place and had no credit been permitted – as it
should not have been – for the financial
reinsurance arrangement within the 1998 returns,
the Society would have been very publicly in such
a parlous position that its ability to attract new
investments would have been greatly constrained.
That this did not happen had a significant impact
on subsequent events.

141

In order to put the Society’s finances on a footing
that would permit it both to declare a bonus and
to report a solvency position that would not
alarm existing policyholders and potential
investors, immediate and significant action
needed to be taken.

142

It should be remembered, however, that the full
extent of the issues was not, at that time, being
addressed and that, had that not been so, the
scale of the action required would have been
considerably greater.

That is, someone who is under severe pressure to dispose of an asset, usually because of a dire financial position.
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143

144

145

146

147

A full assessment of the Society’s financial
position, had such been undertaken, would have
established that the Society was using a ‘quasizillmer adjustment’. As a result, the Society’s
liabilities were also being understated by what
was subsequently, in respect of the Society’s 1999
returns, calculated by the then auditors of the
Society to be £950 million. This would have been
a further issue to address.
I am satisfied that 1 May 1999, by which time the
Society’s precarious position would have been
made fully public had no maladministration
occurred, is a critical juncture – and that the acts
and omissions of the prudential regulators in
respect of the financial reinsurance arrangement
played a central part in the ability of the Society
to continue to attract business after that date.
I consider that the prudential regulators failed to
fulfil their obligations in respect of the way in
which the financial reinsurance arrangement was
treated within the Society’s returns for 1998, 1999
and 2000. Had those regulators acted properly,
the attractiveness of the Society as a potential
investment vehicle would have been wholly
undermined. The investments which were made
were undertaken in a context which was distorted
as a result of maladministration.
I find that, in respect of all those who joined the
Society or paid a further premium that was not
contractually required in the period after 1 May
1999, any financial loss that they have sustained
constitutes injustice in consequence of
maladministration. Those affected by that
maladministration have also suffered injustice in
the form of lost opportunities to take informed
decisions about their financial affairs.
I will address questions as to whether individuals
have sustained actual financial loss which has not

been remedied when I address questions of
remedy in Chapter 14 of this report.
The potential impact of losing the Hyman litigation
on the Society
148

Do the specific consequences that I have
identified as being the result of my finding of
maladministration related to the failure of the FSA
to pursue the issue of the proper disclosure,
within the Society’s regulatory returns for 1998
and 1999, of the potential impact on the Society
of it losing the Hyman litigation constitute
injustice to those who have complained to me?

149

Given my finding about the injustice which
flowed from the maladministration I have found in
respect of the financial reinsurance arrangement,
it is not necessary to determine this question, as
anyone affected by this maladministration would
already be covered by the finding of injustice that
I have made in relation to that financial
reinsurance arrangement.

150

I make no further finding on this question.

The failure to record the decision to permit the
Society to remain open to new business
151

Do the specific consequences that I have identified
as being the result of my finding of
maladministration related to the failure by the FSA
to record their decision to permit the Society to
remain open to new business, following its loss of
the Hyman litigation constitute injustice to those
who have complained to me?

152

While the failure to record the decision
constituted maladministration, no consequences
flowed from that maladministration for those
who have complained to me.
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153

In those circumstances, I find that this
maladministration did not lead to injustice.

regulatory requirements to which it was subject.
Such unreliable information, given its source and
the context in which it was given, was
undoubtedly capable of causing injustice to those
who received it if they acted on that information
to their detriment.

The basis on which the decision to permit the Society
to remain open to new business was taken
154

155

156

Do the specific consequences that I have
identified as being the result of my finding of
maladministration related to the unsound basis on
which the decision was taken by the FSA to
permit the Society to remain open to new
business, following its loss of the Hyman
litigation, constitute injustice to those who have
complained to me?
Given my finding about the injustice which flowed
from the maladministration I have found in respect
of the financial reinsurance arrangement, it is not
necessary to determine this question as anyone
affected by this maladministration would already be
covered by the finding of injustice that I have made
in relation to that financial reinsurance arrangement.

159

I have explained above that, when considering
whether unreliable information has led to
injustice to an individual, I would expect to see
that such an individual had relied on the
information in question, that such reliance had
been reasonable in the circumstances, and that
either financial loss or the loss of an opportunity
had resulted.

160

I consider that those factors should guide my
consideration as to whether injustice resulted
from the inaccurate and misleading information
given by the FSA during the post-closure period.

161

There is, however, one difference in the context
from that which pertained in respect of the
unreliable information contained in the Society’s
returns for 1990 to 1996 and I have had regard to
this difference when considering this question.

162

In my view, anyone who had regard to the
information provided by the FSA in this period
could not be said to have acted reasonably if they,
without further enquiry, relied on this information
alone when making any decision about their
financial affairs.

163

Unlike in the earlier period covered by this report,
the Society was at this time widely known to be in
financial difficulty. It had closed to new business
and was reporting a very weak solvency position.
The Society was issuing information as
background to its Compromise Scheme which set
out the fundamental uncertainties that it faced.

I make no further finding on this question.

The information provided by the FSA after closure
157

158
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Do the specific consequences that I have
identified as being the result of my final finding of
maladministration – which relates to the
misleading information, about the Society’s
solvency position and its record of compliance
with other regulatory requirements, that was
produced by the FSA during the period after the
Society closed to new business – constitute
injustice to those who have complained to me?
I consider that the maladministration which I have
found in relation to this official information
meant that such information was unreliable as a
guide to the true financial position of the Society
and to its record of compliance with the
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165

166

167

168

Widely publicised policy value cuts had been
imposed by the Society in July 2001. The Society’s
returns for 2001 were later to underline the
weakness of its financial position and the doubts
that it had met the regulatory solvency margin at
all times throughout 2001 if certain unresolved
reserving issues had been taken into account.
In this context, whatever the information
provided by the FSA, it was widely known that the
Society was in deep difficulty and that one way of
balancing the competing demands on its withprofits fund was by reducing the payouts that the
Society was making.
I recognise that the FSA was seen as an
authoritative and impartial source of information
about the financial security of insurance
companies. Given their role, that was entirely
reasonable. However, the FSA did not, and did not
purport to, give tailored or specific advice to
individuals about their own circumstances and
options.
I consider that, in order to have sustained injustice
as a result of this maladministration, those who
acted in reliance on the information they received
from the FSA and who suffered either a financial
loss or a lost opportunity need also to show that
such reliance was reasonable in the circumstances.
That can only be determined at an individual level.
I find that injustice resulted from
maladministration to all those who can show
that they relied on misleading information
provided by the FSA, that such reliance was
reasonable in the circumstances, and that it led
to a financial or other loss. Where all this cannot
be shown, I find that no injustice resulted from
this maladministration.

The injustice claimed on behalf of complainants
169

But what of the injustice claimed by those
representing complainants – that financial loss in
the form of the July 2001 policy value cuts was a
direct consequence of regulatory failure?

170

I would first record my conclusion that an
argument that maladministration alone caused
the policy value cuts is not one that could be
sustained.

171

There is no basis for determining that the
maladministration which I have found to have
occurred caused, and was the sole cause, of the
particular financial losses that those representing
complainants say have been sustained, when
regard is had to the effects of stock market
movements or other commercial factors on the
decision taken by the Society to make those
policy value cuts.

172

Nor can the wider economic context – and the
falls in the value of the stock market during 2000
and 2001 – be ruled out as being a contributory
factor to the need for the Society to consider
how best to stabilise its financial position.

173

All that suggests that the maladministration that I
have found that was specific to the regulation of
the Society cannot alone be seen to have caused
the policy value cuts.

174

It is impossible to ignore the industry-wide
reductions in with-profits payouts which occurred
some time after the Society’s own cuts. Those cuts
demonstrate the wider impact of the economic
context. They also demonstrate that the Society’s
particular position influenced the timing of those
reductions, which will itself have affected the
impact on some individual policyholders.
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It seems to me that a fundamental premise
behind the policy value cuts was the need to
rebalance the Society’s finances due to the natural
consequences of the events which led to the
closure and which were in due course
compromised through the Companies Act
scheme of arrangement.

176

177

The responsibilities of the prudential regulators to
verify the solvency of insurance companies and to
protect the reasonable expectations of
policyholders gave the prudential regulators a
unique role.

178

Those regulators also considered, at the time that
the Society closed to new business approximately
eight months prior to the policy value cuts, that
the Society was unique among the life insurance
industry and that this distinctiveness had played a
central role in its closure to new business.
As I have explained in Chapter 1 of this report,
Treasury officials at that time had explained to
the Tripartite Standing Committee their view that
the problems faced by the Society had been
caused by a unique set of circumstances. The four
most important factors identified in that
discussion were:

179
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free estate, leaving the Society with a
comparatively low level of free assets;

However, that does not mean that the
maladministration which I have found to have
occurred is wholly irrelevant when considering the
factors which led to the creation of the situation
in which the Society’s new Board decided that it
was prudent and/or necessary to make those
policy value cuts.

175

first, that Equitable had for many years
operated a policy of full distribution of any
surplus through bonuses to their with-profits
policyholders and a policy of not building up a
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secondly, that Equitable, being a mutual, had no
access to additional, shareholder capital;



thirdly, that Equitable had offered relatively
generous and flexible guarantees on certain
types of policy; and



finally, that the proportion of the Society’s
business to which those guarantees applied was
much higher than was the case for other
companies.

180

What the prudential regulators recognised at the
time were the root causes of the Society’s closure
to new business were matters about which those
regulators had – or could have had – information
many years before the consequent relevant
events occurred. All of that must have had an
impact on the Society.

181

Given the nature and extent of the
maladministration I have identified, it seems to
me that it is not possible to say that regulatory
issues are unrelated or merely incidental to this
question.

182

If I were to accept that such a fundamental failure
of the system of prudential regulation as this
report has identified would have had no impact
whatsoever on the fate which befell the Society,
it would, it seems to me, beg the question as to
what the purpose of such a system of regulation
was.

183

Indeed, it is my view that the maladministration I
have found to have occurred played a
contributory role in the creation of the
circumstances that led to the decision to cut the
policy values of the Society’s policyholders. While

the external context and matters unrelated to the
acts and omissions of the prudential regulators
and/or GAD did have a direct impact on the
creation of the situation, part of the reasons why
the Society’s options were limited was a direct
result of regulatory failure.
184

Other companies faced difficult market
conditions and reduced the proceeds paid to
policyholders as a result of reduced investment
returns. What made the Society different was that
the methods available to it were constrained by
the nature of the financial position in which the
new Board found itself.

185

I consider that it would be impossible for me
definitively to determine to what extent the
losses claimed on behalf of complainants in the
form of the July 2001 policy value cuts were
unique to Equitable and, moreover, a direct
consequence only of regulatory failure in respect
of the particular supervision of the Society.

186

That would require me to go beyond the terms of
reference of this investigation, to enter territory
over which I have no jurisdiction, and to speculate
rather than determine questions about the
evidence before me.

187

But in any case, I do not need to do so. I am
satisfied that maladministration was a
contributory factor in the creation of the
circumstances which led to the decision that it
was prudent and/or necessary to make those
policy value cuts.

188

I therefore find that any losses associated with
the July 2001 policy value cuts are not
exclusively attributable to the
maladministration which I have found to have
occurred but that such maladministration was
one among many contributory factors to
those losses.

189

Having determined whether maladministration led
to injustice, I now turn to set out my disposal of
each complaint within the terms of reference for
the investigation which led to this report. I do this
in Chapter 13 of this report.
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Chapter 13 – My disposal of the complaints

Introduction
1

In this Chapter, I set out whether or not I uphold in
full or in part each head of complaint contained
within the terms of reference for the investigation
which led to this report. Those heads of complaint
were set out in Chapter 4 of this report.

2

This Chapter is structured in the following way:
(i) in paragraphs 3 to 15, I explain my approach to
the determination of complaints at the end of
any investigation;
(ii) in paragraphs 16 to 136, I set out my disposal of
each of the specific heads of complaint
contained within the terms of reference for the
investigation which led to this report; and
(iii) in paragraphs 137 to 180, I set out my disposal of
the general complaint contained within those
terms of reference.

My approach to the determination
of complaints
3

In order to be able to uphold any complaint that I
consider, four conditions have to be satisfied.
Those conditions are:


first, that the complaint is not misconceived;



secondly, that the complaint has a sound basis
in fact;



thirdly, that the relevant acts or omissions
constitute maladministration; and



finally, that any such maladministration led to
injustice to those who have complained to me
for which no remedy or no sufficient remedy
has already been provided.

Identifying whether a complaint is misconceived
4 A complaint that is misconceived is one which has
no prospect of being upheld whatever the
outcome of any investigation. Such a complaint can
belong to this category because, after closer
examination, it turns out that it relates to action
that is not within my remit, or that no injustice was
ever sustained, or that any injustice sustained has
since been remedied.
5

It can also belong to that category because, even if
the allegations which underpinned the complaint
were found, after investigation, to have a sound
basis in fact, there would be no basis on which I
could make any finding of maladministration.

6

That would generally be the case where the
complaint was predicated on a view of the
obligations of the relevant public body which was
inconsistent with the obligations that were in fact
imposed on that body, which I would establish, as
part of an investigation, after identifying the general
and specific legal and administrative obligations
which such a body had at the relevant time.

Identifying whether a complaint has a sound
factual basis
7 Whether a complaint is soundly based in fact is the
core question that I consider during the course of
any investigation. This I do by verifying, through
consideration of the documentary and other
evidence available to me, what actually happened
in relation to the subject matter of the relevant
complaint or complaints.
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Determining maladministration
8 In Chapters 5 and 11 of this report, I have explained
my approach to determining whether
maladministration has occurred. Having established
the facts and the overall standard which applies to
the events which form the basis of the complaints
made to me, I then assess those facts against that
overall standard.
9

In particular, I assess whether or not an act or
omission on the part of the body complained
about constituted a departure from the applicable
standard. If so, I then assess whether that act or
omission was so unreasonable in the particular
circumstances, when regard is had to the specific
legal or administrative context of the case, as to
constitute maladministration; and/or whether any
such act or omission otherwise fell so far short of
acceptable standards of good administration as to
constitute maladministration.

Determining injustice
10 In Chapter 12 of this report, I have explained my
approach to injustice. When determining in general
terms whether or not any maladministration which
I have determined has occurred resulted in injustice
to those who have complained to me, I first
identify what were the consequences of that
maladministration and then I assess whether those
consequences constituted an injustice for which
no, or no sufficient, remedy has been provided.

Disposing of complaints
11 Where all four of the above conditions are satisfied,
I would uphold the specific complaint in full.
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12

Where a specific complaint contains more than
one alleged act or omission which is the subject of
that complaint, and where all four conditions are
satisfied only in respect of one or more (but not
all) of those allegations, then I would uphold the
specific complaint in part.

13

Where none or not all of those conditions are
satisfied in respect of any of the allegations, then I
would not uphold the specific complaint and
would dismiss it.

