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1 - EXECUTIVE SUMMARY

Sir John Chadwick wrote to me on June 12 as the representative of The Equitable Life Trapped Annuitants (ELTA) setting out his preliminary proposal on his approach to be adopted and the issues to be addressed and inviting comments from interested parties with a view to refine his approach.

I am very grateful for the opportunity to be able to respond on behalf not just of ELTA members but all the With Profits Annuitants (WPAs).

The (WPAs) of the Equitable Life Assurance Society (Society), now sold to the Prudential, represent between 5% and 6% of the total policyholders but I estimate have suffered, I estimate, between 50% and 60% of the total losses. I have no idea what was intended by the phrase “disproportionate impact” as it is completely without any quantifiable meaning but I think one can claim the WPAs that if ever a phrase could be said to apply to a group of policyholders, then surely the WPAs qualify.

The findings made by the Ombudsman and accepted by the Government and thus fall within Sir John’s remit, include:

a) “Apparently arbitrary changes to the assumed retirement ages”
b) “The holding of no explicit reserves for the liabilities associated with - guaranteed annuity rates” 
c) “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 mal-administration.”
Self evidently the Society did not make these, shall we say, presentational changes to their statutory returns in order to downgrade a stellar set of results but logically to disguise the underlying weakness of the Society in order to pay higher bonuses than were otherwise justified, offer better annuity rates than could be afforded, both in order to attract more policyholders and investments. That this approach must inevitably led to financial collapse means that all policyholders were indirectly affected not just those who might or might not made a further investment.

It seems to me that the weakness of the Ombudsman’s report, the Government’s response and Sir John’s preliminary proposals, as a consequence do not take into account the essential difference between an investor and annuitant. 

a) An investor is making choices on a short-term basis, evidently with a long-term intent, but open to choices in the future. 

b) An annuitant is making a decision that he/she has to live with for the rest of his/her life and without any means of making changes to that decision should the financial circumstances of the Society change.

So a decision made in for example 1999 regarding the reinsurance does not just affect those,

 “who joined Equitable Life or paid a further premium that was not contractually required in the period after 1 May 1999.” 

but all existing policyholders, such as the WPAs, who had no choice about staying or going and thus were effectively and equally contractually committed. 

This fundamental dichotomy lies at the heart of the problem in dealing with the disproportionate losses suffered by the WPAs and the solutions apparently being offered and these preliminary proposals.

It is my submission, that the interpretation placed on the Ombudsman’s report and the Government’s response is too restrictive and that without those constraints, it is possible to create a scheme of ex-gratia payments, that not only satisfies the intentions of the Ombudsman and the Government but also and maybe more importantly provides natural justice to the WPAs of the Society who by any reasonable test have suffered disproportionately.

Peter Scawen

25 June 2009

a) 2 INTRODUCTION

There are/were approximately 1 million members of the Equitable Life Assurance Society (Society) of which only 62,000 are With Profits Annuitants (WPA's). But the problems and issues that concern the WPA's are not necessarily congruent with the policyholders as a whole, so a "solution" that satisfies the majority of policyholders may not meet the needs of the WPA's. 

There are two reasons for this:

1) The WPA's may only represent some 5% to 6% of the policyholders but we represent, I estimate, about 50 to 60% of the losses incurred.

2) With the conventional policyholders, the loss is "easily” determined. How did my investment in Equitable compare to a parallel investment in another society (or basket of societies) The difference is the loss. For these policyholders, their loss was incurred in the past and is effectively frozen.
But with WPA's we need to be able to look to the future in part because their annuities will be running for many years yet and for in general the annual payments will continue to decrease through time. In order to do this, we need to understand the age and sex profile of each WPA, their investment decisions, the age of the policy and make some estimates of likely future returns on investment. For the WPAs their losses will not only occur in the future but they are increasing and will continue to increase.
This fundamental difference between the interests of the WPA’s and the investors seems not to be properly understood and lies at the heart of many of the problems that have caused the WPA’s to suffer disproportionately compared to the other policyholder groups.

This issue was evident from the outset, it was the primary reason that ELTA was created and WPA’s invited to become members and why I have spent the last 7 years working on their behalf ably assisted from time to time by other WPA’s and interested parties. However, it must also be stated that, whilst I will claim some expertise in the matter of the With-Profits Annuity (WPAnnuity), I do not make such a claim for other of the products offered by the Society nor do I seek to represent their interests. My interests and submission related solely to the issues that confront the WPA’s

The purpose of compulsory annuity purchase is to require individuals to secure a safe and reliable income for retirement when, crucially, they will be unable to supplement their income from alternative sources. Since this is a key statutory requirement that an individual MUST buy an annuity, it follows that the regulating authorities have an absolute obligation to ensure that the products offered on the market can meet that statutory objective. Any failure to do so must inevitably result in a justified claim for mal-administration.

The WPAnnuity was a particularly complex financial product, poorly understood by the annuitants who purchased it and many of Society’s representatives who sold it. It was predicated on the belief that the Equitable Life Assurance Society was a properly regulated, blue chip, institution of sound financial standing. Annuitants would not have purchased the product had they believed otherwise. More than any other product the Society’s finances were key. Without its apparent financial strength, the product could not have been sold.

