With Profits  – Is the End Nigh?

By David Gunnersen MSc, AFPC,  APFS, CFP
In recent years, the amount of press coverage forecasting the end of with profits as an investment medium has increased. This document is intended to highlight the issues.

History: Life insurance evolved centuries ago in London, and was originally subject to no rules. Anyone could insure anyone-else’s life for any amount. So gamblers would take out policies on the lives of politicians and celebrities, who would then seem to meet untimely deaths. 

Then life assurance was banned (by politicians!). 
Then it was legalised again, with the concept of “insurable interest”, which remains today. The proposer must have a pre-existing financial interest in the life assured – a reason for taking out the policy. Everyone has an unlimited insurable interest in their own, and their spouse’s life, incidentally; but not in the life of a politician or celebrity. You can also insure the life of a debtor, to the extent of the debt.
The Actuarial profession evolved to estimate life expectancy and set premium rates at levels which would allow free market competition between insurers, for their profit. But in its infancy, the Actuarial profession got it wrong. The premiums were set too high, and people started living longer than predicted. They didn’t all die as early as expected, so death payouts were lower than predicted. So the life companies were embarrassed by their unexpected riches, which they then invested for gain. 

They then came up with the idea of distributing some of these “windfall” profits as bonuses to loyal customers who had kept their policies in force for all of the originally intended duration, probably not through any altruistic largesse, but maybe to gain market share for new sales. Most companies were mutuals, so were owned by their policyholders, who could maintain that they had a right to receive excess profits as payouts. The amount of the bonuses was at the discretion of the companies’ actuaries, and still is.

A complex structure of “reversionary”, “terminal” and “special” bonuses evolved, where the bonuses were calculated as “£%”  (“pounds percent”) of the sum assured (the death benefit). Existing bonuses attracted bonuses themselves, at different rates. It was virtually impossible to compare bonus structures between different life companies due to the arcane methods of calculation. Some bonuses were purportedly “guaranteed” in that “once added, they couldn’t be taken away again”, while others, such as terminal bonuses, were more ethereal, and never really existed until they were physically paid out. Even to this day I see “policy valuation statements” that amount to little more than a figment of the imagination – any investment is only worth would you get back if you cash it in, after charges, “penalties” and Market Value Adjustments.
Until very recently, the late 1980’s in fact, one could only invest in with profits by taking on a long term commitment (usually ten years plus) to regular premiums on an endowment, whole of life, or pensions policy.
I asked a leading with profits life company in about 1983 why they didn’t launch a “single premium” with profits investment policy as I felt there would be a large potential market. They referred my idea to their actuaries who said it wouldn’t work. They refused to say why they thought this, when pressed.
Then from the late 1980’s companies started selling “with profits bonds” – single premium with profits policies with minimal life cover, for investment. Many billions of pounds have been invested in such policies, though sales have fallen sharply recently.

Actuaries have a duty to safeguard the financial interest of their company. They must make sufficient reserves to enable the firm to guarantee sums assured, and existing declared bonuses, and not become insolvent. They must take these considerations into account when declaring bonus rates, and also bear in mind that the underlying investments may not always make a profit. They may make losses, even for consecutive years. So they must hold “reserves”. The ratio of a company’s reserves to its assets and liability is expressed as “financial strength” in measures such as the “free asset ratio”. Generally, the higher, the better for the company and its policyholders.

Modern Times:

Life expectancy continues to increase, on average by around two years per decade, with no sign of a reversal of trend. People now live to average ages that would have been unthinkable a century ago. Until quite recently, bonus rates on with profits policies continued to increase. The policies came to be perceived, and sold, as investments first and foremost, rather than life insurance. The life cover was kept at the minimum level needed to be able to call them life policies. This also attracted certain tax benefits, notably Life Assurance Premium Relief until March 1984 (which still continues for some in-force policies), and freedom from higher rate income tax on proceeds of “qualifying policies”. The tax benefits of life policies, however, are “not what they used to be”.

The underlying funds of with profits policies are largely invested in a diversified portfolio of UK and foreign equities, Gilts, Corporate Bonds, commercial properties, and cash/money-market instruments. The life companies, until recently, had almost full discretion over how the funds were invested. 

It is often difficult to obtain a statement of precisely where the funds are invested. For example, some leading with profits life companies refuse to tell advisers and policyholders how their “foreign equity” holdings are spread around world markets. They lump the US Stockmarket, by far the World’s largest, together with those of Emerging Markets such as Indonesia, Argentina, Mexico etc. This makes it impossible to incorporate these investments into a proper risk/reward adjusted asset-allocation exercise, which is by far the most important part of the investment advisory process.
With profits policies came to be seen as a low risk investment into the share and property market. The effect of the bonuses, and “guarantees” attaching were promoted as being a way to “smooth” the returns from the stockmarket. Given that shares tend in the medium to long-term to out-perform cash and fixed interest, but are volatile in the short term, this became highly attractive to many ordinary investors. Single premium with profits policies began to be sold in the late 1980’s as “with profits bonds” – a way to hold stocks and shares without the “shocks and scares” of direct share investment.