14

As I explained in Chapter 4 of this report, the terms
of reference for this investigation contained
eighteen specific heads of complaint and one
general complaint. The general complaint was that
‘the public bodies responsible for the prudential
regulation of insurance companies … and GAD
failed for considerably longer than a decade
properly to exercise their regulatory functions …
and were therefore guilty of maladministration’.
The specific heads of complaint contained, in most
cases, more than one allegation. Many of those
allegations overlapped with or duplicated other
such allegations within different heads of
complaint.

15

I will now set out my disposal of each of those
specific heads of complaint and also of that general
complaint.

The specific complaints
Complaint A – the prudential regulators had not been
sufficiently resourced, and had not all possessed 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 Union.

16

Complainants alleged that the prudential regulators
and/or GAD were not sufficiently resourced and
did not possess the necessary skills to contribute
effectively to the regulatory process.

17

Having reviewed all of the evidence before me, I
have seen nothing to suggest that the prudential
regulators and/or GAD were insufficiently
resourced to undertake their responsibilities
appropriately. Nor have I seen any evidence that
would sustain a finding that those regulators
and/or GAD were not sufficiently skilled to
undertake their statutory functions.

18

19

My attention has been drawn to the view of Lord
Penrose that insufficient resources or skills had
played a part in the way in which the Society was
regulated. I would respectfully suggest that his
remarks were predicated on his view that a
different system of regulation should have existed,
when it did not in fact exist. I can derive no
assistance from such a view.

22

The conduct of business regulators and the
prudential regulators had discrete spheres of
responsibility. It was the responsibility of the
conduct of business regulators to oversee how the
Society was (and how other insurance companies
were) interacting with customers and whether the
information given to those customers conformed
to the requirements of the conduct of business
rules about information that was true, fair and not
misleading.

23

I can make no finding about the acts or omissions
of the conduct of business regulators in this, or
any other, respect – as they are not within my
jurisdiction.

24

That said, the prudential and conduct of business
regulators had in April 1991 entered into an
agreement concerning the information that they
would pass to each other in certain specified
circumstances.

25

This agreement provided that the prudential
regulators would pass information to the conduct
of business regulators where there were grounds
for concern about the integrity or competence of
those directing or managing an insurance company;
where otherwise there were grounds for doubt
about the financial soundness of the company –
and where consideration was being given to the
instigation of a formal investigation; where
consideration was being given to the use of other
powers of intervention; or where consideration was
being given to the withdrawal of authorisation.

26

That agreement also provided that information
would be passed by the prudential regulators to
the conduct of business regulators where a
company’s margin of solvency either had fallen or
where it was anticipated that it would fall below
the required minimum margin.

In any event, there is no factual basis for this
allegation. I therefore dismiss this head of complaint.

Complaint B – that the prudential regulators had
failed to liaise and to co-operate effectively with
those responsible for the regulation of the conduct of
business by insurance companies.
20

21

Complainants alleged that the prudential regulators
failed to liaise and to co-operate effectively with
those responsible for the regulation of the conduct
of business by the Society, particularly in respect of
its communications with its policyholders.
Having considered the applicable statutory and
administrative framework which governed the
discharge by the prudential regulators of their
functions during the period covered by this report,
I find this complaint to be partly misconceived.
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27

28

29

30
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Indeed, as the detailed chronology of events set
out within Part 3 of this report shows, once the
prudential regulation of the Society was
undertaken by the FSA, which coincided with the
onset of the significant problems that the Society
faced in the period after July 1998, those regulators
regularly were in contact with their colleagues
within the FSA who were responsible for conduct
of business regulation. Such liaison grew in intensity
throughout the post-closure period.
But what of the earlier period, when the two sets
of regulators operated within different public
bodies? While there were isolated occasions in that
earlier period where it might be arguable that
liaison pursuant to the agreement between the
two regulators was called for, those occasions were
few and far between, were about matters which
did not evidence any pattern that would have
indicated that such liaison was necessary, and
related to peripheral issues that were not the focus
of the prudential regulatory regime.
In any case, in so far as PRE is concerned, as I
explain in this report the prudential regulators were
required, if information came to their attention, to
take their own action with respect to such matters.
It was not liaison with the conduct of business
regulators which was necessary when grounds arose
for the consideration of the need to act to protect
PRE. However useful such liaison might also have
been, the prudential regulators were under an
obligation to consider the use of their own powers
in such circumstances.
As it is based on an understanding of the relevant
regulatory regime which is misconceived, I
therefore dismiss this head of complaint.
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Complaint C – that the prudential regulators had not
operated the regulatory regime as it was intended to
be implemented by Parliament and in conformity with
European Directives. Those regulators instead had
chosen to regulate Equitable with a ‘light touch’ – a
concept not evident from or provided for under the
Insurance Companies Act 1982 and the European
Third Life Directive, nor one consistent with those
statutory provisions.
32

Complainants alleged that the approach to the
regulation of the Society was exceptionally and
unjustifiably lenient, when compared to that
adopted with other companies, and that the
prudential regulators had applied a ‘two-tier’
standard of regulation.

33

To the extent that this allegation contends that
there was a conscious decision by the prudential
regulators to apply a different standard of regulation
to the Society than for other similar companies of
a similar size and writing similar business, I have seen
no evidence that would support such a contention.
There is no sound basis in fact for that allegation.

34

Furthermore, there were objective and entirely
proper reasons for the differential treatment of
certain insurance companies that were grounded
both in the statutory and administrative elements
of the applicable regulatory regime.

35

First, the provisions of the 1982 Act applied
different standards of oversight and scrutiny and
wider powers of intervention to newly authorised
companies than those standards and powers which
applied to existing companies. Similarly, companies
where there had been a change of control were
subject to a more intrusive regulatory regime, which
included more frequent reporting and the need to
submit and have a business plan approved. Those
additional requirements also continued to apply to
newly authorised companies for specified periods.

36

37

38

39

Secondly, there were administrative systems
operated by the prudential regulators and by GAD
when advising and assisting those regulators which
were relevant to the standard of regulation applied
in individual cases. Those systems included the
system of priority ratings used by GAD, when
considering the order in which the scrutiny of the
annual returns of insurance companies would be
undertaken, and administrative mechanisms, which
enabled the prudential regulators to monitor
companies that were giving grounds for disquiet.
The prudential regulators, acting with the advice
and assistance of GAD, applied a closer level of
scrutiny to insurance companies which, in their
view, were demonstrating trends that might lead to
them becoming a cause for concern.
In the light of the nature of the regulatory regime
that I have described in Chapter 5 of this report, it
seems to me entirely reasonable for the prudential
regulators to have developed guidance or
administrative systems to enable them, in the
words of the Minister who piloted the Insurance
Companies (Amendment) Act 1973 through
Parliament, to take or to require ‘suitable
corrective action in time to avert the
consequences of imprudent or misguided policies’.
That the prudential regulators did.
I consider that it was wholly consistent with the
regulatory regime relevant to this investigation for
the prudential regulators to have applied
differential levels of scrutiny to the affairs of
insurance companies where the decision to do so
was based on objective criteria or was appropriate
to enable or assist them in the discharge of their
statutory functions.

40

To that extent, this complaint is also misconceived.
Having no sound basis in fact and being partly
based on a misunderstanding of the relevant
regulatory regime in place at the time, I therefore
dismiss this head of complaint.

Complaint D – that the prudential regulators and
GAD had allowed successive chief executives or
managing directors of the Society simultaneously to
hold the post of appointed actuary, despite
recognising the potential for conflict of interest. This
had not been compatible with the basis of the
regulatory regime.
41

Complainants alleged that the prudential regulators
and GAD permitted one person to hold the dual
roles of the Society’s Chief Executive and
Appointed Actuary and that this had been
incompatible with the basis of the regulatory regime.

42

I have found that maladministration is established
in respect of this head of complaint. But I have
been unable to determine whether any injustice
resulted from that maladministration, because to
make such a determination would require me to
consider matters which I have no power to
consider. However, equally, I cannot determine that
no injustice resulted from that maladministration.

43

I therefore find myself unable to determine this
head of complaint.

Complaint E – that the prudential regulators and GAD
had failed to keep pace with developments in the
pensions and life insurance industry and to assess and
adapt their methods to reflect those developments.
44

Complainants alleged that the prudential regulators
and/or 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.
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45

46

Having reviewed the evidence before me, I am
satisfied that there is no evidential basis for the
contention that the prudential regulators and/or
GAD failed to keep pace with the developments in
the pensions and life insurance industry during the
period covered by this report.
I have seen evidence that considerable work was
put into updating the systems and processes that
those regulators and GAD utilised to discharge
their functions. Many developments in the
regulatory framework occurred during the period
covered by this report. These include those
developments to which the public bodies whose
actions were the subject of complaint have drawn
attention within their initial response to those
complaints, which is set out within Part 4 – and
which is summarised in Chapter 4 – of this report.

between GAD’s role in providing advice to government
bodies in relation to public sector pensions and in
assisting the prudential regulators of the Society. This
conflict of interest had compromised the proper
discharge of GAD’s regulatory functions.
50

Complainants alleged that a conflict of interest
existed because of the role GAD played within the
system of prudential regulation, when they also
had a role in advising the administrators of the
Principal Civil Service Pension Scheme.

51

Having reviewed the evidence before me, I am
satisfied that there is no basis for the allegation
that GAD had a conflict of interest because of its
roles within the system of prudential regulation
and as adviser to the administrators of the Principal
Civil Service Pension Scheme.

47

It may be that what is implied by this complaint is
that the regulatory framework – the primary
legislation and associated delegated legislation –
had become unwieldy or out-of-date. If that is so,
such a complaint is misconceived.

52

There is no dispute that GAD acted both as adviser
to the prudential regulators of insurance
companies and also as adviser to the Civil Service
scheme, although in relation to the latter role this
ended at the end of 1995.

48

In any event, it is not within my jurisdiction to
consider the discharge of legislative functions. I
cannot therefore review the legal framework which
governed the acts and omissions which I have
investigated. My role is to identify whether those
operating that framework discharged their
functions with or without maladministration.

53

I have examined all of the relevant files held by the
administrators of the Principal Civil Service Pension
Scheme. Having done so, I am satisfied that there
was no conflict of interest, as alleged, on the part
of GAD.

54

Indeed, I note that when the Treasury, then acting
for the pension scheme administrators, contacted
the prudential regulators on 1 October 1991 to
establish what the financial condition of the
Society was and whether there were any issues of
contention between the Society and its regulators
of which they should be aware, the DTI replied on
17 October 1991, after having taken the advice of
GAD, and stated that they were not in principle
able to provide such information and drew
attention to the published regulatory returns

49

All that being so, I dismiss this head of complaint.

Complaint F – that GAD had recommended Equitable
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 had led to a lack of proper separation of its
responsibilities and to a clear conflict of interest
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instead. This was a proper approach and was the
approach that the prudential regulators and GAD
adopted to all such enquiries.
55

56

For completeness, I also asked the bodies whose
actions were under investigation to obtain
declarations of any financial or employment
interests that those of its current or former staff
with any direct role in the prudential regulation of
the Society during the relevant period might have
had. I received such declarations from all the
relevant individuals – none disclosed any actual or
apparent conflict of interest in terms of personal
or financial links to the Society.

59

Complaint H – that, from about 1990 onwards, the
prudential regulators and GAD had failed to give
sufficient consideration to the fact that some of the
measures used to bolster Equitable’s solvency position
were predicated on the emergence of a future surplus.
As a consequence, the prudential regulators and GAD
had not properly assessed the overall impact and
adequacy of those measures.
60

Complainants alleged that the measures used to
bolster the Society’s solvency position were
predicated on the emergence of a future surplus
and that the prudential regulators and/or GAD did
not properly assess the overall impact and
adequacy of those measures.

61

The phrase ‘emergence of future surplus’ is broad
and, in the context of this head of complaint, I
have limited it to the use by the Society in its
returns of future profits implicit items. To the
extent to which the emergence of future surplus
was a factor in other matters (for example, the
credit taken for financial reinsurance), that is
considered under the relevant heads of complaint
which cover those other matters in this report.

62

I consider that this complaint, so limited, is
misconceived – as it is premised on a view of what
methods were appropriate for a life insurance
company to improve its published solvency
position which is inconsistent with the provisions
of the applicable legislation which pertained at the
relevant time.

63

The European Directives permitted (and still
permit) the use of future profits implicit items by
insurance companies. Those provisions were
transposed into the domestic legislative framework
of the United Kingdom through inclusion within
the provisions of the valuation Regulations.

As there is no legal or factual basis for the conflict
of interest alleged, I therefore dismiss this head of
complaint.

Complaint G – that, from the mid-1980s until 1997, the
prudential regulators had failed to evaluate the
potential effect of guaranteed annuity rates on the
solvency of Equitable in a context where current
annuity rates were falling steadily, in line with the
Bank of England’s base rate, to below contracted
guaranteed annuity rates.
57

58

Complainants alleged that the prudential regulators
failed to deal appropriately with the Society’s
exposure to the risks associated with the
guaranteed annuity rates contained within the
Society’s older policies.
I have found that this allegation has a sound basis in
fact and that the failures of the prudential
regulators in this respect constitute
maladministration. I have also found that injustice
resulted from that maladministration.

I therefore uphold this head of complaint in full.
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64

65

My attention has been drawn to the fact that this
allegation reflects a view expressed by Lord
Penrose in his report that such methods were
inappropriate. I would respectfully suggest that
Lord Penrose based his assessment of the relevant
events on an entirely different basis from that on
which I must base my assessment.
The Penrose Report was not produced on a basis
which accepted the regulatory regime of the day as
a given. Indeed, Lord Penrose made it very clear
that his assessment had had little regard to the
standards which applied at the relevant time. His
role was as a reporter, aiming to identify lessons
that could be learned for the future, and I derive
no assistance from his view.

66

I must have regard to the applicable general and
specific legal and administrative framework which
pertained at the relevant time. I must assess the
acts and omissions of the prudential regulators
and/or GAD against that framework.

67

As the measures utilised by the Society were lawful
and properly granted, there is no basis for making
any finding of maladministration. I therefore
dismiss this head of complaint.

69

To the extent that this head of complaint deals
with the Society’s projections, illustrations, and
other bonus notices, that complaint I find to be
misconceived.

70

How the Society interacted with its policyholders
and potential policyholders as part of the sales
process or in relation to how it conducted or
illustrated its business is not a matter over which I
have any jurisdiction. The regulatory framework
that was in place at the time covered in this report
did not enable the prudential regulators to
intervene in those matters, unless questions of PRE
arose.

71

While my review of the evidence in the light of the
specific complaints that have been made about
PRE has had regard to the submissions I have
received on this issue, it is not for me to make
findings in respect of the Society or of the conduct
of business regulators, whose role it was to ensure
that information provided by insurance companies
to their customers was true, fair, and not
misleading.