Three core issues differentiate with-profits annuitants:

· Their inability to surrender the policy or transfer it to another provider;

· The importance of the purchase in the context of providing a safe and reliable income, when the individual’s abilities to find replacement income were increasingly remote; and

· The increase of their losses as they get older because of the central role of the increasing, but un-guaranteed terminal bonus that was required to maintain their retirement income.

The WPA was deeply flawed as a source of retirement income. Probably it could never have delivered what it promised. The risk annuitants were invited to accept was the risk of the market, hedged by Society’s (allegedly) superior financial management and adequate reserves to support a smoothing policy. In fact there were no reserves to cover terminal bonus policy, no smoothing policy and Equitable was managed incompetently. The ever-increasing gap between the “guaranteed” annuity and the total annuity was not covered by reserves, nor did it feature as a liability in the accounts and statutory returns. It could therefore only be met either by an ever increasing sales effort, so that new investments were required to meet the obligations of the old, or, as occurred from November 2002, by not paying it. In effect, Equitable created a pyramid scheme. 

There was a significant failure of regulation. It was the responsibility of the regulator to ensure that the products on the market were in fact capable of delivering what they were offering, since annuitants are reliant on the regulator to carry out the sort of tests that lie beyond the competence of the general public.

The Ombudsman’s critical findings that the information on financial standing was incomplete, that liabilities were understated, and that the solvency position was not appropriately verified leading to a misleading picture of the financial health of the Society, mean that the clear injustice sustained by With-Profits Annuitants was the purchase of a product, which, without this mal-administration, they would not have purchased.

3 BACKGROUND

I was an Equitable with profits annuitant.

There are no shortage of reports and explanations written by me (and many others) that you can find on the ELTA web site (www.elta.org.uk) ELTA has approximately 2,500 members, about 5% of the total WPA community and it was a sub-set of that community that I also led in the recent and from our perspective successful litigation against the Society.

I have been involved in this matter for nearly 7 years. I developed the original computer model, which disclosed to the public for the first time the characteristics of the WPA, its features, limitations and risk factors. 

I established ELTA (Equitable Life Trapped Annuitants), and subsequently became the Chairman of ECL (ELTA Claims Ltd), a single purpose company established to manage the recent litigation against Equitable Life on behalf of some 400 annuitants and in conjunction with Clarke Willmott (CW) acting for the plaintiffs.

The model has been substantially enhanced as a result of the recent litigation, as a consequence of which I have discussed, argued, pondered and considered it from every angle imaginable with considerable input from fellow directors of ECL, many With-Profits Annuitants, lawyers, leading QCs and actuaries. Arguably I, and Paul Chapman (of CW) are probably the most knowledgeable  (non-actuarial) people there are on the subject of WPAnnuities.

Broadly speaking the actuarial experts to the litigation on both sides were in agreement as to the mechanism of the WPAnnuity and nobody, so far as I am aware, has disputed the arithmetic basis of the model that I developed and on which this analysis is based.

Further, both sides broadly accepted the actuarial calculations that established the quantum of losses for the plaintiffs, though some of the numbers, such as future discount and bonus rates were not. These would have been resolved at trial although, as is well known, a settlement was reached between the two parties prior to the court hearing on confidential terms. 

Outside of Equitable Life, probably nobody else has that expertise and these issues affect directly not only how With-Profits Annuitants should be compensated but, more importantly, the quantum of any compensation. 

4) SUBMISSIONS and COMMENTS

It is my intention to deal with the points and issues raised in Sir John Chadwick’s document referring to the relevant chapter numbers as and where necessary. Where appropriate I will interpolate phrases, sentences and/or paragraphs from the document.

I will used the headings and sub-headings contained within the document

1) Summary of Approach

The structural classification of relative losses into “Head A” and “Head B” are unquestionably useful in the sense that they allow for an easy organisation of the data, interpretation and presentation of the conclusions but in the case of the With-Profits Annuitants (WPAs) the interpretation placed on the Ombudsman’s finding is too restricted and arguably fails the test placed on their proposals of dealing with those policyholders who have suffered disproportionate losses.

Since this analysis is key to the interpretation of the Ombudsman’s findings, I must deal with this issue in some detail. The document states:

3.2 These two heads reflect different concepts:

(i) Head A measures the relative loss suffered by those who put new money into Equitable Life (or did not withdraw funds from Equitable Life when they could have done so) by reference to the difference between the position in which they are (or were at the relevant end date) and the position in which they would have been if they had invested their money elsewhere in the market; and

(ii) Head B measures the relative loss suffered by those who remained in Equitable Life (or continue to make payments) by reference to the difference between the position in which they are (or were at the relevant end date) and the position in which they would have been as Equitable Life policyholders had Equitable Life been properly regulated.
3.3 It is important to have in mind that relative loss measured under Head B would include loss suffered by those who remained in Equitable Life in circumstances in which, at the relevant time, they had no choice. At first sight, that would include loss suffered by:

(i) with-profits annuitants;

(ii) holders of recurrent single premium policies with no or no effective right to terminate; and

(iii) those who were not effectively entitled to withdraw funds.
This is entirely logical but then the report goes onto state that:

3.4 Nevertheless, it seems to me that, at least in respect of the Fourth Finding – and possibly also in respect of the Sixth Finding – I am precluded by the terms in which the Ombudsman has expressed her Findings of injustice from considering any loss falling under Head B. This is because the Ombudsman has found:

(i) at Report 1/12/100 (page 346 and see paragraph 2.3 above), that no injustice resulted from mal-administration under the Fourth Finding where a policyholder neither relied on the information in the relevant regulatory returns nor suffered either a financial loss or a lost opportunity to take an informed decision as a result of such reliance; and

(ii) at Report 1/12/146 (page 351 and see paragraph 2.10 above), that those who suffered injustice resulting from mal-administration under the Sixth Finding were those (and, it would seem, only those) who joined Equitable Life or paid a further premium that was not contractually required in the period after 1 May 1999. 