The arcane “traditional” with profits bonus structure has disappeared and was replaced with “unitised with profits”, where the fund is divided into units, which are priced daily by some companies. Bonuses “attach” daily and are notionally guaranteed. The value of the fund shown on statements seems only to go up, and over the medium to long term appears to match the performance of a more volatile directly invested managed fund.

Terminal Bonuses remain an illusion until they are actually paid out, though some companies quote them in ongoing policy valuations.

Historically, many with profits companies were mutuals – they were owned by their policyholders, who could vote at company meetings, hire and fire directors, and were entitled to a fair share of all of the assets, without having to distribute them to shareholders as dividends.

However, most mutuals have demutualised. Given the choice, most policyholders/owners voted to receive short-term “windfall bonuses” from their share of the reserve surpluses, and the companies’ management encouraged voting for demutualization on the grounds that it would enable easier capital-raising in the markets. A few, notably Standard Life, have remained mutuals, however, though probably not for long.

The Trouble with With-Profits

· The rate of bonus declarations remains at the discretion of the company actuary. You can never be sure that your final payout is a true reflection of the value of the funds that you have invested. The actuary is employed by the life company to safeguard its interests. Actuaries are not unintelligent people. It is considered one of the hardest professional qualifications to gain. But they don’t always get it right, and the ex-Chief Actuary and CEO of Equitable Life, the World’s oldest mutual life assurance company, has been publicly censured by the authorities for gross misjudgement and reckless negligence.
-Marketing and sales types on the boards of life companies found that, in a competitive and well-publicised market, there was a sales imperative to keep bonus payouts high. Particularly throughout the 1980’s and early 1990’s the public, and advisers, tended to favour investing in, and recommending for new investment, those companies with a competitive recent history of paying out high bonuses. They often ignored asset-strength, investment policy, underlying asset-performance, expenses etc., and became known as “bonus-junkies”. The forced merger of UK Provident (UKPI) with Friends Provident in the mid-1980’s was a foreboding warning shot of the impending doom of Equitable Life for similar reasons, and once again was easily foreseeable.

- The marketing types tended to overrule the actuaries, who were persuaded to declare excessive bonuses and eat into reserves. This situation remained until a few years ago. Now, there is much greater concentration on financial strength as an indicator of competitiveness. As some companies are paying no bonuses at all, there is little else to go on.

· The underlying investments within the with profits fund remain shrouded in secrecy. The life companies are major institutional investors and employ top flight fund managers. They must know that the USA is not an emerging market, so why do they conceal the true asset-allocation from their investors by lumping all “foreign equities” together in public asset-statements? Refusal to tell investors or their agents precisely where the funds are invested, or providing one-year-old data when the funds could have been moved since, is wholly unacceptable. 

I even see statements from with profits life offices showing a significant percentage of investors’ funds are held in a mysterious asset class called “other assets”. Clearly this is an unacceptable level of secrecy.
- The guarantees attaching to bonuses already declared turned out not to be quite as “guaranteed” as one might have thought. The companies have a tool called the “Market Value Adjustment” factor (MVA), (or sometimes “Market Value Reduction (MVR) written into the contracts. This means that when the policyholder chooses to encash his investment, other than on a pre-agreed contractual date such as a fifth anniversary of commencement, or a maturity date, the life company can at its sole discretion, down-value the payout by any amount. It’s wholly discretionary, from a legal point of view.

 So the “guarantees” are not very good, then, are they?
This was originally intended to protect the life company against a “run” on its funds in times of unexpected serious setbacks in investment markets. However, most with profits bond providers are presently (as at August 2005) imposing MVAs, even though it is way over two years since stockmarkets bounced back strongly after the three-year bear market from 2000 to mid-March 2003. 

Note that the companies still use the expression “surrender” and “penalties” for when an investor wants his money back. There is an implication that he/she has “given up” or reneged upon an imagined undertaking to keep his funds invested, and should be punished for his disloyalty. Many resent this paternalism. Even at point-of-sale, investors must be told how they are to be “penalised” for having the temerity to ask for their money back too soon, or indeed ever, as these are, of course “whole of life” contracts. 
A “whole of life” insurance policy is, incidentally,  a way of insuring against a certainty. 
Why would an organisation issue such a contract?
Out of charitable magnanimity perhaps, or with the deliberate intention of making a loss for themselves perhaps?