72

To the extent, however, that this complaint deals
with the Society’s returns, I have found in this
report that one of the general consequences of the
maladministration that I have determined occurred
was that the prudential regulators could not
reasonably have been satisfied, at any time covered
by this report, that those returns were a reliable
statement of the Society’s true financial position. I
have also found that injustice, in the form of lost
opportunities to take informed investment
decisions, resulted from that maladministration.

73

That being so, this aspect of the complaint is
substantiated and I therefore uphold this head of
complaint in part.

Complaint I – that, from 1990 onwards, the prudential
regulators had allowed Equitable to publish financial
results and projections that were misleading in that
they had not reflected the Society’s true position.
68
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Complainants alleged that the prudential regulators
allowed the Society to publish projections,
illustrations, and bonus notices that were
misleading in that they did not reflect the Society’s
true position. Those complainants also alleged that
the financial results contained in the Society’s
regulatory returns were published in a misleading
form.
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Complaint J – that, during the period under
investigation, the prudential regulators and GAD had
failed to act when Equitable had adopted what Lord
Penrose described as practices of ‘dubious actuarial
merit’.
74

Complainants alleged that the prudential regulators
and/or GAD had failed to act when the Society had
adopted what Lord Penrose had described as
practices of ‘dubious actuarial merit’.

75

I find this complaint to be misconceived in so far as
it is based on a view that certain practices which
were permissible within the regulatory regime at
the time should not have been permitted because
they were inappropriate. Such practices included
the mortality assumptions that the Society used
and the subordinated loan capital that it issued.

76

It is not my role to make findings that practices
which were permissible should not have been
permitted.

77

I have not found that maladministration is
established in relation to the acts and omissions of
the prudential regulators and GAD in respect of
the ‘quasi-zillmer’ adjustment. While clues were
present, it was not unreasonable, in the particular
context, for those bodies not to have identified
that practice at the time.

78

79

However, in respect of the failure to reserve for
guaranteed annuity rates and the financial
reinsurance arrangement, I have found
maladministration is established in both respects. I
have also found that injustice resulted from the
maladministration associated with both of those
matters.

Complaint K – that … the prudential regulators and
GAD had ignored or failed to act on information that
might have led to formal or informal regulatory
action against Equitable, thus also failing to alert new
investors to the risks of investing. Those occasions
included when the Society’s 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 had
very significantly exceeded the value of the
underlying assets.
80

Complainants alleged that the actions of a
particular GAD actuary were inappropriate in that,
when he was sent certain of the Society’s Board
papers on 11 June 1991, he did not pass those papers
to the prudential regulators.

81

Having reviewed all of the evidence before me, I
am satisfied that there is no sound basis on which
an adverse finding should be made concerning the
receipt of certain of the Society’s Board papers by
an individual GAD actuary.

82

That GAD actuary was sent those Board papers by
the Appointed Actuary of the Society on a
confidential basis. Those papers are reproduced in
full in Part 4 of this report and are also summarised
within the chronology entry for 11 June 1991 in Part 3
of this report.

83

It is common ground that the GAD actuary did not
forward a copy of those papers to the DTI. That
was perhaps unwise, as it left the GAD actuary
open to precisely the type of allegations that have
since been made.

That being the case, I uphold this head of
complaint in part.
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84

85

86

That failure was also a technical breach of the
obligations that were placed on GAD by
paragraph 36 of the 1984 Service Level Agreement,
which required that ‘any correspondence between
GAD and an insurance company or its advisers
and notes of any meetings held with them will be
copied at the time to [the DTI]’.
While I consider that it was unwise for the GAD
actuary to refrain from copying the papers to the
DTI and also that, in so doing, he was not acting in
accordance with the terms of the Service Level
Agreement, there are two considerations which
lead me, on balance, to come to the view that,
while the facts bear the allegation out, there is no
basis for the making of an adverse finding in all the
circumstances of the case.
The first is that, on 19 December 1990, the GAD
actuary had already informed the DTI of the
existence of these and other Board papers (see the
entry for this date in Part 3 of this report). The
second is that the GAD actuary did pass the
documents to his colleague who was responsible
for the regulation of the Society.

87

Both of those being the case, I dismiss this aspect
of this head of complaint.

88

However, I have found that GAD did not raise or
seek to resolve with the Society as part of its
scrutiny of the Society’s regulatory returns for
every year from 1990 to 1996 the questions which
arose from the information within those returns –
and that those failures constituted
maladministration.

89
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I have also found that injustice resulted from the
unreliable nature of the Society’s returns during
this period.
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90

That being the case, I uphold this aspect of the
head of complaint and, accordingly uphold the
head of complaint in part.

Complaint L – that, over a period of many years, the
prudential regulators and GAD had permitted
Equitable to operate an unsound business model, of
which those regulators and GAD had been aware.
91

Complainants alleged that the prudential regulators
and/or GAD had permitted the Society to operate
an unsound business model of which they had
been aware.

92

I consider this complaint to be partly
misconceived. In Chapter 5 of this report, I have set
out the key obligations that the prudential
regulators and/or GAD had at the relevant time, in
terms of the general and specific duties and
powers which they possessed within the applicable
regulatory framework.

93

I also explained that this system was based on a
number of cornerstones, one of which was
‘freedom with publicity’. That is, that an insurance
company was given considerable commercial
freedom to act, so long as it conformed to the
statutory requirements to which it was subject and
provided complete and accurate information about
its financial position in a prescribed manner.

94

The prudential regulators and/or GAD were
entitled to have regard to the information they
possessed about a particular business model
deployed by any insurance company. Indeed, where
doubts arose about the Society’s compliance with
the requirements imposed on it, this would have
been a necessary part of the background to
regulatory consideration of the Society’s position.

95

However, within the regulatory regime which
pertained at the time covered by this report, it was
not for the prudential regulators to approve or to
monitor an insurance company’s business model or
to act as a ‘shadow director’.

96

That said, where information came to the attention
of those regulators, acting with the advice and
assistance of GAD, that a particular company was
acting imprudently, without regard to the interests
and/or reasonable expectations of its existing or
potential policyholders, or in contravention of any
statutory requirements to which it was subject, the
prudential regulators were required to consider
whether that information meant that grounds had
arisen for intervention action to be taken to
protect policyholders and, if so, whether it was
appropriate to take such action.

97

A complaint about any failure to take information
about a particular business model into account in
the discharge of those obligations which the
relevant regulatory regime imposed on the
prudential regulators and/or GAD would thus not
be misconceived. However, approval of such a
model was not part of the applicable regulatory
regime.

98

In relation to the scrutiny of the Society’s returns
for every year from 1990 to 1996, I have found that
GAD, in giving advice to the prudential regulators,
failed to satisfy themselves that the way in which
the Society had determined its liabilities and had
demonstrated that it had sufficient assets to cover
those liabilities accorded with the requirements of
the applicable Regulations. I have also found that
those regulators were consequently unable to
verify the solvency position of the Society, as they
were under a duty to do.

99

I have also found that the respects in which the
Society’s returns raised questions included the
valuation rate of interest used to discount the
liabilities and the affordability and sustainability of
the Society’s bonus declarations. Those were both
aspects of the Society’s business model, about which
GAD had sufficient information. That information
did not feature in the scrutiny of the relevant returns.

100

That aspect of this head of complaint is thus not
misconceived and has a sound basis in fact. I have
found maladministration in respect of the scrutiny
of the relevant returns and that injustice, in the form
of lost opportunities to take informed investment
decisions, resulted from that maladministration.

101

I therefore uphold this head of complaint in part.

Complaint M – that the prudential regulators had
failed to ensure any satisfactory correlation between
the total of declared policy values and the Society’s
admissible assets in a context where Equitable, uniquely
in the industry, had declared total policy values that had
included terminal bonuses and had, without exception,
always paid all claims (both contractual and noncontractual) in accordance with those declarations.
102

Complainants alleged that the prudential regulators
and/or GAD failed to ensure any satisfactory
correlation between the total of declared policy
values and the Society’s admissible assets.

103

In relation to the scrutiny of the Society’s returns
for every year from 1990 to 1996, I have found that
GAD, in giving advice to the prudential regulators,
failed to satisfy themselves that the way in which
the Society had determined its liabilities and had
demonstrated that it had sufficient assets to cover
those liabilities accorded with the requirements of
the applicable Regulations. Those regulators were
consequently unable to verify the solvency position
of the Society, as they were under a duty to do.
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104

I have also found that, among the respects in which
the Society’s returns raised questions, were the
valuation rate of interest used to discount the
liabilities and the affordability and sustainability of
the Society’s bonus declarations.

105

I have also found that GAD had information before
it, through the analysis they undertook as part of the
annual report on the industry which GAD provided
to the prudential regulators, that raised questions
as to whether the Society was routinely paying out
more than the asset share for individual policies.

106

On the other hand, I have seen considerable
evidence that this was a more general problem
which did not just affect the Society at the
relevant time.

107

While this phenomenon begged the question as to
its prudence and sustainability, I do not think that
those facts are capable of sustaining an adverse
finding in relation to the specific supervision of the
Society.

108

GAD’s analysis showed that the Society was not in
this regard at the extreme end of the spectrum
among life insurance companies. Furthermore, I am
not persuaded that, had GAD raised the issue, a
reasonable explanation would not have been
provided which might have referred to the fact that
most equivalent companies were engaged in this
practice.

109
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It is not clear what any subsequent action by the
prudential regulators would have been aimed at or
what it would have secured for the Society’s
policyholders. Had those policyholders known
about the Society’s practice and decided to invest
elsewhere, they would have invested in another
company which might well have been doing the
same as the Society or have been paying sums
further above the asset share.
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110

While I have found this complaint to have a sound
basis in fact, in that the prudential regulators
and/or GAD took no action on this matter when
they had information before them, I make no
finding of injustice resulting from maladministration. I
therefore dismiss this head of complaint.

Complaints N and O – the protection of
policyholders’ reasonable expectations.
111

Complainants alleged that Ministers had decided
that consideration of PRE was to be based solely on
the scrutiny of the returns and that the prudential
regulators and/or GAD had, as a result, failed to
determine the reasonable expectations of the
Society’s existing and potential policyholders.

112

I consider that this complaint is partly
misconceived in so far as it suggests that the
prudential regulators and/or GAD were under an
obligation to consider PRE questions in a particular
way, such as the constant monitoring of PRE or the
proactive assessment of the marketing material of
insurance companies. I have explained why in
Chapter 9 of this report.

113

It was open to Ministers to take a decision to
discharge in a particular way their functions in
relation to the protection of PRE, so long as that
decision was compatible with the key obligations
that the prudential regulators and GAD had during
the relevant period, which I have described in
Chapter 5 of this report.

114

While the scrutiny of the returns was the prime
mechanism through which prudential regulation
was undertaken, I have found that, where
information came into the possession of the
prudential regulators and/or GAD through any
other source, they were required to consider it and
to act in accordance with the obligations to which
they were subject.

115

116

117

which would make me depart from my conclusion,
set out in my first report, that no
maladministration occurred in this respect.

Those obligations included a duty to consider the
use of their powers where the circumstances had
or might have arisen which gave grounds for the
use of such powers.
I have found that, in relation to the scrutiny of the
Society’s returns for every year from 1990 to 1996,
issues arose which appeared to raise questions
about the PRE of the Society’s existing
policyholders. Those issues were the valuation rate
of interest used to discount the Society’s liabilities
and the affordability and sustainability of the
bonuses that were declared by the Society during
this period.
I have also found that insufficient regard was had to
the PRE of both existing and potential
policyholders when the FSA took its decision to
permit the Society to remain open to new business
in the period after the decision of the House of
Lords in the Hyman case.

122

Therefore, while I have reconsidered this question, I
find no basis for an adverse finding with respect to
this aspect of this head of complaint.

123

However, I have found that, in so far as this head of
complaint relates to the acts and omissions of the
prudential regulators in relation to the decision to
permit the Society to remain open to new business
in the period after the Hyman judgment in the
House of Lords, those regulators failed to record
that decision and took it on an unsound basis.

124

I have also determined that maladministration was
established in respect of both those findings and
that injustice flowed from the basis on which that
decision was taken but not from the failure to
record the decision.

118

I have determined to this extent that maladministration
is established in connection with these findings and
that injustice resulted from that maladministration.

125

That being so, I find this complaint to be
substantiated to the extent that it relates to this
aspect of the actions that were subject to complaint.

119

I therefore uphold this head of complaint in part.

126

All of the above being so, I uphold this head of
complaint in part.

Complaint P – preparation for, and follow-up to, the
House of Lords’ judgment.
120

121

Complainants alleged that the prudential regulators
failed to protect the interests and reasonable
expectations of the Society’s existing and potential
policyholders during the Hyman litigation and in
the period between the decision of the House of
Lords in July 2000 and the Society’s closure to new
business in December 2000.
With regard to the FSA’s actions in relation to the
Hyman litigation and the associated scenario
planning, I have seen no evidence on this matter

Complaints Q and R – the bonus and policy value cuts
in the period following the closure to new business.
127

Complainants alleged that the prudential regulators
permitted the Society to declare a bonus for 2000
and an interim bonus for 2001, which were
subsequently withdrawn and which were both
inappropriate and unjustifiable given the state of
the Society’s finances at that time. They also
alleged that those regulators failed to protect PRE
by permitting the policy value cuts that were made
in July 2001.
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128

In so far as this head of complaint relates directly
to the acts and omissions of the prudential
regulators in respect of those matters, I find that
there is no factual basis on which I could uphold
this aspect of the complaint and that, in any case, it
is partly misconceived.

129

As can be seen from Part 3 of this report, the FSA
received and considered the Society’s board papers
setting out the background to the policy value
cuts, which discussed at some length the various
options that were open to the Society to manage
the fundamental financial uncertainties that it
faced.

130

131

132
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133

However, I consider that these complaints are
essentially linked to the injustice claimed by those
representing policyholders – financial loss
sustained through reductions in bonus and cuts in
policy values. Those aspects of the matters within
this head of complaint have been addressed when
making my determinations of injustice.

134

I have found that the consequences of all the
maladministration that I have determined occurred
was one contributory factor in the creation of the
situation in which the policy value cuts had to be
made by the Society. To that extent only, I find this
head of complaint to be made out.

I have already explained that I have found no basis
for any suggestion that the regulatory regime at
the time required or permitted the prudential
regulators to act as ‘shadow directors’ or to
intervene in the commercial freedom granted by
Parliament to insurance companies. Such a
suggestion represents a misconception about the
nature of the relevant regime in place at the time
covered by this report.

135

There were other contributory factors. For example,
the falls in the equity and property markets would
also have contributed to that situation.

136

To the extent alone that maladministration was a
contributory factor in the creation of the situation
in which the policy value cuts were made, I uphold
these head of complaints in part.