Given that the Terms of Reference require me to limit my considerations to those Findings that have been made by the Ombudsman and accepted by the Government, it seems to me that I am not permitted to consider any loss beyond that which the Ombudsman has found to have constituted injustice. I invite representations on this view.

In respect to the 4th finding, the proposals state 

2.7 In the light of the passages which I have set out, I do not understand the Ombudsman to have found (or the Government to have accepted) that failure by GAD to question and seek to resolve whether the changes that Equitable Life made to its assumed retirement ages in its 1994 and 1996 regulatory returns did, in fact, lead to injustice. The Ombudsman’s Finding (and the Government’s acceptance) is that those changes (if not capable of being justified by Equitable Life) might have done so. In those circumstances it seems to me necessary that I should myself make a finding of fact on this question.

Yet in both cases, Retirement Ages and Guaranteed Annuity Rates, the Government states that it accepted the Ombudsman’s finding of injustice 4.101 & 4.105) so it would appear that 2.7 above says the opposite. I am not sure why this should be so. 

In respect to the 6th finding, in fact whilst the Ombudsman states

2.10 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 mal-administration. Those affected by that mal-administration have also suffered injustice in the form of lost opportunities to take informed decisions about their

financial affairs.

That is quite explicit but the Government apparently does not take such a restrictive view and states 

4.136 The Ombudsman has found that, had credit for the reinsurance treaty not been permitted, Equitable Life would have been unlikely to have declared a bonus in 1999 and earlier closure to new business would have followed. It is the Ombudsman’s view that such consequences would, “on the balance of probabilities,” have followed had the reinsurance treaty not been available to Equitable Life.

That conclusion is quite different, especially for the WPAs, as had the above happened then in 1999, well before the financial market became adverse, the Society would have been an attractive acquisition for another company.

I said above that this is key as on the basis of the interpretation above, then WPAs cannot qualify for an ex-gratia payment under any of the finding save for a very small minority (Based on an analysis of the WPAs who participated in the recent litigation, I estimate that to be 13.5%) who purchased annuities between 1 May 1999 and 31 December 2000 when the Society was closed for new business.

I will use my own experience to illustrate why I consider such an interpretation to be too restrictive:

The reason why I considered buying an annuity from ELAS was that it’s annuity rates were superior to those offered by other pension providers AND the reason for that is set out clearly in the findings made by the Ombudsman, (inaccurate age tables and failure to adequately reserve for the GAR liabilities) and accepted by the Government. Had this not happened then in all probability the annuity rates offered by the Society would not have been competitive and I and other WPAs would not have purchased any products from ELAS.

So I was reliant on the information contained in the Society’s returns, even though I did not purchase my annuity until Feb 1997, since at that date the accounts for 1996 were not available and I was reliant on the reports, or the sales literature on which were based on those reports, from 1995. The same logic applies to all WPAs who purchased policies in the years 1995 to 1998.

The same logic of course applies to the Financial Reassurance arrangement. Had a proper arrangement been put in place, then in all probability the Society would not have failed and not only the purchasing decisions made between May 1999 and December 2000 would not have been so disastrous but ALL purchasing decisions since WPAnnuities were first offered by the Society in 1989. 

It follows that ALL WPA’s were affected by the failure of the regulator to monitor the Society’s performance correctly IRRESPECTIVE OF WHEN the policy was purchased, either:

1. Directly in that with the full information they would not have bought an WPAnnuity, or

2. Indirectly in that they have incurred losses that would not have happened had the issues been confronted and the necessary changes made to correct the situation.

In failing to correctly require ELAS to adjust its reporting, the true status of its finances could not have been concealed and action must have followed to correct the situation. Almost at any time before 2000, it is my opinion that action could have been taken to at worst keep the Society stable and protect the interests of the WPAs and other policyholders. The unwillingness of the regulator to face the truth and confront the Society led directly and inevitably to the financial failure of ELAS and the losses that the WPAs have suffered. 

I will go on discuss these possibilities later in this document.

In Appendix B I use two case studies to illustrate in their own words, the experience of two With Profits Annuitants of Equitable Life and the conclusions that I reach are:

Both of these annuitants have been severely affected and will continue to be affected by the catastrophic failure of regulation. They were reliant, as they were and are entitled to be reliant, on the figures presented by the Society, which by any reasonable test, they expected to have been inspected, audited and approved by the regulator. Self evidently, this was not the case as indeed the Ombudsman has reported and the Government accepted.

It is my submission that they were indeed reliant and the interpretation made above is too restrictive at best and at worst not what the Ombudsman or indeed the Government, who used the phrase “disproportionately affected” intended.