The life companies and their actuaries would say that their intention in imposing MVAs and retaining discretion over bonus rate policy is to safeguard the solvency of the company, achieve “smoothing” of investment returns, and attempt to ensure that each policyholder receives a fair distribution of the investment gains (or losses) that have been incurred on his money over the time he has been invested, which prima facie are perfectly laudable and reasonable objectives. 
Seductively so, in fact.

A true unit-linked policy, or a unit trust/OEIC achieves the last objective by guaranteeing that the unit price accurately reflects the value of the underlying investments, without anyone having personal discretion over the process.

As MVAs are discretionary and potentially unlimited, and terminal bonuses can evaporate overnight, it has become apparent that with profits policies have similar risk levels to direct investment from the investor’s viewpoint, with the added unease that the element of the actuary’s discretion brings. 

The calculation basis for MVAs, and to an extent bonuses as well, HAS to be discretionary and secret. If it were not, and were according to a publicly available formula, with complete transparency for all policyholders as to what their policies were worth at any one time in relation to the value of the underlying assets and their share of them, then the savvy investors with any intelligence would easily be able to calculate when it would be most advantageous for them to withdraw their funds at a time when they would get back more than their fair share of the real gains. 
This would of course be to the detriment of less astute investors. 
Then the policyholders would gravitate into two factions – those clever enough to calculate when to “dip in” and “dip out” of the fund to their own advantage, and the rest who would get poorer and poorer returns the longer they stayed. If the bonus declarations and the MVA calculation basis really guaranteed that at any one time the value of the policy on surrender exactly reflected the value of the investor’s share of the assets, then it would be no different to having a direct stake in the assets through, for example, a Unit Trust or OEIC, only more expensive in terms of management charges.
So we see that in “structured” products such as with profits (and also in other types such as precipice bonds, guaranteed bonds, zero dividend preference shares etc) it is futile to try to pretend that one is giving investors exposure to the superior returns available from real assets such as shares and property, without exposing them to the inherent risk of such real assets. 
You just can’t make the risk go away – it is always there, and all that guarantees etc. achieve is to add to the cost of the product and reduce returns, and to create employment for some clever mathematicians at your expense. Indeed as we have seen it can have the opposite effect and actually increase the risk by introducing actuarial discretion and exposure to the trading profits/losses of the company. That is why I tend to concentrate heavily upon very accurately identifying my clients’ risk/reward tolerance, then giving them direct, low cost exposure to the correct degree of risk through low cost directly invested funds with appropriate asset-allocation; rather than locking them into expensive “guaranteed” products that will inevitably fail to remove the intrinsic risk.
-In a mutual company the actuary, in declaring the bonus, is not only influenced by the gains/losses on the investments. It is called “with-profits” because the bonus distribution is a participation in the profits, or losses, of the company. So the investor has direct personal exposure to the financial strength and profitability of the company, and to the competence or otherwise of its management.

In extremis this may be illustrated by a hypothetical case [or in recent times, perhaps not so hypothetical]  where the life company makes substantial investment gains on its funds, but due to lax management, incurs excessive running costs, pays too much in commission, incurs fines for mis-selling etc. which eat up all the investment gains and leave nothing to be paid as a bonus. In a with-profits contract, you are investing in the management of the company, not just the underlying investment assets, yet you don’t control it, and may not be aware of changes in it.
-With profits investments are life assurance policies. 
It is axiomatic that “life insurance is sold, not bought”. Selling costs money, in commissions, advertising, salaries etc. It also exposes the company to regulatory costs (mandatory levies imposed by the regulatory industry to pay their own salaries etc.), and also to fines for “mis-selling” (something that the regulator, the FSA, can’t define, but fines companies for anyway - often very large amounts). No prizes for guessing from where these expenses are financed – it’s from the policyholders’ funds, so the investors pay.

- The debacle at Equitable Life, the world’s oldest mutual life assurance company illustrates further risks. It had to close for new business, substantially claw back declared bonuses as irrecoverable deductions, reduce current bonus rates, and negate annuity guarantees because of financial mismanagement and regulatory failure.

The government-commissioned Penrose enquiry into Equitable Life found that the company’s actuary had been running the with profits fund like a unit-linked fund, distributing too great a proportion of gains as bonuses and keeping insufficient reserves, in order to maintain market share by appearing to pay competitive payouts. It also heavily criticised the regulator,  for not stopping this. The company’s policy of issuing policy guarantees without adequately reserving for them dates back to 1957, and the looming near-insolvency was predicted from the early 1990’s onwards, yet the company continued trading and issuing policies knowing that its financial strength was compromised. 
Legal cases continue.

-The current regulator, the Financial Services Authority, has introduced and imposed steadily tighter solvency and bonus-policy restrictions on with profits life companies. This means that much of any investment gains that with profits funds make for the foreseeable future may go towards shoring up the financial strength of the balance sheet rather than being distributed to investors. So the medium term prospects for bonus distributions are very poor, with no short to medium term prospect of improvement as far as I can see. 