The FSA had information before it which showed
that the Society had carefully examined the
position it was in, had set out and discussed the
available options, and had considered in some
detail the potential impact on the Society’s
policyholders and the need to balance a range of
competing interests. The FSA also gave
consideration as to whether any of that
information required them to consider the use of
any of their powers of intervention.

The general complaint

Given both of those things, I find that there is no
factual basis for any criticism of the FSA in these
respects. This aspect of the head of complaint
should thus be dismissed.
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But what of the general complaint? Did the
prudential regulators and GAD fail ‘for
considerably longer than a decade properly to
exercise their regulatory functions in respect of
the Equitable Life Assurance Society’?

138

In determining this general complaint, I need to
address two separate questions. The first is whether
the maladministration which I have determined
occurred substantiates that complaint; the second is
whether, if so, any injustice resulted from it.

Is the general complaint substantiated?
139 I would first note that, with respect to the Society’s
regulatory returns throughout the period covered by
this report, the prudential regulators and GAD could
never properly have been satisfied that the true
financial condition of the Society, in terms of its
compliance with the regulatory requirements and of
its presentation of its solvency position, was being
disclosed through the publication of those returns.
140

141

As a result of maladministration on their part and
on the part of GAD, the prudential regulators were
not able to verify the financial condition of the
Society throughout this period. The Society’s
regulatory returns were published without
amendment while serious questions about the
Society’s true position remained unresolved.
The information available to investors and
potential investors and their advisers on which
those investors could base their financial decisions
throughout the period covered by this report was,
in the specific ways that I have found, consequently
incomplete, possibly inaccurate, and thus misleading.

142

The nature of the failings on the part of the
prudential regulators and GAD which I have
determined occurred differed over the time
periods which I have considered in this report.

143

I consider that the prudential regulators and GAD
in the period prior to the closure of the Society to
new business in December 2000 failed properly to
undertake their responsibilities in a number of
respects.

144

In consequence, those regulators did not verify
the solvency of the Society, failed to satisfy
themselves that the Society’s returns were
accurate and complete, and failed to consider
appropriate action to protect the interests of
existing and potential policyholders, when such

consideration should have been given as questions
about the Society arose.
145

There was a comprehensive failure by the
prudential regulators and GAD to identify issues of
potential concern within the returns when they
first arose – and in some cases ever. Those issues
were significant either because they potentially
had a fundamental impact on the solvency of the
Society or because they appeared to demonstrate
questions concerning compliance with the
applicable law.

146

Moreover, when matters of concern were
identified, little or no consideration was given by
the prudential regulators, acting with the advice
and assistance of GAD, as to whether that
information merited the use of any of the powers
of intervention which Parliament had conferred on
them. Nor were the Society’s returns required to be
amended and resubmitted on any occasion during
the period covered by this report.

147

As I have explained in Chapter 9 of this report,
there is no evidence that there existed a generally
applied policy that inaccuracies or other
deficiencies in the regulatory returns submitted by
insurance companies would be left unchallenged
by the prudential regulators.

148

Indeed, such a policy if it existed would have been
inconsistent with the obligations which those
regulators had – which might in itself have
constituted maladministration. Moreover, as I have
also explained in Chapter 9 of this report, the
evidence on this question that I have seen points
the other way.

149

Furthermore, certain matters were not pursued
appropriately and to a conclusion which enabled
the prudential regulators to be satisfied that the
Society was acting in accordance with the
provisions of the statutory regulatory framework
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The amount of credit taken, in the returns for 1999
and 2000, was also unreasonable.

or the administrative provisions set out in the
relevant guidance.
150

Assurances given by the Society that it would
undertake certain actions were often not followed
through, reasonable concerns were rebuffed and
not pursued further, and practices which should
have raised questions in the minds of prudential
regulators, acting reasonably, went undetected or
were left unchallenged.

154

The prudential regulators also failed properly to
consider whether to take action to protect the
Society’s existing and potential policyholders once
the Hyman judgment had ended the basis on
which the Society had managed its affairs in
relation to guaranteed annuity rates, through the
use of its differential terminal bonus policy.

151

There was also a series of missed opportunities.
The great respect in which the Society was
generally held and the reputation it had developed
over many years are the only rationalisations that I
have been able to find which might explain the
passive, reactive and complacent approach to the
supervision of the Society that is evident from the
acts and omissions of the prudential regulators and
GAD during the period prior to 20 June 1998.

155

I have no doubt as to the severity of the situation
which faced the prudential regulators and GAD
(and the Society) in the period between 20 June
1998 and the closure on 8 December 2000 of the
Society to new business. Nor do I consider that
those regulators failed to initiate action in the
difficult circumstances that the Society faced at
that time.

156

But once such action was initiated appropriately, it
was then negated by the subsequent acts and
omissions of the prudential regulators and GAD.
On the whole, those acts and omissions in this
period were largely ineffective and often
inappropriate.

157

Those bodies acted in a way that was inconsistent
with the regulatory regime they were responsible
for operating and they departed unreasonably from
compliance with the obligations to which those
regulators and GAD were subject.

158

In the post-closure period which I have considered,
a considerable amount of activity was undertaken
by the prudential regulators across a wide range of
issues, many of which were of a seemingly
intractable nature and which raised serious
questions about the future survival of the Society.
That the Society was able eventually to weather
the storms that it faced during this period must, it
seems to me, to be due, at least in part, to this
considerable effort by the prudential regulators.

152

153
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Once the supervision of the Society took on a
heightened intensity in the period after 20 June
1998, when the prudential regulators and GAD had
become aware of the significance of the
guaranteed annuity rate issue and while the Hyman
litigation was underway, those regulators and GAD
initiated appropriate discussions with the Society,
sought to insist that the requirements to which the
Society was subject had to be fulfilled, and entered
into extended dialogue with the Society to seek to
ensure that those obligations were discharged. All
that seems perfectly proper.
However, the prudential regulators permitted the
Society to take impermissible credit within its
returns for a financial reinsurance arrangement,
when the terms of that arrangement were not
concluded and also not capable of permitting such
credit to be taken as the arrangement had no
economic substance. On that basis, the Society
was permitted to declare a bonus in March 1999.
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162

The actions of the prudential regulators in the
post-closure period were largely effective but,
when giving information to the Society’s
policyholders and to others about the situation
Equitable was in, the FSA provided information
which was inaccurate and misleading.
That is particularly unacceptable, given the nature
of the regime that the FSA were operating – which
permitted the Society commercial freedom in
return for accurate and complete information,
information which the prudential regulators were
supposed to ensure was provided. It was also
unacceptable given the obvious and
understandable concern felt by the Society’s
policyholders about its stability and their own
financial security when they contacted the FSA for
such information.
Although I have made findings of maladministration
within this report, such findings should not be
taken as being based on a view that the prudential
regulators and GAD were in any sense guilty of
acting in bad faith. Similarly, in so far as the period
covered in this report from July 1998 onwards is
concerned, I do not suggest through my findings
that those regulators and GAD gave inadequate
attention to, or put insufficient effort into, the
supervision of the Society.
Nevertheless, I have found there to have been
three general consequences of the
maladministration which I have determined
occurred, namely:


that the Society’s returns were an unreliable
source of information;



that both the prudential regulators and the
Society lost opportunities to address at an
earlier date issues which were to become
critical; and



that regulatory decisions were frequently taken
on a basis which had insufficient regard to the
powers available to the prudential regulators.

163

Those consequences of the extensive
maladministration which I have determined
occurred in this case demonstrate failings which all
go to the heart of the responsibilities and
obligations which the prudential regulators and
GAD had at the relevant time.

164

I consider that, accordingly, the maladministration
that I have identified pervades the exercise by the
prudential regulators and GAD of their functions
over the period covered by my investigation. I also
conclude that my findings are of such individual
and cumulative significance that they demonstrate
a failure by the prudential regulators and GAD to
discharge their statutory functions and other
obligations in a proper and effective manner.

165

But does all this substantiate the general
complaint? I consider that the maladministration
which I have found substantiates the general
complaint that the prudential regulators and
GAD failed properly to exercise their regulatory
functions in respect of the Society during the
period prior to its closure.

166

I consider, however, that the one finding of
maladministration that I have made in respect of
the inaccurate and misleading information provided
by the FSA during the post-closure period does not
substantiate the general complaint in relation to
that period. Such a finding does not outweigh the
substantial and sustained efforts that the
prudential regulators put into the supervision of
the Society during this period in very difficult
circumstances.
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Did injustice result from these failings?
167 But did any injustice further to that which I have
identified in Chapter 12 of this report result from
the failings which have caused me, when those
failings are taken together, to find that the general
complaint is substantiated with respect to the
period prior to 8 December 2000?
168

169

170

171

374

I have considered whether any further injustice has
resulted from the maladministration I have found in
respect of the general failure of those operating
the system of prudential regulation during the
period when the Society was still open to new
business. In doing so, I was struck by one theme
which ran throughout every one of the referred
complaints and throughout every one of the
considerable number of letters that I have received
from those complainants.
The particular circumstances of each complainant
vary enormously – in terms of their age, their
involvement with the Society, the amount that
they claim to have lost as a result of that
involvement, and the degree of reliance that they
have now, or had in the past, on income derived
from their investments with the Society. However,
one thing unites all those complainants.
That is a sense of outrage that those complainants
feel at the failure of those operating the system of
prudential regulation, which the complainants
believe that events relevant to the Society
demonstrate – and which, by way of findings of
maladministration, in respect of some of their
complaints at least, I have vindicated.
In determining whether this sense of outrage is
justifiable and thus constitutes injustice, I have had
regard to the purpose of the regulatory regime
which on this occasion was operated with
maladministration. I have also had regard to the
prospectus held out at the time by those operating
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that regime about their responsibilities and the
degree to which an existing or potential
policyholder could rely on that regime.
172

In Chapter 5 of this report, I found that the stated
aim of this system of prudential regulation was to
protect the interests of policyholders and potential
policyholders. Securing this aim was to be done in
such a way as to balance the need to take such
action as was necessary to protect those interests
without interfering in the business of insurance
companies to such an extent as would stifle
competition and prevent innovation.

173

That regime was predicated on four cornerstones –
freedom with publicity, the central role of the
Appointed Actuary in the system of prudential
regulation, the protection of the reasonable
expectations of existing and potential
policyholders, and the fulfilment of the criteria of
sound and prudent management.

174

In the case of the Society during the period
covered by this report prior to the closure of the
Society to new business in December 2000, none
of those features of the regulatory regime
operated as Parliament intended they should
operate. That was a result of maladministration by
those charged with operating that regime.

175

Furthermore, the prospectus held out to existing
and potential policyholders gave the impression
that those operating the system of prudential
regulation would undertake their responsibilities in
such a manner as would enable those investors,
when making investment decisions, to rely on the
information about the Society which was published
in its annual returns. As a result of
maladministration, that information was unreliable
throughout the period covered by this report.

176

177

178

179

180

In light of the above, I consider that this serial
regulatory failure, which the maladministration
I have found in respect of the period prior to the
Society’s closure to new business represented,
has caused further injustice to those who have
complained to me.
Such injustice takes the form of a justifiable sense
of outrage that those operating the system of
prudential regulation so comprehensively failed,
when those complainants had been told that this
system would protect their interests and would
ensure that adequate information in prescribed
formats about the activities of insurance
companies would be published to enable
informed investment decisions to be made.
I find that maladministration permeated the
discharge by the prudential regulators of their
statutory functions – functions which were
discharged with the advice and assistance of GAD.
This occurred throughout the period covered by
this report. The consequences of that
maladministration were both significant and serious
for those who have complained to me. I also find
that injustice resulted from that maladministration.
That maladministration substantiates the general
complaint made to me in respect of the period
prior to the closure of the Society to new business.
Injustice – in the form of a justifiable sense of
outrage – resulted from that maladministration.
I therefore uphold the general complaint that the
prudential regulators and GAD failed properly to
exercise their regulatory functions in respect of
the Society during the period prior to 8
December 2000 that is covered in this report.

181

In the previous Chapter of this report and in this
one, I have made five determinations that injustice
resulting from maladministration has been
sustained. Those are:
(i) that injustice was sustained by any policyholder
who can show that they relied on the
information contained in the Society’s returns
for 1990 to 1996 and who suffered either a
financial loss or a lost opportunity to take an
informed decision about their financial affairs
as a result of such reliance;
(ii) that policyholders sustained injustice in the
form of the loss of opportunities in the period
between July 1991 and April 1999 to take
informed decisions about their financial affairs
in full knowledge of the exposure of the
Society to guaranteed annuity rates and of the
risks that such exposure generated;
(iii) that all those who joined the Society or who
paid a further premium that was not
contractually required in the period after 1 May
1999 have sustained injustice in the form both
of any financial loss they may have suffered and
also in the form of lost opportunities to take
informed decisions about their financial affairs;
(iv) that those individuals who can show, having
regard to their particular circumstances, that
they relied on deficient information provided
by the FSA in the post-closure period, that such
reliance was reasonable in the circumstances,
and that it led to a financial or other loss have
sustained injustice; and
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(v) that all those who have complained to me have
sustained injustice in the form of a justifiable
sense of outrage at the failings of the system of
prudential regulation that are epitomised by
my findings of maladministration relating to the
prudential regulation of the Society during the
period prior to its closure to new business.
182

376

I now turn to consider what would be an
appropriate remedy for the injustice that I have
found resulted from maladministration. I do this in
Chapter 14 of this report.
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Chapter 14 – Remedy and recommendations

Introduction
1

2

In this Chapter, I set out the consideration that I
have given as to what remedy, if any, it would be
appropriate for me to recommend in the light of
my determinations that injustice resulted from the
maladministration I have found. That consideration
has been informed by representations on this
question that I sought and received from the
parties to the complaints.
I also set out the recommendations that I am
making in the light of that consideration. Before
doing so, I will explain my approach to remedying
injustice resulting from maladministration.

6

As with my Principles of Good Administration,
these Principles are not a checklist to be applied
mechanically. Judgement should be used when
applying the Principles to produce reasonable, fair,
and proportionate remedies in the circumstances
of each case.

7

The Principles that I have identified as being most
relevant to this case are ‘getting it right’, ‘being
customer focused’, ‘acting fairly and
proportionately’, and ‘putting things right’.

8

‘Getting it right’ means quickly acknowledging and
putting right cases of maladministration or poor
service that have led to injustice or hardship and
considering all relevant factors when deciding the
appropriate remedy, ensuring fairness for the
complainant and, where appropriate, for others
who have suffered injustice or hardship as a result
of the same maladministration.

9

‘Being customer focused’ means, among other
things, apologising for and explaining the
maladministration and providing remedies that take
account of people’s individual circumstances.

10

‘Acting fairly and proportionately’ means, among
other things, offering remedies that are fair and
proportionate to the complainant’s injustice or
hardship and providing remedies to others who
have suffered injustice or hardship as a result of the
same maladministration.