In summary, all through the 1990’s situations occurred that required action by the regulator, as set out in the Ombudsman’s report and accepted by the Government, that had they been correctly pursued WPAs would either NOT have bought their annuities or would NOT have suffered the losses that has been inflicted on them as a result of the financial failure of ELAS.

If I may be permitted to restate again part of the Introduction:

The purpose of compulsory annuity purchase is to require individuals to secure a safe and reliable income for retirement when, crucially, they will be unable to supplement their income from alternative sources. Since this is a key statutory requirement that an individual MUST buy an annuity, it follows that the regulating authorities have an absolute obligation to ensure that the products offered on the market can meet that statutory objective. Any failure to do so must inevitably result in a justified claim for mal-administration.
It therefore follows that trying to separate policyholders into HEAD A or HEAD B helps to clarify the two major classes of policyholders, those that could leave and those that couldn’t, it does NOT follow that their losses can be separated in the same manner.

I AM GOING TO PROCEED IN THE REMAINDER OF MY SUBMISSION ON THE BASIS THAT THIS POINT IS ACCEPTED.

5) ISSUES TO CONSIDER REGARDING RELATIVE LOSS

I must restate that I am disregarding the separation between Head A and B for the reasons set out above and that my comments relate solely to the WPA’s

There is no end date as the losses will in all probability continue for the lifetime of the annuity and may even increase through time. 

There are two basic methods be which the loss can be determined:

a) The so called “Alternative Transaction”. I accept that Sir John Chadwick fully understands what this means but for completeness and clarity it means what annuity would the annuitant have chosen from those offered by the Society had he/she not purchased a WPAnnuity.

b) The “Comparable” offering. If the consideration money had been invested with a different annuity provider or basket of providers and not with the Society..

A) The Alternative Transaction

The data required is as follows:

1) For each individual annuity policy:

· Consideration money

· commencement date

· anticipated bonus rate (anything between 0% and 7.5%)

· whether the guaranteed interest rate applied (policies pre-dating July 1996)

· spousal benefits (anything from 0% to 100%)

· initial guarantee period (anything from 0 to 10 years)

· dates of birth of policyholder and spouse

· the relevant annuity rate (unique to those circumstances)

· the actual annual payments for each year of the policy. This includes these four element:

· The basic annuity

· Declared bonus annuity

· The un-guaranteed annuity

· The total gross annuity

This data is available from ELAS and now the Prudential.

It has been suggested that if the most recent year’s annuity statement is available then it is possible by backward iteration to determine much of the data above. In theory this is correct but because of the discontinuity of payments in the period 2002 to 2006, (following the closure of ELAS for new business) this is not in fact feasible. In any event much of the other data required to correctly undertake this work is still required.

2) Global 

a) The annual declaration by ELAS and now the Prudential of

· The Declared Bonus Rate

· The Overall Bonus Rate

· The detailed changes made each year in the period 2002 through 2006 whilst the Society was adjusting annuity policy payments to bring them into line following its closure for new business.

b) From the Prudential its estimate of future bonus rates. It must be noted that relatively minor changes to this has a profound effect on the quantum of losses for each policy so that in order to ensure transparency, this number (or numbers) should be cross referenced by an independent expert 

c) If policyholders are to be awarded a lump sum payment, then an independent assessment of future discount rates is essential, again to ensure transparency.

3) From each individual policyholder

Each policyholder will need to submit what their “alternative transaction” would have been had they not purchased the with-profits annuity as a result of this mal-administration. 

The Alternative Transaction is their choice of one of the other annuity types offered at the same time. Typically these were as follows:

· A guaranteed level annuity

· A 3% escalating annuity

· A 5% escalating annuity

· An RPI linked annuity

Each annuity type will produce a different, very different quantum of loss and thus any claim must be substantiated with written evidence, unless the choice was a guaranteed level annuity, which was the alternative transaction of choice by the majority claimants in the recent court case. 

My experience when a cross-section of Equitable annuitants were supplied with the starting levels of the alternatives and asked to consider the alternative product they would have purchased is that 

· 57% would have chosen a level;

· 23% a 3% escalating annuity; 

· 8% a 5% escalating annuity; 

· 12% an RPI-linked annuity.

4) From the actuarial profession.

· Each policy has a unique starting annuity rate depending on the choices set out in A) above and the state of the market at the time. Somewhat surprisingly I am told that this type of data is not generally retained by ELAS (or the industry in general) but it must be calculated from other data that they hold.

· The current mortality tables.

With all of this data, it is possible to determine:

· What the with-profits annuity would have paid over the actuarial life time of the policy, taking into account all the reductions that have occurred and will occur in the future; and

· What the “alternative annuity” would pay over the same period.

The difference between the aggregate values of the two over the lifetime of the policy is the loss. This may seem like a very onerous task but in fact the calculation is fairly routine once the data has been collected.

I think it would be an understatement to state that this involves a huge amount of work and would require communication with each WPA. I regard this approach as impractical.

B) The Comparator

In fact this is the method proposed by the Ombudsman. Since the nearly all, but NOT all, WPA’s have been transferred to the Prudential then it would be relatively easy to compare the performance of the two funds for each annuity using the same basic data and the difference will be the loss. Well, at least to date.