-The FSA now has powers to dictate underlying investment policy and asset allocation. In January 2004, for example, Standard Life was forced to sell £7.5bn of Equities and invest in fixed-interest securities (mainly Gilts) to shore up its financial strength. Gilts are safer, being guaranteed by the government, and can be used to match liabilities, but long term returns are considered likely to be lower than those on equities. Standard Life may not have wanted to sell equities at a time when equity markets were rising and gilt prices stagnant and forecast to fall, due to rising interest rates.

UPDATE: It has now been claimed (as of 16th August 2005 – in a Citywire e-mail article) that Standard Life policy holders have “lost out on more than £1bn of investment profit” as a result of this (copy article available upon request). This is about £480 loss per policyholder on average (source The Times).

I think that Standard Life would have easily have been able to predict this, and did not want to do it.

The FSA is a government agency. The government raises money for public expenditure through issuance of gilts. There needs to be a market for these gilts for these fundraising issues to be successful. Governments, through their agencies, can create artificial markets. . . . . . . . . .
Draw your own conclusions. 

Directly-invested managed funds do not have these fetters on investment strategy.

In summary, the association between life insurance and investment arose by accident, because actuaries got it wrong in the first place. They “got it wrong” at Equitable Life, as did the regulator. There are few tax benefits left associated with combining investment with life insurance, and in the modern age, investors seek transparency of investment assets, asset-allocation policy, costs and charges. Actuarial discretion brings opacity, and with it unease.

Surely, one objective of successful investment is peace of mind.

The Financial Services Authority itself has, reportedly, publicly confirmed in verbal response to a verbal question in public conference, that it has no conceptual objection to IFAs recommending wholesale encashment of and withdrawal from with profits contracts, provided penalties and costs are not too onerous, on the grounds of the preceding reasoning.
Are “MVAs” a “Cost” or “Loss”?

If you consider surrendering/encashing a with profits policy, you may think that you are suffering a “loss”  because of the Market Value Adjustment (MVA). But Is this correct?

It is debatable, however, whether this can be considered as a “cost” or “loss”. The MVA is a secret and discretionary calculation applied by with-profits providers to reduce the amount of the bonuses they have already declared that they will actually pay out upon surrender. It is ostensibly imposed to ensure that you receive a “fair” payout in relation to the true value of the underlying investment assets that you hold, in relation to the time you have held them. 

A unit trust or OEIC, however, guarantees that the payout on any one day is an exact reflection of the underlying asset-value, without the need for any discretion being applied. If a with-profits fund aims to achieve the same effect, which is what the MVA-justification appears to amount to, then there would be no point in having a with-profits fund, with its additional and secret expenses, and exposure to management risk.

If you cannot access the bonuses declared as attaching to your policy, and have no way of predicting when you might be able to , because future movements in the MVA are unpredictable, then the bonus values must be considered fictitious. In a real sense, therefore, they didn’t exist in the first place, and the true value of the policy is the surrender value after application of the MVA.

Therefore, the MVA is not a “cost” of surrender, nor a “loss”, as the quoted bonuses never really existed. Because of this, I consider that providers have been routinely misleading their customers by stating that bonuses are declared and guaranteed, only to devalue them when investors ask for their funds back. I feel that providers tend to use the illusion that MVAs are a temporary measure in exceptional market circumstances to “entrap” policyholders and deter them from asking for their investments back, so that they can maintain funds under management for their gain. I feel this is an unacceptable way to behave, so no longer recommend continuing to hold any with-profits funds.

Summary:

The main things wrong with “with-profits” can be summarised as:

i) You do not control the asset-allocation within the fund

ii) 
You usually cannot find out what the asset-allocation is, as most companies tend to refuse  to answer the question when asked
iii)      The regulatory authorities dictate the asset-allocation so as to safeguard the 

            companies’ financial strength rather than to optimise investment returns

iv) Investment gains are being channelled back into the companies’ reserves rather than being distributed fully as bonuses.

v) The rate of bonus declarations is wholly discretionary

vi) Bonus rates are influenced by the management expenses of the company as well as investment returns on the underlying funds, yet you do not control the management decisions of the company. This is an added level of risk for which there is no additional return. (It is generally accepted that the only rational reason why an investor would take an extra risk, is in expectation of having an extra return prospect for that risk exposure).
vii) The Market Value Adjustment (MVA)is a discretionary and secret calculation. You can never be sure that any surrender values represent the true underlying value of your asset-share. If you were guaranteed true asset-share in payouts, day by day, you might as well have a unit trust/OEIC rather than a with-profits fund. The former are almost certainly cheaper, and have more certainty of asset-allocation.
I know I can do better.
You are free to walk.

David Gunnersen BSc (Hons) MSc APFS AIFP