11

‘Putting things right’ means, if possible, returning
the complainant – and, where appropriate, others
who have suffered similar injustice or hardship – to
the position they would have been in, had the
maladministration not occurred. If that is not
possible, the complainant and such others should

My approach to remedy
3

In October 2007, I published a document,
Principles for Remedy1, which sets out my views on
the Principles that should guide how public bodies
provide remedies for injustice or hardship resulting
from their maladministration and confirms my own
approach to recommending remedies.

4

Those Principles flow from my Principles of Good
Administration, referred to in paragraphs 8 to 12 of
Chapter 5 of this report. The provision of fair and
proportionate remedies is an integral part of good
administration, so the same principles apply.

5

My underlying principle is to seek to ensure that
the relevant public body restores the complainant
to the position he or she would have been in, had
the maladministration not occurred. If that is not
possible, the relevant body should compensate
them appropriately.

1

Available at: http://www.ombudsman.org.uk/improving_services/remedy/index.html
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be compensated appropriately. It also means
considering fully and seriously all forms of remedy
(such as an apology, an explanation, remedial action
or financial compensation) and providing the
appropriate remedy in each case.
12

16

With regard to the principles which should govern
a compensation scheme, EMAG submitted that:
… an FSA-style compensation scheme, such as
applied to various forms of mis-selling, could
take another eight years. In eight years most
Equitable Life policyholders will be beyond
caring. They need and deserve, having suffered
‘outrageous’ treatment at the hands of the
Treasury and the regulators, a redress package
that:

In considering what an appropriate remedy might
be in any particular case, I would expect a public
body to consider the wishes and needs of the
complainant in deciding an appropriate remedy and
to consider all the circumstances of the case,
trying, wherever possible, to offer a remedy that is
calculated fairly and impartially but is still
appropriate.

1.

Is rapid in payment.

2. Is simple to administer.

Representations made to me
13

In line with my normal practice, in February 2008,
when I sent a copy of the revised draft of this
report to the public bodies, to those representing
complainants and to other interested parties, I
asked those representing the lead complainants to
tell me what they, on behalf of those complainants,
considered would be an appropriate remedy for
the injustice which I have found resulted from
maladministration.

3. Is not administered by either the Treasury,
or the FSA or any of their offshoots or by
Equitable Life.
4. Does not require an extensive and
complicated claims system.
17

EMAG further submitted, with respect to an
approach to the quantification and delivery of
compensation, that:
The approach EMAG suggests … is as follows:

14

In May 2008, I received submissions on this
question from those acting on behalf of the lead
complainants. I also received submissions from the
public bodies, whom I had also asked for their
views on this question.

The submissions by EMAG on behalf of complainants
15 EMAG made submissions concerning both the
broad principles which should govern any scheme
for compensation and suggested an approach
towards the quantification of such compensation.
Those submissions are reproduced in full in Part 4
of this report.
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1.

Take the areas where [I have] found
maladministration leading to injustice and
make a broad brush estimate of the total
loss arising to policyholders at 16 July 2001.

2. Add an estimate of the ‘removal costs’ in
respect of those that have subsequently
moved their funds elsewhere. This would
include Market Value Adjustments, other
penalties and re-investment charges.

3. Apply a series of appropriate discounts for
things like the proportion who were not
influenced by published data and those
who would not have invested elsewhere
and apply those percentages to the total
to arrive at a compensation sub-total as
at that date.
4. Add something for outrage and interest to
the resulting sum to arrive at a current
compensation ‘pot’, which the Treasury
should pay immediately to an appropriate
independent scheme administrator.
5. Distribute that compensation ‘pot’ upon a
policy by policy basis in accordance with a
sliding scale based upon values
immediately before the big cut of 16 July
2001.
18

My assessment of the submissions by EMAG
20 The principles that EMAG set out do not seem to
me to be controversial. If it is decided to establish
a compensation scheme, given the length of time
that it has taken to determine the relevant
complaints and the history of this case, it seems to
me that it would be fair, just and reasonable for
such a scheme to operate independently, flexibly,
openly, and speedily – and with the acceptance of
some ‘rough edges’.
21

As for EMAG’s suggested method of compensation,
I am aware that there is more than one means of
calculating compensation in circumstances such
as this.

22

One method is that chosen by EMAG – the
identification of quantifiable amounts which are
then set at a global level, with the resulting amount
shared out to those deemed eligible by some predetermined formula. Another is that used by the
Financial Ombudsman Service which, on an
individual level, makes a comparative assessment of
the performance of the company in question
against an average-performing competitor. I have
no concluded view on the relative merits of such
proposals, which are a matter for others to
determine.

23

Before I would make a recommendation for
financial compensation in any individual case, I
would need to be satisfied that those who had
complained to me, and those who had been
affected in the same way by the same
maladministration, had sustained injustice in the
form of financial loss as a result of that
maladministration.

24

The injustice that I have found on this occasion to
have been sustained by those who have
complained to me was summarised in Chapter 12 of
this report, and is:

EMAG continued by saying:
The benefit of this approach is that once the
compensation pot is agreed and transferred to
the scheme administrators, calculation could
be handled mechanically from the
information held upon Equitable Life’s
computers, now in the possession of Halifax
Financial Services. The downside is a lack of
sophistication to deal with all possibilities.
EMAG sees it as vital for the fair treatment of
Equitable Life policy holders as a whole that
compensation can be calculated, apportioned
and distributed without undue delay, even if it
involves the acceptance of some rough edges
to the calculations.

19

EMAG told me that they had calculated the ‘losses
incurred by policyholders investing after 1990 at
£3.2bn if they would have remained with Equitable
or £4.6bn if they would have invested elsewhere’.
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financial loss, where that has occurred, or lost
opportunities to take informed decisions as a
result of reliance on the information contained
in the Society’s returns for 1990 to 1996;

26

Where financial loss is established, I would
normally expect that, where appropriate, such a
loss should be remedied in full, with an appropriate
payment of interest where that is relevant.



the loss of opportunities in the period
between July 1991 and April 1999 to take
informed decisions in full knowledge of the
exposure of the Society to guaranteed annuity
rates and of the risks that such exposure
generated;

27

In that context, there are four questions that I need
to address in this case before making any
recommendations designed to remedy the injustice
that I have found has been sustained on this
occasion, namely:



financial loss, where that has occurred, to
anyone who joined the Society or who paid a
further premium that was not contractually
required in the period after 1 May 1999 and lost
opportunities to take those decisions on an
informed basis;





25
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financial or other loss, where that has occurred,
to those individuals who can show, having
regard to their particular circumstances, that
they relied on misleading information provided
by the FSA in the post-closure period, that such
reliance was reasonable in the circumstances,
and that it led to any such losses; and
a justifiable sense of outrage on the part of all
those who complained to me at the failings of
those operating the regulatory system during
the period prior to the Society’s closure to new
business.

It is my normal practice, where someone has been
inconvenienced or made to feel a justifiable sense
of outrage at the way that they have been treated,
to recommend that an apology is made and that
consideration is given to whether that apology
should be accompanied by a tangible recognition
of such inconvenience or outrage.
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whether complainants have suffered a financial
loss in absolute terms – that is, have they
suffered an identifiable or quantifiable loss at
all?;



if so, whether complainants have suffered a
financial loss in relative terms – that is, have
they suffered a loss that they would not
otherwise have suffered had they invested or
saved elsewhere than the Society?;



if so, whether there is a sufficient link between
the maladministration found and that relative
loss; and



if there is, what it would be appropriate in all
the circumstances of this case to recommend
by way of a remedy.
If I were to find no financial loss, or were to
conclude that any such loss sustained was not
sufficiently linked to maladministration, or
were to consider that it would not be
appropriate to recommend a remedy for any
such loss, I would then need to consider
whether it would be appropriate to
recommend a remedy for the opportunities
that I have found were lost as a result of
maladministration.

28

29

30

31

32

2

I also need to consider whether any injustice has
already been remedied by other means. Where that
is so, I would not expect a further remedy to be
provided, as it is an important principle – one set
out within the detail of my Principles for Remedy –
that any recommendation I make should not lead
to a complainant making a profit or gaining an
unreasonable advantage.
As for absolute loss, I am very far from concluding
that everyone who has complained to me about
the prudential regulation of the Society has
suffered a financial loss. Still less do I conclude that
everyone who has saved with, or invested in, the
Society during the period covered by this report
has suffered financial loss.
It seems to me that it is a natural and unavoidable
consequence of one of the basic premises of the
complaints that have been made about the events
covered in this report – namely, that distribution
took place of the resources of the Society in what
is said to be an imprudent manner which it could
not afford – that some people have gained from
saving and investing with the Society more than
they would have done had any such distribution
not occurred.
That said, there is no avoiding the fact that those
who are, or were at the relevant time, members of
the Society underwent the series of policy value
and bonus cuts during the period after it closed to
new business that are set out within Chapter 2 of
this report.
That is sufficient evidence in my mind to persuade
me to conclude that, for many people at least and
in a context where those people had reasonable
expectations concerning their policy values and
bonuses, financial loss has been sustained. In
coming to this conclusion, I have also borne in

mind the acceptance, which appears to be
common ground among all the parties, that such
losses were suffered across the with-profits
industry at the relevant time.
33

That brings me to relative loss. Did those who have
complained to me, and those in a similar position
to those complainants, suffer a loss that they
would not have suffered had they saved or
invested elsewhere?

34

I explained above that the approach that the
Financial Ombudsman Service takes to the
question of remedying financial loss is a
comparative approach. For example, such an
approach is illustrated in their determination of the
case of Ms E2:
The compensation due to Ms E should put her
in the position she would have been in if she
had not invested with Equitable Life. The value
of her funds, like those of nearly all funds
invested in the stock market, fell during this
period. But it would be unfair to order
Equitable Life to compensate Ms E for losses
due to falls in the stock market that would
have affected all with-profits funds and which
she would have suffered if she had invested
with a different firm instead of Equitable Life.
Therefore, compensation is to be assessed by
comparing the return Ms E received on the
money she put into a with-profits pension
with Equitable Life and the return she would
have received from a similar product with an
alternative provider. Since I have been unable
to identify which particular alternative
provider Ms E would have chosen, I have
decided that the comparison should be made
with the average return achieved by
comparable with-profits funds.

Whose complaint to the Financial Ombudsman Service about mis-selling by the Society was upheld:
http://www.financial-ombudsman.org.uk/faq/pdf/Equitable_GAR_final_decision.pdf
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The Society has dealt with many types or
categories of mis-selling complaints, or claims
based on breach of contract. However, the most
analogous category of complaint to the
maladministration on the part of the prudential
regulators and GAD that I have found to have
occurred on this occasion was those complaints
which were made due to the Society’s failure to
disclose the existence of guaranteed annuity rates.
I sought information from the Society as to what
the outcome had been to the cases of those
people in a similar position to Ms E who, not being
caught by the effects of the Compromise Scheme,
had complained to the Financial Ombudsman
Service about such alleged mis-selling on the part
of the Society – and whose case had been assessed
using the approach outlined above in relation to Ms
E.
That information shows that relative loss was
established in 1,072 cases. In a further 233 cases, a
complaint of mis-selling was upheld but the
comparative assessment resulted in a
determination that no loss had been sustained.
That is, that approximately 60% of those who had
made complaints of the type made by Ms E were
found to have suffered a relative loss, there having
been 1,796 such cases in total.
I understand that the cases dealt with by the
Financial Ombudsman Service followed on from a
review conducted by the Society, at the request of
the FSA, of any mis-selling which related to the
failure to disclose the existence of guaranteed
annuity rates. In the course of that review, the
Society also adopted an analagous comparative
approach to assessing loss, although I understand
that it imposed a ceiling or cap on the remedy
provided.
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Under that review, a total of 7,253 cases were
considered. Relative loss was established in 5,636 of
those cases. No loss was found in 601 cases and no
liability for mis-selling or loss in 1,016 cases. That is,
that approximately 78% of those with mis-selling
complaints of types other than that made by Ms E
were found to have suffered a relative loss.

40

Those who have complained to me are in
substantially the same circumstances as those who
complained to the Society or to the Financial
Ombudsman Service, with the exception that they
were caught by the effects of the Compromise
Scheme and thus could not pursue such
complaints.

41

When the above information is considered
together, it seems to me that this demonstrates
that, for many of those covered by my
recommendations, it could be established that a
loss has been sustained, relative to what would
have transpired had those individuals saved or
invested with a comparable with-profits fund.

42

I therefore conclude that it would be difficult to
sustain an argument that no person affected by
‘the Equitable affair’ had suffered a relative loss. I
also conclude that the individual circumstances of
each complainant and other people similarly
affected are key to establishing whether those
people are in the category of those who have
suffered relative loss. Accordingly, whether relative
loss in a particular case has been sustained has to
be determined at an individual level.

43

I now turn to consider whether there is a sufficient
link between the acts and omissions of the bodies
whose actions have been investigated and found to
be deficient with any relative loss that is
established.

44

I explained in Chapter 5 of this report that the aim
of the system of prudential regulation was to

protect the interests of policyholders through the
supervision of the affairs of insurance companies,
in the manner in which Parliament intended and
using the means that Parliament provided.
45

46

47

48

49

Chapter 10 of this report sets out my findings as to
the deficiencies in the way in which that regulation
was carried out in this case. My conclusions as to
whether injustice resulted from the
maladministration, which, in Chapter 11 of this
report, I found had occurred, are set out in Chapter
12.
It is on that basis that I conclude that there is a
direct link between the acts and omissions of the
prudential regulators and both the information
throughout the period that was before those
making savings and investments decisions regarding
the Society – and also between those acts and
ommissions and the public knowledge about the
solvency position of the Society in the period on
or after 1 May 1999.
The prudential regulators, and no one else, were
given the functions of scrutinising the returns that
the Society submitted and of verifying its solvency
position. Those regulators did this with advice and
assistance from GAD. No other party can be said to
be at fault because those regulators and/or GAD
acted with maladministration.
I am satisfied that there is a sufficient link between
the actions of the prudential regulators and GAD
and any relative loss that may be established
occurred in individual cases. That also goes for the
opportunities to invest elsewhere than the Society
which I have found that complainants have lost.
I now turn to what it might be appropriate to
recommend to remedy the injustice that I have
found resulted from maladministration on the part
of the prudential regulators and/or GAD.

50

This I would normally do in line with the basic
principle that I have outlined above, namely that
the relevant public bodies should restore
complainants to the position they would have been
in, had maladministration not occurred or, where
that is not possible, those bodies should
compensate the complainants appropriately.

51

However, I have received submissions from the
public bodies that question whether it would be
appropriate, in the specific context of this case, to
apply the approach that I would normally apply to
questions of remedy and redress.

52

I consider those submissions below and then go on
to address the question of what it would be
appropriate to recommend on this occasion.