The attraction of this approach is that it does not involved the WPA’s as all the relevant data is held either by the Society or the Prudential

The key problem (with both of these methods) is that future losses are a function of future bonus rates and future discount rates. They have a profound effect on the quantum of losses and are of course highly subjective. The recent and unexpected announcement by the Pru that the Overall Rate of Return for 2009 and 2010 will be –5% (minus) will significantly impact the loss calculations and illustrates how difficult forecasts of such key data is. My suggestion is that the three interested parties, the Government, the Prudential and representatives of the WPA’s have their claims adjudicated so as to avoid any suggestion of impropriety.

For both methods, the aggregate loss for all the policies represents the total quantum of the claim for the WPA’s. There will of course be a similar, though different in detail, process that has to be followed for each of all the other policyholder classes. The aggregate of all the losses for all policyholder classes then represents the total quantum of losses and with that, the compensation made available by the Government can be easily distributed across each policy in a just, fair and transparent manner. More importantly it will not be open to challenge through the courts.

By chance I happen to have a complete set of data for Mr T who considered buying a WPAnnuity from the Prudential in 1992 and what his alternative transaction was had he not bought a WPAnnuity from the Society. In fact he would have chosen a 5% escalating annuity.

The chart below shows the effects projected forward to his 80th birthday. The numbers up and including 2010 are hard but obviously from then until 2018 they are my best estimates. Of course the 5% escalating is a reliable number.

What it shows is:

i. The poor performance of the WPAnnuity from the Society compared to his alternative transaction.

ii. The disingenuous argument presented by the Government amongst others that the losses were entirely attributable to so called “market forces” As can be seen the Prudential WPAnnuity did in fact decline but has since recovered and there is every expectation that it will continue to do well. As I say elsewhere had the regulator acted promptly and forcibly this was one possible outcome for the Society. 

(Please note that the WPAnnuity of the Society transferred to the Pru in 2008 has retained exactly the same features as the original and MUST NOT be confused with the original Pru WP Annuity whose performance is the one illustrated)
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For convenience, I have also plotted, dashed red line, my estimate of Mr T’s annuity had he purchased a more conventional guaranteed level annuity. Combine this with the alternatives open to Mr T and in fact all the WPA’s of the Society and it is easy to see the complexities that can arise when deciding what is the basis of comparison should be in order to determine losses.

It is somewhat difficult to respond directly to the points raised in this section of the report as the structure I have used does not match.

4.1) The end date for WPA’s is their “age of death” as per the actuarial tables, having made allowances for current age, sex, education and profession.

4.2) Both of these methods described above, The Alternative Transaction or The Comparator, permit the calculation of overall loss (or gain) for each policy.

4.3 (i) Where policyholders have died, then if spousal benefits and/or guarantees are part of the policy then of course they must be honoured. The problem arises where a policyholder dies in period after the Government has offered in principle an ex-gratia payment and the date of a formal offer. I believe that the beneficiaries of these policyholders should receive the ex-gratia payment as if they were still alive. 

4.4) In fact there are, so far as I am aware, only two other companies providing WPAnnuities, the Prudential and Norwich Union, now Aviva. Both can be used as a basis of comparison but since the methodology used to calculate the annuity payment is quite different, it may not be that helpful. However since the WPA’s of the Society have been sold to the Pru, though as I stress the actual methodology used has not changed, it would seem more logical to compare the Society’s/ Pru annuity with the Pru’s original WPAnnuity

4.5) This is dealt with elsewhere.

4.6) WPA’s could not transfer their policies nor make any changes to them under the terms of the policies in force with the Society

4.7) The losses should be offset by any gains made by the WPA having other policies of the same type with the Society. However it does pose issues where for example, the wife, let us say, has made the gain and the husband made the loss? It is quite common for husband and wives to hold separate polices, though many are also joint holders. And what happens with couples who cohabit but are not married, divorced couples etc. 

4.8) If WPAs have received compensation as a result of actions by the Society, compensation through the courts or adjudication through FOS, then any losses must be offset by these gains. In practice I anticipate that WPAs who have already received some compensation will not receive any further payments.

4.9) As can be seen from Mr T’s example, he might feel aggrieved if his alternative transaction, the 5% escalating annuity, was not the method chosen as that is clearly “the most advantageous computation of relative loss” for him. 

On the other hand those who would have chosen the guaranteed level annuity (57% based on my sample of policyholders) as their alternative transaction would prefer to be compared against the Prudential WPAnnuity as that is clearly “the most advantageous computation of relative loss” for them.

4.10) I have not yet found a simple way to reduce the complexity of the determination of relative losses. The Comparator approach is the easiest mainly as it does not require involvement from the policyholder. 

6 - THE THREE FINDINGS

The three findings that have been accepted by the Government and thus fall within the brief are:

A) The Fourth Finding: Scrutiny of Equitable Lie’s regulatory returns for 1984 to 1996 

B) The Sixth Finding: Financial Reassurance

C) The Tenth Finding: Information Provided by the FSA after Equitable Life closed to new business-

Other than the WPA’s are not affected by the Tenth Finding, I propose to deal with findings in the same way since it is my opinion that the impact of these two findings of mal-administration by the Ombudsman affect the WPAs in the same way.

Clearly the Ombudsman has found that mal-administration has taken place, repeatedly over many years and that, these findings have been accepted by the Government who in turn have offered some sort of scheme of ex-gratia payments.

In all cases, the objective of the Society was to make presentational changes such that its performance appeared better to the public at large, its existing and potential policyholders in detail. Of course there is no direct evidence for this, save it would be illogical if it were to be argued that the Society was trying to make an otherwise excellent set of results look worse.

Now the question has to be posed why would the Society wish to do that other than to:

a) retain existing investors.

b) attract more new business, either investors or people putting their savings into the Society for a pension.

In other words the objective of the exercise was to artificially inflate the results to make the Society more attractive and more competitive.

The function of the regulator is not least to ensure that the results of the Society correctly reflect it’s under lying financial position.

This is a perfectly normal exercise save that in the case of the Society the regulator failed in its statutory duty of care.

Since the true situation was not known, (i.e. the performance of the Society was better then it truly was) investors were placing money that was used in a sort of pyramid scheme to create more attractive results, which attracted ever more investors in an upward spiral of growth based on very shaky foundations. The moment, the inward investment flow stopped, then the spiral just collapsed.

The essential issues raised by Sir John’s document when dealing with these findings is what could have, what should have been done to stop this happening?

So what were the choices:

The simple answer was to confront the problem and take decisive action as all though the 1990’s it was possible to take corrective action and which unquestionably would have led to a slowing down in the growth of the Society; results may have become uncompetitive for a while but surely better than what has happened. The problem I think lay in the unwillingness of the Society and the regulator to PUBLICLY accept that this so called Blue Chip company, the oldest mutual in the world, etc, etc, blah, blah since that would have posed serious questions in the UK market and maybe internationally about the quality and expertise of British financial institutions and the quality and effectiveness of the regulatory system. (Today’s crises are not new!)

Of course the Society reached a point where the problems could no longer be avoided and at that time the Society could have:

a) Reduced payments, bonuses, etc in order to re-establish over time a sound financial structure that would have enabled the Society to continue trading. In fact, of course events overtook any long-term strategy. This option was available during the 1990’s.

b) De-mutualised and gone to the market to re-capitalise its balance sheet.

c) Asked the members for more capital. After all the deficit was only £3 billion, So with a 1 million members, on average the members had to put in, or give up, £3,000 of capital each. Not pleasant for anyone but perfectly doable if managed correctly.

d) Sell itself to another insurer whilst the Society was relatively strong and could still present a reasonable balance sheet.

The regulator had a duty to intervene and for whatever reason failed to do so and all, and I repeat all, policyholders lost out.

7 - DISPROPORTIONATE IMPACT

No matter how I try I can determine no meaning to this term.

Self evidently what may be disproportionate to me may not be disproportionate to someone else, it depends on our lifestyle choices, our needs and not least our ages.

Further, it was my understanding that we were all equal before the law, yet this statement seems to seek to set this basic right aside. I do not know enough about the law but it poses in my mind the possibility of a legal challenge, which surely cannot in the best interests of any policyholder.

I will make a basic assumption, simply for arithmetic convenience that all WPAs have seen their income from the Society reduce by 50% from its starting value.

How do I compare under the term Disproportionate Impact:

1) Two annuitants Mr A whose annuity is £100,000 and Mr B whose annuity is £10,000. If both lose 50% of their income, both are living in reduced circumstances but I do not think it is realistic to argue that Mr A is poor though Mr B clearly is.

2) But let us now suppose that Mr A has a mortgage and as a consequence has to sell his home in order to meet his obligations whereas Mr B paid off his mortgage many years ago, has reduced mobility because of his age and thus can live comfortably on his lower income

3) But we forgot to mention that Mr B actually has 4 other annuities and actually his total income is over £50,000, has a nurse to look after his every need.

4) And then there is Mr C who had an income of £40,000 reduced to £20,000 and is struggling but has two homes, one in the UK and one in Spain worth approx £400,000 each.

5) Mr D meanwhile can just about manage on his £20,000 per year but has had to give up his subscriptions to The Economist, cannot afford to eat out, and now buys Tesco’s Cornflakes rather than Kellogs’. 

6) Mrs F has a reasonable income now reduced to £20,000 but she has to look after her sick husband and has had to spend substantial sums of money installing additional features to enable her husband to have a tolerable lifestyle. They could have paid it out of income but they are dipping into their savings, which creates additional stress.

7) Mrs G had planned to retire early take a further qualification and works with disadvantaged children in the Inner Cities. Now she cannot afford to pay the fees at the Open University, so she is left unable to fulfil one of her life’s objectives and the disadvantaged children are left and ignored.

8) Mr H now has an income of £20,000, no savings but owns a property in St George’s Hill worth £1 million in Surrey. He cannot meet his day-to-day expenses but cannot in today’s market conditions sell his home.

9) Mr & Mrs J have an elderly relative, Mr J’s mother who they look after at present but the reductions in their income have meant they have had to put her into a care home at a substantial cost to the taxpayer.

Many of these examples are based on people that I know, somewhat exaggerated to make the point of course, but how does anyone decide what disproportionate impact means to these people and how do you distinguish between them.

And there is another subtle aspect of this issue. Look at the details of the real Mr B (see Appendix B). He is struggling now of course but in a few years, he will be in desperate straights. So, someone who might pass the disproportionate test today might, almost certainly will fail the same test in a few years time.