The submissions by the public bodies
53 The public bodies in their submissions questioned
whether, in principle, it would be appropriate for
me to recommend financial compensation, in the
light of my findings and determinations. Those
submissions were made, those bodies said,
‘without prejudice’ to a ‘central submission’ on
their part that no maladministration had occurred
and that, in any event, no injustice had resulted.
54

Those bodies first told me that they accepted that
my ‘jurisdiction is wider than that of the courts’
and that I applied ‘different tests to [my] approach
to maladministration and injustice’.

55

However, the public bodies submitted that:
… in any consideration of a possible
recommendation of a remedy involving
compensation being paid by any of the bodies
under investigation, they contend that there
are compelling reasons of policy as to why it is
contrary to the public interest or otherwise
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(c) be illegitimate in circumstances where the
regulator does not exercise sufficiently
immediate day to day control over the
primary wrongdoer;

inappropriate to recommend financial redress
to “remedy” any maladministration. Amongst
these reasons are those that have led the
English courts to shy away from imposing a
duty of care on regulators.
56

(d) obscure the fact that the immediate and
material cause of the loss in this case was
Equitable itself, coupled with the
combined impact of external factors
which were beyond the control of the
prudential regulator;

The public bodies continued by saying:
It is important to note that, even now,
Equitable has not failed. Essentially, the
complainants in this investigation seek redress
not for the collapse of Equitable, but to
compensate for the fact that, following the
events that were brought about by the
decision of the House of Lords in the Hyman
litigation, the non-guaranteed element of
their policy values has fallen relative to what
they were expecting.

57

It was submitted by the public bodies that:

58

The public bodies continued by saying:
Effective regulation entails the careful
weighing of competing objectives and the
exercise of judgement as between a range of
possible courses of action. The Courts have
consistently recognised this, in cases such as
Yuen Kun Yeu3 v Attorney General of Hong
Kong; Davis v Radcliffe4; and Three Rivers DC v
Bank of England5.

(a) tend to result in an over-cautious or
excessively risk-averse regulatory
approach, for example the distortion of
decision-taking in favour of those most
likely to sue;

As the Court observed in the last of these
three cases, “… the exercise of the powers and
duties of a supervisor in this field involves the
balancing of many different factors in the
interests both of the public generally and of
both existing and future depositors. The
interests of these and other different groups
may conflict so that it makes no real sense to
hold that a duty of care or a statutory duty is
owed to only one or some of those groups …”.

[1988] AC 175.
[1990] 1 WLR 827.
(Commercial Court) 1 April 1996.
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(f) be incompatible with the statutory
scheme in place during the relevant period
covered by the … Report.

There are many sound public policy reasons
for not recommending that a regulator such
as the bodies under investigation should
provide financial recompense even if negligent
regulation (and, by analogy,
maladministration) is established. Prominent
among these reasons are that such a
recommendation would:

(b) if accepted, result in the diversion of
scarce public resources;

3
4
5

(e) be inconsistent with the broader role of
regulation; [and]
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It was further submitted by the public bodies that:

61

In the present context, the prudential regulator
had to make judgements in the context of a
need to weigh up competing considerations of
investors and potential investors, the interests
of the financial services sector and the wider
public interest in fostering competition and
innovation.
60

Any acceptance of a recommendation to
make financial compensation would
potentially expose the public purse to liability
to an unlimited number of claimants
comprising existing depositors or investors and
potential depositors or investors.
This was a powerful factor which weighed
with the Court in Davis v Radcliffe, where it
commented that a consideration militating
against the existence of the alleged duty of
care on the regulator was that “it is said to be
owed to an unlimited class of persons
including not only the depositors of money
with [the regulated entity] but also those
considering whether to deposit their money
with [the regulated entity]”.

The public bodies continued:
The Courts have on many occasions, in a
number of different contexts6, recognised that
to impose a liability to provide financial
redress on regulators would result in overcautious or excessively risk-averse regulatory
decisions. In the particular context of financial
regulation, in Yuen Kun Yeu the Court
considered that there was “much force” in the
argument that the imposition of a duty of
care on a banking regulator in respect of
losses suffered by depositors would have a
seriously inhibiting effect on the work of the
regulator.
This is because a sound judgement would be
less likely to be exercised if the regulator were
to be constantly looking over its shoulder at
the prospect of claims against it, and its
activities would be likely to be conducted in a
detrimentally defensive frame of mind. The
result of this, the Court decided, was that the
effectiveness of the regulator’s functions
would be at risk of being diminished:
consciousness of potential liability could lead
to distortions of judgement.

The public bodies then submitted that:

62

It was further submitted that:
This leads to the related point that any
acceptance of a recommendation to pay
compensation from the public purse as a
result of defective regulation would inevitably
result in the diversion of scarce public
resources provided by the taxpayer away from
important social programmes such as
education or health.

63

The public bodies then set out a ‘further
fundamental objection to the making or
acceptance of any recommendation for financial
compensation’, that being:
… that this would entail, in effect, making the
regulator liable for the defaults of the
regulated entity.

6 In cases such as, for example, X v Bedfordshire CC [1995] 2 AC 633 and Hill v Chief Constable of West Yorkshire [1989] AC 53.
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As a matter of principle, it is only legitimate to
seek to impose liability on a body for the
wrongdoings of another to the extent that the
body can exercise a high degree of control
over the latter, as was emphasised by
the Court in Davis v Radcliffe and in Yuen
Kun Yeu.
Both these cases were cited by the High Court
in Three Rivers District Council v Bank of
England. In considering whether the Bank of
England owed a duty of care in its regulatory
capacity in respect of losses suffered by
depositors following the collapse of BCCI, the
Court (having referred to Davis v Radcliffe and
Yuen Kun Yeu) highlighted the significance of
the fact that the Bank of England did not
exercise day to day control in its regulatory
functions. The judge stated:
“… in each case it was held that the
supervisor had no day to day control of
the supervised institution. … the same is
true here. … none of [the Bank’s powers]
gave the bank the kind of control which
the Privy Council had in mind as
potentially giving rise to a duty of care or
statutory duty to depositors … In my
judgment the Bank cannot fairly be
regarded as having day to day control of
BCCI or any other supervised institution.”
64

It was then submitted by the public bodies that:
This reasoning is, the bodies under
investigation contend, applicable to the
respective positions of the bodies under
investigation on the one hand and Equitable
on the other. The regulation of life insurance
companies such as Equitable is in principle
similar to the regulation of banks with which
the Yuen Kun Yeu, Davis v Radcliffe and Three
Rivers cases were concerned.
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65

The public bodies then set out a ‘further reason
why it would be quite inappropriate to
recommend any financial remedy’, that being:
… that the root causes of the “losses” suffered
by policyholders were changes in financial
market conditions and Equitable’s loss of
discretion to adjust terminal bonus rates as a
result of the House of Lords’ judgment in the
Hyman litigation, coupled with the
shortcomings of Equitable itself, its senior
management and its Appointed Actuary,
whose “central place … within the regulatory
regime” is recognised by [me] ...

66

The public bodies then submitted that:
A broader reason for coming to the same
conclusion is that the purpose of the
regulatory system in force at the material time
was not to provide a warranty to investors.
Moreover, any recommendation for a
financial remedy would not be in accordance
with the specific statutory scheme in place
during the relevant period. In Yuen Kun Yeu
the Court declined to impose a duty of care
on the regulator because the Court is “unable
to discern any intention on the part of the
legislature that in considering whether to
register or deregister a company the
commissioner should owe any statutory duty
to potential depositors. It would be strange
that a common law duty of care should be
superimposed upon such a statutory
framework.”
Similarly, there is nothing in the regulatory
regime with which the … Report is concerned
which suggests that Parliament intended any
common law duty of care to be superimposed
on that framework.

67

The public bodies then concluded by submitting
that:
Any recommendation for a financial remedy
would be tantamount to a recommendation
that the State should accept by the back door
a very similar obligation to that which
Parliament has declined to impose via the
front. Such a recommendation, in the
circumstances of the present case, would not
be an appropriate use of the Ombudsman’s
powers.

69

I say that it is surprising for three reasons. First, I
would note that I am being invited to adopt,
without regard on each occasion to the relevant
circumstances of the case, a blanket approach to
the question as to whether or not it would be
appropriate, in the context of all complaints about
financial regulation, to recommend financial
compensation for any injustice which I identify has
been sustained.

70

However, I do not consider that the adoption of
such an approach would be permissible. I may not
fetter my discretion. I am required to consider each
case on its merits. The adoption of a rigid policy,
such as is here proposed by the public bodies,
would not, in my view, be lawful or appropriate.
Nor either, in my view, would it be appropriate if
public bodies adopted such a rigid policy when
responding to my reports, for similar reasons.

71

Secondly, if I were required as a matter of principle
to adopt such an approach, this would constitute a
fundamental constitutional principle, one which
was not articulated by Parliament within the
legislative framework which governs my role.

72

There are many examples within the 1967 Act of
qualifications to, or restrictions on, the type of
action taken in the exercise of administrative
functions that I am empowered to investigate.
Specific exclusions from such action, which relate
to individual bodies among those which are listed
in Schedule 2 to the 1967 Act as being bodies to
which that Act applies, are set out by way of Notes
to that Schedule.

73

It seems to me that, had it wished to do so,
Parliament could have excluded through this
method action taken as part of the discharge of
the functions of particular financial regulators such
as the DTI or the Treasury from the scope of my
jurisdiction. Indeed, when Parliament brought GAD

and that:
Moreover, it is not necessary for there to be
financial redress to provide for the full
accountability of regulators. Public bodies are
held accountable for their acts and omissions
in a number of ways: through Parliamentary
and press scrutiny, by bodies such as the
National Audit Office and by public opinion.

My assessment of the submissions by the
public bodies
Preliminary matters
68 Before setting out my assessment of those
submissions by the public bodies, I would first
note, as a preliminary point, that this statement of
principle by those bodies – that it would never be
appropriate for me to recommend financial
compensation in, or following, a report in which I
had upheld complaints that injustice had been
sustained in consequence of maladministration on
the part of financial regulators – is a surprising
submission.
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remit, a special case – in respect of which the
normal approach adopted by the Ombudsman
should not apply.

within my jurisdiction to enable me to conduct the
investigation which led to this report, Parliament
limited the actions by GAD that I could investigate
by way of such a Note.
78

In the absence of express authorisation by
Parliament, I consider that it would be
inappropriate for those whose actions are subject
to investigation to seek to bypass the scheme
established by Parliament through the creation of
my Office, merely by the assertion that their
particular position is different to that of other
public bodies.

79

If I were to accept that a public body, through such
assertions, was entitled to take itself outside the
scope of the remedies that can be provided
through my work, this would potentially have
significant ramifications on a wider scale.

74

The bringing into my jurisdiction of GAD was, it
seems to me, itself an indication of the
Parliamentary intention that I should consider the
actions which I have investigated in this case – and
apply the tests that I would normally apply, once I
had considered those actions and had determined
whether the complaints I have received about
those actions were justified.

75

Furthermore, Schedule 3 to the 1967 Act lists types
of action taken in the exercise of the administrative
functions of all the bodies within my jurisdiction
that I am not permitted in any case to investigate.

76

Had Parliament intended that the actions of all
financial regulators should be treated differently
from those of the other bodies in my jurisdiction,
including certain regulators in other fields, it could
have removed as a class the actions of financial
regulators from my investigative reach by listing
those actions within that Schedule.

80

This, it seems to me, is even more the case when
regard is had to the purpose of the scheme
established by Parliament, which is precisely to
enable remedies to be provided for justified
complaints that injustice has resulted from
maladministration on the part of those bodies
within my jurisdiction.

77

Yet Parliament did not do so – not even on the
many occasions on which the 1967 Act was
amended after the then Government had
indicated, in response to my predecessor’s report
on Barlow Clowes, that the Government believed
that financial regulators were, in the context of my

81

That brings me to the third and final reason why I
have found the submissions of the public bodies
on this point to be surprising.

7

As is well known, the initial response of the then Government to my predecessor’s report on the collapse of Barlow Clowes was that,
while, out of respect for my Office and in recognition of the special circumstances which pertained in that case, compensation would be
paid to those who had lost as a result of that collapse, the findings that maladministration had occurred were contested. Moreover, the
then Government set out its view, in its published response to that report, as to the role of regulators in the financial sector and as to
whether it would be reasonable for such regulators ever to be held liable for negligence in the performance of their functions. However,
that initial response did not constitute the Government’s final view on whether maladministration had occurred in relation to the
regulation of Barlow Clowes. On 7 July 1995, in the DTI inspectors’ report concerning Barlow Clowes, those inspectors concluded that ‘in
our view, the DTI did not demonstrate, in relation to Barlow Clowes, the characteristics of a competent regulatory authority’. And the
then Secretary of State for Trade and Industry, Lord Young, had earlier conceded, in an interview shown as part of a Channel 4
documentary on Barlow Clowes, that the regulators had probably been to blame for licensing at least the domestic operation of that
company, saying, as regards my predecessor, that ‘I suspect he was right’ in that respect – see The Barlow Clowes Affair – Lawrence Lever
(1992: Macmillan).
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82

The initial position of the then Government in
respect of the Barlow Clowes report changed over
time7. Despite this, that position – namely that
recommending financial compensation to remedy
injustice resulting from maladministration on the
part of financial regulators would always be
inappropriate – is now put forward again as an
important principle that should guide my
consideration of what recommendations I should
make in this case.

83

But such a fundamental principle is surely one that
the public bodies in this case could have clearly
and publicly stated before now.

84

At no time have the public bodies made such a
statement that, whatever I might find at the end of
the investigation which led to this report, it was an
important matter of principle that no
compensation would ever be payable in any
circumstances. That has only been submitted to me
since I issued the first draft of this report to those
bodies.

85

86

The terms of reference for my investigation stated
plainly that, at the end of that investigation, I would
recommend appropriate redress for any injustice I
found had been caused by maladministration on the
part of those bodies whose actions were subject to
complaint. Yet such a principle as is now put
forward was not articulated within the initial
response of those bodies to the complaints within
those terms of reference.
Nor was such a principle stated in the response of
the Government to the Penrose Report, or during
the consultation process that I undertook prior to
deciding to launch the investigation which led to
this report, or at any of the other opportunities to
make such a submission that have arisen during my
investigation, or in evidence given by the public
bodies before the European Parliament Committee
of Inquiry.

87

It seems to me that those who have complained to
me therefore have a legitimate expectation that I
will consider what it would be appropriate to
recommend by way of remedy, without imposing
constraints which have no grounding in the
legislative scheme governing my role.

88

Those complainants – and others, including
Parliament – would, it seems to me, be entirely
justified in asking what had been the purpose of
my investigation, or of the other inquiries which
have been undertaken in respect of the Society, if I
were simply to suggest now, at the invitation of the
public bodies, that there had never been any
possibility of an appropriate remedy at the end of
this process.

Do these submissions provide an adequate basis for
concluding that no remedy for maladministration
should be forthcoming?
89 While, for the reasons I have explained above, I am
surprised by the nature of the submissions made by
the public bodies, I recognise that those
submissions constitute a clear statement of
principle which I am invited to adopt. I also
recognise that the adoption of such a principle
would have a profound effect on what I might
consider it appropriate to recommend in this
report.
90

I accept, therefore, that the substantive merits of
those submissions should be assessed. This I now
turn to do.