Every WPA has a story to tell of hardship at a time when they all expected to live out their retirement years in a lifestyle that they chose through their long-term savings and investment plans. Everyone has their own ideal and has a right to enjoy what they worked for through their lives, a lifestyle destroyed not least by these acts, repeated acts of mal-administration. So somehow, and I do not know how, we have to derive a system that ensures that people’s situations that WE KNOW are going to get worse are taken into account when allocating resource.

I am only dealing with WPAs but their claims have to be melded into the claims of other policyholders with an equally complex set of domestic issues that have to be resolved

As I see it the only way is to treat everyone the same and pay them out their share of the ex-gratia lump sum that is made available but then surely that was not the Government’s intention. The alternative is quite an intrusive, essentially means tested inquiry into each claimants financial affairs and the expenses they are incurring and that is wholly unacceptable.

The best solution would be to restore the status quo ante as if this mal-administration had not taken place but of course that will place demands on the public purse, which may not be acceptable at present

Appendix A

With Profits Annuitants 

The people that ELTA represents are uniquely different from other policyholders. All are retired, with an average age in the mid 70’s, some relative youngsters, active both physically and mentally, and others reaching the end of their lives with all the associated problems of memory and physical, and intellectual frailty that comes with the ageing process. 

Two illustrations tell the story. An annuitant phoned up to advise me of his new address. When asked what it was, there was silence and he said, sadly, “I have forgotten, I will go and check!” Another annuitant phoned me and said he was sorry for not doing more but he already had one leg amputated, was going into hospital for a tumour and in all probability would need his other leg amputated as well! These are the people who need our active support and assistance.

We see the world differently from others. Within broad constraints, we know our income for the rest of our lives. It is fixed, or at best inflation linked. We have no future job prospects, no promotions in sight, no career moves, just the same income year in and year out. Accordingly, pensioners become very conservative about costs and budget very carefully to ensure that their expenses and incomes remain in balance. We live within our means, so if our income changes radically, as in the case of our Equitable WPAs, this poses some very real problems. 

And it makes no difference whether we have a large or small annuity: that money forms part of our plans for our lifestyle and once it is removed then we have lost out with no opportunity to recover the situation.

We also come from a generation that reached political awareness at the end of the pre-war depression, survived the war, or grew up in the years of austerity following 1945. We learnt to survive, so whilst our incomes have been reduced and many have had to sell their properties in order to create funds to meet their liabilities, most of us just “tighten our belts”, travel less and reduce our non-essential spending. Others rely on their families or the various income support schemes available to UK citizens from Social Services. This was NOT our objective when we spent our lives saving money so that we could live more comfortably without money worries during our retirement when at last we would have the time to simply spend more time with our families, or to explore new horizons, be they intellectual, travel or cultural.

I have already made clear that we, the with-profits annuitants, are different from all other classes of policyholders because:

1. Our income is already significantly reduced and it looks as if such reductions will continue for the rest of the annuitants’ lives. The transfer of the With-Profits Annuitants to The Prudential does NOT negate this statement, indeed the reductions imposed in 2009 and 2010 will make the situation worse.

2. With-profits annuitants (WPAs) believed they were buying an annuity that would increase at least broadly in line with inflation. This was the advice of the Equitable’s tied representatives. Whilst we all understood there would be temporary variances from time to time as a function of the financial markets, it was never explained that nearly 50% of our annuity would NOT be guaranteed and could, and indeed has, been removed by the Equitable in order, we believe, to meet its obligations to other policyholders, who of course can take their investments elsewhere.

I quote from an e-mail that I received recently. “Just to reinforce the point I met a friend recently who had his money invested with ELAS and he eventually withdrew it (£85K) less 16% and stuck the money into a risk free high interest account. After 3 years he has now recovered his capital and is a relieved and happy bunny.” 

These policies were presented as being as secure as the so-called Blue Chip investments by a financial institution that had the highest reputation for probity in the UK and whose clients included many workers in state industries and service providers, civil servants and indeed MP’s. 

Appendix B

Case Studies
I am presenting two case studies that illustrate some of the issues.

1) Mr T took out an annuity with the Society in 1992 with an investment of £542,660. He chose a conservative Anticipated Bonus Rate of 4% though he DID NOT KNOW that ELAS then added the so called GIR (Guaranteed Interest Rate) of 3.5% effectively making his ABR a not so conservative 7.64%. 

I stress that Mr T was quite unaware of this modification to his ABR but the consequence was that his starting annuity level was higher than it would otherwise have been but he was very much more exposed to any financial problems the Society faced in the future. 

The chart below sets out the performance of the fund over the last 17 years plus a forecast of his income for the years 2009 and 2010 where the data is not available but where I have calculated the payments based on the reductions announced by the Prudential for these years (and are in red)
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Mr T has no other income other than his state pension and whilst I would not seek to argue that he is poor by any conventional test, he selected a lifestyle based on at worst a stable income of approx £45 K per annum and is now faced with an income of approx £26 k in 2010 and with a continuous decline.

I estimate that by 2020 Mr T’s annuity will be worth £17,896 per annum, approximately 38% of his starting income in 1999, and of course that is ignoring the effects of inflation, which based on a inflation rate of 3% will be the equivalent of approx £12,928 at today’s value. By any reasonable test, by 2020 Mr T will be poor and will have been disproportionately affected by the failure of regulation.