91

The public bodies have told me that they accept
that, ‘my jurisdiction is wider than that of the
courts’ and that I apply ‘different tests to [my]
approach to maladministration and injustice’. At
the same time they submit that, ‘there are
compelling reasons of policy as to why it is
contrary to the public interest or otherwise
inappropriate to recommend financial redress to
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“remedy” any maladministration.’ They say that,
‘amongst these reasons are those that have led
the English courts to shy away from imposing a
duty of care on regulators.’
92

The underlying premise of these submissions by
the public bodies, their acceptance that my
jurisdiction is wider than that of the Courts
notwithstanding, is that I should take into account
the same considerations as would the Courts when
considering negligence claims against public
authorities. In other words, that the work of the
Courts in relation to negligence claims is directly
analogous to my work. I do not accept that
underlying premise for the following reasons.

93

First, I am aware that the Courts have held that only
in exceptional cases would they accept that the
interests of justice justified an extension of the law
of negligence to new categories of public body,
such as financial regulators; and that this has
normally been on the basis that to do so would
create a novel category of negligence liability.

94

A classic example of the caution that I understand
the Courts would adopt in such a situation appears
in the case of Reeman v Department of Transport
[1997], where Phillips LJ said8 that: ‘When
confronted with a novel situation the Court does
not [consider whether to impose a duty of care] …
in isolation. It does so by comparison with
established categories of negligence to see
whether the facts amount to no more than a
small extension of a situation already covered by
authority, or whether a finding of the existence of
a duty of care would affect a significant extension
to the law of negligence. Only in exceptional cases
will the Court accept that the interests of justice
justify such an extension of the law’.

95

However, the rationale for the establishment of my
Office was to provide a mechanism for complaints
that are not actionable in the Courts to be
considered by an independent and impartial officer
and to assist Parliament to provide remedies that
the Courts could not provide for injustice – a wider
concept than those which underline matters which
are actionable in the Courts.

96

Indeed, that no remedy exists before the Courts, as
is the case here according to the submissions of
the public bodies, does not preclude me from
conducting an investigation or from treating such a
case in line with my normal practice – the position
is quite the opposite.

97

Section 5(2)(b) of the 1967 Act provides that I shall
not conduct an investigation in respect of any
action where the person aggrieved has or had a
remedy by way of proceedings in any court of law,
unless I am satisfied that, in the particular
circumstances of the case, it is not reasonable to
expect that person to resort (or to have resorted)
to such a remedy.

98

Situations where there is no legal remedy, or where
there is such a remedy but I do not consider it
reasonable to expect a complainant to exercise
that remedy, thus constitute the staple diet of the
work of my Office.

99

This is perhaps best exemplified by the case of
Mr and Mrs Reeman, to which I have in
paragraph 94 above referred.

100

Mr and Mrs Reeman had bought a fishing vessel
called Cornelis Johanna, which had received a
certificate issued by the Department of Transport
certifying that the ship complied with the relevant
statutory provisions designed to ensure that it
was seaworthy.

8 Phillips LJ in Reeman v Department of Transport [1997] 2 Lloyd’s Rep 648, CA.
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101

Mr and Mrs Reeman relied on that certification as
demonstrating that the vessel’s design and
construction rendered it fit for service as a fishing
vessel. Unfortunately, the surveyor who had issued
that certificate had failed to carry out his duties
when so doing with due skill and care.

102

After stability tests found that, in fact, the vessel
did not meet the minimum requirements of the
legislation and was thus not permitted to take to
sea, Mr and Mrs Reeman initiated a legal action
against the Department of Transport, claiming
damages for breach of the common law duty of
care which they alleged was owed to them by that
Department.

103

That litigation concluded when the Court of
Appeal held, on 26 March 1997, that it would not be
fair, just and reasonable to impose a duty of care
on a body, such as the Department of Transport,
charged with the regulatory duty of certifying ships
with a view to promoting safety at sea. Mr and Mrs
Reeman’s claim for damages thus failed9.

104

However, that was not the end of the matter.
Mr and Mrs Reeman complained to my
predecessor, who decided to conduct an
investigation. In his report on that investigation10,
my predecessor upheld their complaint, having
found injustice in the form of financial loss
resulting from maladministration on the part of
the surveyor who had acted on behalf of
the Department.

105

The Department of Transport, as a result, agreed to
make an ex gratia payment to Mr and Mrs Reeman
to compensate them for the injustice they had
sustained and that Department subsequently made
an interim payment of more than £215,000 to Mr
and Mrs Reeman, with the final amount paid
amounting to approximately £750,00011.

106

That case underlines the fact that there is no direct
or close analogy between the standards which
apply to the consideration by the Courts of
negligence claims against public authorities and
those which apply to my consideration of
complaints about injustice resulting from
maladministration by those same authorities.

107

There is a difference, rightly accepted by the public
bodies in this case, between legality and
maladministration. As has been held elsewhere12,
although there is a substantial element of overlap
between maladministration and unlawful conduct,
those concepts are not synonymous.

108

There is no reason in principle why the
considerations which determine whether there has
been maladministration should, necessarily, be the
same as those which determine whether conduct
has been unlawful.

109

There is therefore no reason why, when exercising
my powers to conduct investigations and to report
on complaints of maladministration, that I should
necessarily be constrained by the legal principles
which would be applicable were the different task
being carried out of determining whether certain
conduct is lawful.

9
10

Reeman v Department of Transport [1997] 2 Lloyd’s Rep 648, CA.
Case No. C.557/98, Selected Cases and Summaries of Completed Investigations: April – September 1999, pp. 29-45. Mr and Mrs Reeman
at that time asked that our normal practice of anonymisation within published reports should be disapplied in their case.
11 See our Annual Report for 1999-2000 (HC 593), page 37.
12 In R v Local Commissioner for Local Government for North and North East England, ex parte Liverpool City Council, [2001] 1 All ER
462. See also my report, A Debt of Honour, 4th Report, Session 2005-2006, (HC 324: 13 July 2005), at paragraphs 132-3.
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110

For the reasons given above, I reject the submission
that there is a direct analogy, which I should follow,
between the approach adopted by the Courts,
when considering the liability of certain public
authorities for negligence, and the approach that I
should adopt, when considering remedies for
injustice resulting from maladministration by
financial regulators.

111

Nonetheless, it seemed to me that I should, in any
event, consider the public policy reasons put
forward by the public bodies for not providing
financial recompense in this case. Those reasons are
set out at paragraph 57 above. I am not persuaded
by them, with one exception. I explain why below.

112

I would first emphasise that I fully accept that,
when considering what an appropriate remedy
might be for the injustice sustained in this case, the
public interest is a consideration to which I should
have regard.

113

I also accept that, when doing so, it would be
appropriate to consider the potential impact on
the public purse of any payment of compensation
in this case. That one group of taxpayers might
have to underwrite the payment of compensation
to another group is something that cannot be left
out of all account.

114

To that extent, I accept the submissions of the
public bodies. I agree that the diversion of scarce
public resources is a relevant consideration which
should be taken into account and weighed in the
balance along with other relevant considerations.

115

I also accept that it is a matter of record that the
Courts have not imposed a common law duty of
care on financial regulators13.

13
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116

In that context, the public bodies in their
submissions have argued that I should have regard
to certain matters of public policy. Those
submissions raise the following four questions:


would any recommendation for financial
redress in this case result in an over-cautious or
excessively risk-averse regulatory approach?;



would such a recommendation be illegitimate
because the regulators in this case did not
exercise sufficient control over the ‘primary
wrongdoer’ or because it would ‘obscure the
fact that the immediate and material cause of
the loss in this case was Equitable itself,
coupled with the combined impact of external
factors’?;



would such a recommendation be inconsistent
with the broader role of regulation?; and



would such a recommendation be incompatible
with the statutory scheme that was in place
during the relevant period?

117

I am not persuaded by the answers to those
questions provided by the public bodies in their
submissions.

118

When considering the above questions, I have
borne in mind two central facts about the wider
context of this case. The first is that the system of
regulation which has been under consideration in
this report no longer exists. The events recounted
in this report belong to an historical era.

119

As I noted in Chapter 1 of this report, there has
been, since 1 December 2001, a wholly new system
of financial supervision in place pursuant to the
terms of the Financial Services and Markets Act
2000. When that new regime was introduced, it was

This has normally been on the basis that to do so would create a novel category of negligence liability.
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said to have strengthened and made more
effective the regulatory regimes it replaced
through consolidation and a move to a principlesbased supervisory approach.
120

121

Secondly, as I also explained in Chapter 1 of this
report, those operating that new regime, the FSA,
are not within my jurisdiction and so there is
unlikely to be any further occasion on which I will
be able to consider complaints made about their
actions.
It is therefore unclear to me on what basis a
specific recommendation now – designed to
remedy a purely historic injustice which arose
within a regulatory framework which no longer
exists and which has been the subject of
complaints that could never again be considered –
would reasonably lead to any detrimental impact
on the actions of financial regulators exercising
different powers in another context.

122

Nor would such a recommendation be designed to
remedy losses caused by the Society, as has been
suggested by the public bodies. In relation to
findings of maladministration leading to injustice,
such as I have made in this report, the ‘primary
wrongdoer’ is the body or bodies which acted with
such maladministration, not any third party.

123

In my view, a recommendation to remedy injustice
would be entirely consistent with the broader role
of regulation, and would not, as has been
suggested by the public bodies, be equivalent to
the creation of a warranty for current and future
investors. Such a recommendation would also be
compatible with the statutory scheme for
prudential regulation that was in place during the
relevant period, considered in the context of the
further statutory scheme created by the 1967 Act.

124

When considering whether it would be appropriate
to make a recommendation for financial
compensation – or for any other remedy – the
statutory regime to which I must have regard is that
which governs my work. That is the approach I have
followed.

125

While the facts of each case are matters to be
taken into account in any investigation, the
appropriateness of the contents of my report,
including what remedies might be appropriate, will
be determined by consideration of my role and
remit as that is prescribed in the 1967 Act.

126

There is no inconsistency between the
recommendation of a financial remedy in this case
and the provisions of the legislative framework
within which I must work.

127

Even if that were not so, I do not accept that a
recommendation for financial compensation in this
case would be incompatible with the statutory
scheme in place at the time governing the
prudential regulation of insurance companies.
Indeed, I consider that those who promoted that
legislation would be surprised by the contention
that the application of my normal approach to
complaints about the prudential regulation of
insurance companies would be inconsistent with
that regime.

128

In 1973, when Parliament was considering what
became the Insurance Companies (Amendment)
Act 1973 – which was subsequently consolidated
with other relevant legislation into the Insurance
Companies Act 1982 – concern was expressed
about certain of the powers granted to the
prudential regulators by those legislative proposals.
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132
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Such concerns primarily related to the
authorisation process and to the ‘fit and proper’
powers to be granted to the prudential regulators,
which together were designed to enable those
regulators to control entry to the insurance
industry. Particular concerns arose regarding the
lack of independent appeal mechanisms in cases
where those regulators decided not to authorise a
company or not to permit an individual to hold a
controlled position.
The Ministers promoting that legislation expressly
relied on the ability of those with complaints
about the actions of the prudential regulators of
insurance companies to come to my Office
through their Member of Parliament14. That ability
persuaded Parliament to agree to the proposals
and to reject amendments aimed at building into
the legislation additional appeal mechanisms.
Given this clear intention on the part of Parliament
and the lack of any express qualification on my
ability to apply our normal tests when considering
complaints about the functions of the prudential
regulators, I see no basis for accepting the
proposition that any recommendation that I might
make would be incompatible with the scheme of
the insurance companies’ legislation.
I have explained above why, even were I to accept
that the considerations to which the Courts have
regard are directly applicable to my consideration
of this case, the submissions of the public bodies
are unpersuasive. I would, moreover, note that the
Courts have held15, in the context of negligence
claims against public authorities, that:

… it would require very potent considerations
… to override the rule of public policy which
has first claim to the loyalty of the law: that
wrongs should be remedied.
133

I too would need to be satisfied that ‘very potent
considerations’ existed before I would decide that
no remedy should be recommended where one
was properly due. I consider that having regard to
that rule of public policy would be in the public
interest on this occasion. The submissions of the
public bodies do not, in my view, constitute such
potent considerations.

My recommendations
134

For all the reasons given above, I have concluded
that the submissions by the public bodies – that I
should be constrained in this case from adopting
the normal approach that I would adopt in other
cases, when considering what an appropriate
remedy would be for the injustice which I have
found resulted from maladministration – are
unpersuasive. It is open to me to recommend
financial compensation if that is appropriate.

135

I do not accept that I should adopt the approach
of the Courts to these questions and I am entirely
unpersuaded that I should depart from my normal
approach in that way. I now turn to set out my
recommendations.

See, for example, the Earl of Limerick in the House of Lords on 8 February 1973 and on 22 February 1973.
Sir Thomas Bingham MR in X v Bedfordshire County Council [1995] 2 AC 633. This view has been cited with approval by the House of
Lords in Gorringe v Calderdale Metropolitan Borough Council [2004] 1 WLR 1057 at [2] and by the Court of Appeal in Brooks v
Commissioner for Police of the Metropolis [2002] EWCA Civ 407.
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First recommendation
136 My first recommendation is that, in recognition of
the justifiable sense of outrage that those who
have complained to me feel about the
maladministration in the form of the serial
regulatory failure identified in this report, the
public bodies should apologise to those people
for that failure.
137

As I explain in Principles for Remedy, apologising is
not an invitation to litigate or a sign of
organisational weakness. It can benefit the public
body as well as the complainant, by showing its
willingness to acknowledge when things have gone
wrong, accept responsibility, learn from
maladministration, and put things right.

Second recommendation
138 My second – and central – recommendation is
that the Government should establish and fund a
compensation scheme with a view to assessing
the individual cases of those who have been
affected by the events covered in this report and
providing appropriate compensation.
139

140

16

141

The scope of such a scheme should, in line with my
Principles for Remedy, cover all those who have
suffered similar injustice to those who have
complained to me. That should include not just
residents of the United Kingdom but all those who
have sustained the injustice that I have found
resulted from maladministration.

142

I consider that it would be reasonable to expect
such a scheme to be established within six
months of any decision by Government and
Parliament to do so.

143

I recognise that there are likely to be practical
difficulties in establishing and operating such a
scheme. There may be an inherent conflict
between the speed and simplicity of delivery on
the one hand, and fairness both to those affected
and to taxpayers generally on the other.

144

I began this investigation by addressing, in my July
2004 report to Parliament, arguments that
complexity of the subject matter or practical
operational difficulties were a relevant factor to be
taken into account in any decision to conduct an
investigation. I said that those were not compelling
arguments in that context. I similarly do not accept
now that such difficulties mean that an appropriate
remedy should not be delivered.

145

I also recognise that how such compensation
should be calculated will need to be carefully
considered, not just in terms of how best to design
any scheme but also in the context of the
principles of regularity, propriety, and
accountability for the use of public money that are
set out in Managing Public Money16.

The aim of such a scheme should be to put those
people who have suffered a relative loss back into
the position that they would have been in had
maladministration not occurred.
Addressing relative loss in this way would remedy
any financial loss that has occurred and also the
loss of opportunities to invest elsewhere than the
Society. It is thus the most appropriate remedy for
the injustice that I have found resulted from
maladministration.

This document, which replaced Government Accounting in 2007, contains cross-Government guidance on the use of public money. It is
available at: http://www.hm-treasury.gov.uk
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146

While different approaches might be taken to the
calculation of compensation in such circumstances,
the existence of those approaches – such as that
proposed by EMAG on behalf of complainants or
that adopted by the Financial Ombudsman Service
in considering mis-selling complaints – indicates
that any difficulties that may be encountered are
not insuperable.

147

All those considerations are relevant to how any
compensation scheme should be organised and
delivered. While recognising that the creation of
such a scheme would not be straightforward by any
means, such difficulties as are likely to arise are not,
in my view, sufficient to negate the prime
consideration to which I consider regard should be
had – namely that, where wrong has been suffered,
a remedy for that wrong should be provided.

148

149

I recognise that the decision as to how best to
establish and administer any compensation scheme
is a matter for Government and Parliament.
However, I would offer, as a contribution to that
debate, my view of the principles which should
govern any such compensation scheme.
It seems to me that such a scheme:


396

should be independent and constituted along
the lines of a tribunal or adjudication panel,
with three members – one broadly representing
the interests of citizens and one representing
those of the relevant public bodies, with an
independent chair;
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should operate in a transparent manner, with
the basis being made public of the decisions as
to how compensation is to be calculated, as to
what procedure will govern the consideration
of individual cases, and as to the criteria which
will be taken into account when considering
those cases. Those decisions should only be
made after appropriate consultation is
undertaken, including with those directly
affected;



should be simple, not imposing undue burdens,
whether evidential or procedural, on those
making claims to the scheme.

150

The above principles would, I hope, be accepted
widely as being an appropriate and effective
mechanism of decision and delivery of the remedy
that I have recommended should be provided.

151

I hope, also, that it would be accepted that this
mechanism has to have, as its guiding principle, the
need to deliver as speedy a remedy as is possible in
the circumstances, consistent with recognising the
complex issues that would need to be addressed
and resolved. In my view, the scheme should take
no longer than two years from the date of its
establishment to complete its work.

Conclusion
152

I recognised above that the public interest is a
relevant consideration and that it is appropriate to
consider the potential impact on the public purse
of any payment of compensation in this case.
Furthermore, I am acutely conscious of the
potential scale of what I have recommended and
that acceptance of my central recommendation
might entail opportunity costs elsewhere through
the diversion of resources.

153

I also acknowledge that the public bodies have
raised an issue of principle which, if accepted,
would potentially have a much wider significance
for my work and thus for the remedies available to
Members of Parliament to enable them to assist
their constituents.

154

In that context, I invite Parliament to consider the
issues that have been raised in this report and the
recommendations that I have made and to
further reflect on what its response to my report
should be.

155

Having alerted Parliament to the injustice that I
have found was sustained in consequence of
maladministration, I would be very happy to assist
Parliament in its deliberations in any way that I can.
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Chapter 15 – Conclusion

1

At the very beginning of this report, in its
Foreword, I explained that the issues raised within
this report go to the heart of some current debates
about the nature of financial regulation and what
citizens might reasonably expect from such
regulation.

2

Of course, it is an objective shared by all that it
would be preferable to avoid, where that is
possible, situations where many hundreds of
thousands of citizens find themselves in financial
difficulties not of their own making.

3

Financial regulation exists to make a contribution
to achieving such an aim. However, as successive
Parliaments have recognised, such regulation
cannot prevent all company failures or financial
loss arising therefrom.

4

1
2

However, in considering the various submissions
that I have received from the public bodies whose
actions have been the subject of this investigation,
I have also been struck by another fundamental
mismatch.

7

Those submissions demonstrate a huge gulf
between the duties and powers that Parliament in
fact conferred on those operating the system of
prudential regulation and the responsibilities in
relation to those functions that the relevant
regulators and their advisers are now prepared to
accept were imposed on them.

8

I have explained in Chapter 5 of this report that
one of the four cornerstones of the system of
prudential regulation which existed at the time of
the events recounted in this report was regulatory
reform in the wake of high-profile insurance failures
or other such problems. Indeed, the regulatory
regime for the prudential regulation of insurance
companies was largely established through
legislation in 1973 that was a direct response to the
failure of Vehicle & General.

9

The tribunal that was established by the
Government of the day to inquire into the
circumstances which had led to that failure
concluded that the regulators had taken an overly
restricted view both of the powers which
Parliament had bestowed on them and of the
circumstances in which the use of those powers
should be considered2. That tribunal found that, for
almost four years, there had existed grounds for
intervention action in respect of the company,
action which should have been taken but which
was not even considered.

In my first report on the prudential regulation of
the Society, I reported that I had found there to be
a:
… fundamental mismatch between the nature
and expectations of the prudential regulatory
regime under which [the regulators] were
required to operate during the period in
question, and the understanding and
expectations that policyholders and others
appear to have had of that regulatory system1.

5

6

In terms both of what it is reasonable generally to
expect from the system of financial regulation and
of what standard should be applied by me to the
review of the actions of those operating that
system in this particular case, a minority of
complainants certainly hold views which would
suggest that such a mismatch continues to exist.

4th Report, Session 2002-03, The prudential regulation of Equitable Life (HC 809), Part 1, paragraph 10.
Report of the Tribunal appointed to inquire into certain issues in relation to the circumstances leading up to the cessation of trading
by the Vehicle and General Insurance Company Limited, (HC 133), 15 February 1972.
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10

In the report of its internal inquiry into the
supervision of Northern Rock during the period
prior to its nationalisation, which was published at
the end of April 2008, the FSA concluded that it
could not provide assurance that the prevailing
framework for the assessment of risks had been
appropriately applied in respect of Northern Rock.
The FSA also identified other failings which were
described as ‘the most significant combination of
shortcomings’3. It was found that the risk
‘assessment of Northern Rock … as “low
probability” was key to many elements of the
subsequent supervision of the firm’.

11

12

13

3

That system of regulation, as it was supplemented
and amended over time, was replaced on
1 December 2001 by the system which is now
operational and which is contained within the
Financial Services and Markets Act 2000. However,
while the two regimes are governed by different
legislation and informed, perhaps, by different
approaches, difficulties continue to be experienced
by financial firms. The contribution of those
responsible for regulating those firms, in terms of
the prevention or mitigation of those difficulties,
also continues to be the focus of attention.

I have not investigated either the historical
regulation of Vehicle & General or the more recent
supervision of Northern Rock, although my
attention has been drawn to both cases on a
number of occasions towards the end of the
investigation which led to this report. For current
purposes, I take the findings of both the tribunal
and the FSA at face value.
Nevertheless, it seems to me that there are
parallels between these other cases and the
conclusions to which I have come within this report

in respect of the prudential regulation of the
Society.
14

I have found that, in relation to the Society,
grounds existed on many occasions for the use of
the powers of intervention which the prudential
regulators possessed. However, little or no
consideration was given by those regulators to
whether it might be appropriate to use those
powers. That echoes the findings of the Vehicle
& General tribunal.

15

I have also found that, despite the information
before the relevant regulators, any concerns which
should have been raised by that information did
not materialise in relation to Equitable. The Society
was seen by those regulators as low risk, because of
its long history and central place in actuarial
tradition, because of its market position, and
because of its good reputation. Such an assessment
was, as appears to have been the case with
Northern Rock, key to the way in which the
regulation of the Society was undertaken.

16

There are other ways in which those other cases
resonate with my findings in relation to the
prudential regulation of Equitable – such as the
apparent failure by the FSA to record the content
of meetings with Northern Rock – but those are
perhaps matters for others – and perhaps history –
to consider.

17

It seems to me that the central lesson that can be
learned from those cases – and perhaps the only
way to address the fundamental mismatches that I
have found on the part both of some complainants
and of the relevant public bodies – is the need for
absolute clarity as to what can and cannot be
expected from the system of financial regulation.

The supervision of Northern Rock: a lessons learned review, FSA Internal Audit Division, March 2008.
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18

Key to achieving such clarity are three things: a
clear Parliamentary intention, systems and
processes that are designed to deliver that
intention, and a shared understanding as to the
limits to the protection that the system offers to
investors both before and after problems arise, as
they inevitably will.

19

I make no suggestion as to what is the appropriate
or optimal form of, and approach to, financial
regulation. That is a matter for Parliament.

20

21

22

Nevertheless, whatever form or approach is
adopted should be clearly articulated both within
the relevant legislative framework and in any
information provided about the system of
regulation as to what it can or cannot deliver. Such
information should be available to those – whether
as investors, as regulated entities, or simply as
legislators and taxpayers – who are potentially
affected by such regulation.
Devising policies and approaches to implement the
policy underlying the system of regulation –
whatever that policy is – is critical to the success of
such a system. The development of principles or
philosophies, and of administrative systems of
verification and oversight, will doubtless aid such
effective delivery of Parliament’s intention.
However, such approaches to regulation should be
consistent with what Parliament intended. It would
be entirely unsatisfactory if Parliament were to
legislate for a particular form or level of protection
that was negated or reduced by the adoption of
restricted and narrow interpretations of the duties
and powers that Parliament has imposed in order
to see its intention properly administered and
effectively discharged.

23

Moreover, all those participating in – or with
responsibilities for supervising from without – the
financial system, including those investing or
considering making such investments, should
understand their own rights and responsibilities
and thus be enabled to take appropriate action to
mitigate those risks which cannot be removed by a
system of regulation.

24

It seems to me that market stability and
confidence in financial services can only be harmed
where problems arise in a context in which no
general understanding exists as to whether or not
the system of regulation aims to prevent such
problems from arising or as to whether a safety net
exists to remedy any financial losses sustained.

25

I am aware of the views of others who believe that
deficiencies in the system of regulation, and not
the way in which that system was operated in the
particular case of the Society, are more to blame
for the circumstances which led to the Society to
close to new business in December 2000.

26

However, I have found little evidence that would
support such an assessment. The aim of the system
of regulation that was in force under the Insurance
Companies Act 1982 was clear enough. The means
afforded by Parliament to the prudential regulators
in order to deliver that aim were robust and could
have been used, but were not used, in relation to
the Society.

27

In reviewing the development of this regulatory
regime, I was struck by a recurring theme in the
Ministerial explanations to Parliament as to the
basis for the powers that it was being asked to
provide to the relevant regulators.
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28

The purpose of the Bill is to improve the
protection given to insurance policy holders. It
is another example of the measures being
introduced by the Government under the
general heading of consumer protection. It is
clear that we must do all we sensibly can not
only to protect the policy holder but also to
maintain the name and reputation of our
insurance industry which does so much for our
invisible earnings.
29

30

When the Policyholder Protection legislation,
which established a scheme to provide
compensation where insurance companies failed,
was introduced, the then Secretary of State for
Trade, the late Peter Shore, told the House, on
18 June 1975, that the legislation had:
… one central purpose and justification – to
see to it that policyholders do not suffer
major loss and hardship when an insurance
company fails. Let me say straight away that I
consider that my main objective, in supervising
the industry, is to see that insurance
companies do not fail … But the fact is that
insurance companies have failed over many
years, and in the past two years, in particular,
a number of companies have got into
difficulties as a result of the deterioration in
the general economic situation and
particularly the fall in stock market values and
the decline in the property market.
I shall do my utmost to prevent failures in the
future, but, if and when they occur, my major
concern, and I believe that of this House, must
be for the victims of such failures. Life

402

insurance is the major form of saving in this
country. For many people a life insurance
policy represents their only substantial
investment. The average citizen relies very
heavily indeed on his insurance policies.

Sir Geoffrey Howe (as he then was), the Minister
introducing what became the Insurance Companies
(Amendment) Act 1973, told the House of
Commons on 21 May 1973 that:
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On 2 February 1981, in introducing legislation to
implement the provisions of the first European
Directive, subsequently to be consolidated within
the 1982 Act, Sir Reginald Eyre, the then Minister
responsible for prudential regulation, explained the
approach to insurance regulation within the UK as
being based on the doctrine of ‘freedom with
publicity’ – like membership of the European
Communities, another of the cornerstones of the
system of prudential regulation covered in this
report – and said:
Quite properly, the freedom I have referred to
has its limits; the Secretary of State has a
clear duty to intervene if it appears that all is
not well. The need for supervision of the
insurance industry is one of record. There have
been cases in the past where failures of
insurance companies have done policyholders
and interested third parties great harm, and,
indeed, done the industry no good. Although
no system of supervision can avoid completely
all risks of difficulty or failure of an insurance
company, Government responsibility for a
systematic approach is to be found not just in
the United Kingdom, but throughout the
countries of the developed world and in many
others.

31

Ample means to deliver the central aim of
regulation, as articulated by all those Ministers –
the protection of policyholders – were given by
Parliament to those responsible for regulating the
insurance industry.

32

The central story of this report is that this robust
system of regulation was not, in respect of the
Society, implemented appropriately – that is,
consistently, fairly, and with proper regard to the
interests of those directly affected – by the
prudential regulators and those providing
assistance and advice to those regulators.

33

Assessing the risks relevant to a particular insurance
company cannot be appropriately achieved
through relying on its longevity or reputation.
Verification of the financial position of such a
company is not achieved if clear indications of
difficulty or other warning signs are ignored or not
followed through to a proper resolution. Ensuring
that current and potential investors have sufficient
information to enable them to make informed
choices about their finances requires the published
information about companies to be accurate and
complete.

34

My findings in this report show that the prudential
regulation of the Society during the relevant period
failed – and failed comprehensively. That was not a
system failure, but a failure properly to implement
in the particular case of the Society the system of
regulation that Parliament had enacted.

35

Shared understandings as to the purpose of, and
limits to, financial regulation and as to the relevant
rights and responsibilities of all those affected by
such a system depend on the proper
implementation of Parliament’s intention. That did
not happen in this case.

36

As I noted in Chapter 4 of this report, on behalf of
complainants EMAG submitted that:

37

The comfort taken by investors that a system of
regulation exists to protect their interests cannot
be lightly dismissed – but it should have a realistic
basis. Ensuring that such comfort is realistic
requires clarity as to what regulation is for, as to
how it will be undertaken, and as to its limits.

38

This report deals with events and a regulatory
framework that are both in the past. It is for
Parliament to consider whether any lessons for the
present – or for the future – can be drawn from the
story that has been told in this report.

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.
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