2) Mr B took out his annuity with the Society in 1998 with an investment of £144,819 again with a conservative ABR of 5.5%.  He lives in France and this is his only source of income save for his State Pension.

The chart below sets out his results. As can be seen there is some data missing which I have estimated (and is in red as with Mr T). They key point is the significant reduction in his income following the reductions announced by the Pru in 2009, some 10% which as far as I can tell from the Prudential literature will be repeated next year. 

I quote below what he said in a recent e-mail to me, which has been reformatted for the purposes of clarity but the text is unchanged, though I have added some details indicated in red. As he says is will be entitled to various benefits from the French Social Security system as his income is so low. Given that his investment was just under £150K, it is a sad reflection on the Society and the Regulator.

I estimate that by 2020 Mr B’s annuity will be worth £6509 per annum, approximately 45% of his starting income in 1999, and of course that is ignoring the effects of inflation, which based on a inflation rate of 3% will be the equivalent of approx £4,702 at today’s value. By any reasonable test, by 2020 Mr B will be living in poverty and will have been disproportionately affected by the failure of regulation. 
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The key point he is making is that his choice of Equitable and his ABR was based on figures provided by the Society in their published literature, in turn based on their financial reports. He was entirely reliant on the information provided by the Society and as he says, had the figures not been so good there were alternatives available which were competitive. The failure of the Regulator to ensure proper reporting clearly influenced his choice of pension provider and has led to the financial crisis he is now facing today and the rest of his life.

Hi Peter

Of course you are welcome to use my data.

1) I will give you the monthly figures, which commence 1st June each year. These figures are of course (monthly) gross although of course tax on this income is not of major importance, my tax for 2009 will be only 368€ and I would anticipate that with this years reduction in annuity I will have a zero tax liability for 2010 and in addition will be able to claim various rebates and free benefits.

1999

£1204.84

2000 

I don't have this figure

2001

£1059.36

2002

£1056.32

2003

£866.25

2004

£821.09

2005

£787.00

2006

£778.92

2007

£774.63

2008

£771.94

2009

£712.20

2) I paid £144,818.97 to Equitable to buy the annuity. Immediately prior to purchasing the annuity in May 1999 I was so impressed by the figures I saw - over the previous 9 years an average of 11.63% actual returns and 11.1% allocated returns - that I transferred some £40,000 from two other pension funds to Equitable. I made this transfer because it appeared simpler to have one single annuity, rather than 3 smaller ones. I made the change in the direction of Equitable - I could at the time have chosen either of the other 2 companies - because these returns seemed satisfactory and also Equitable appeared to be the most sound reliable. I did not actually ask the other companies for quotations as I was at the time so convinced that Equitable was the best.

4) Apart from the state pension my annuity from Equitable is my only income.

Equitable told me that it would be very reasonable to expect 3% growth pa, with that I would now have £1619 pm, (£19428 pa) more than double the actual for today, and an amount that would have made life comfortable, rather than somewhat restricted as it actually is today.

Best regards

Conclusions

Both of these annuitants have been severely affected and will continue to be affected by the catastrophic failure of regulation. They were reliant, as they were and are entitled to be reliant, on the figures presented by the Society, which by any reasonable test, they expected to have been inspected, audited and approved by the regulator. Self evidently, this was not the case as indeed the Ombudsman has reported and the Government accepted.

The statement in section 3.4 of the report states: 

Nevertheless, it seems to me that, at least in respect of the Fourth Finding – and possibly also in respect of the Sixth Finding – I am precluded by the terms in which the Ombudsman has expressed her Findings of injustice from considering any loss falling under Head B. This is because the Ombudsman has found:

(i) at Report 1/12/100 (page 346 and see paragraph 2.3 above), that no injustice resulted from mal-administration under the Fourth Finding where a policyholder neither relied on the information in the relevant regulatory returns nor suffered either a financial loss or a lost opportunity to take an informed decision as a result of such reliance; and

(ii) at Report 1/12/146 (page 351 and see paragraph 2.10 above), that those who suffered injustice resulting from mal-administration under the Sixth Finding were those (and, it would seem, only those) who joined Equitable Life or paid a further premium that was not contractually required in the period after 1 May 1999.
It is my submission that they were indeed reliant and the interpretation made above is too restrictive at best and at worst not what the Ombudsman or indeed the Government, who used the phrase “disproportionately affected” intended.
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		Reversionary Bonus		1.1050		1.0950		1.0850		1.0775		1.0725		1.0700		1.0650		1.0600		1.0550		1.0500		1.0450		1.0300		1.0275		1.0275		1.0275		1.0275		1.0275		1.0275		1.0275		1.0275		1.0275		1.0275		1.0275		1.0275		1.0275		1.0275		1.0275

		Terminal Bonus		1.0000		1.0000		1.0250		1.0900		1.1850		1.2750		1.3650		1.4350		1.5150		1.4700		1.3225		1.3200		1.4250		1.5375		1.7200		1.8523		1.9948		2.1482		2.3134		2.4914		2.6830		2.8894		3.1117		3.3510		3.6088		3.8863		4.1853

																														Growth factor				1.0769186047

		ABR		1.0750

		Year		1992		1993		1994		1995		1996		1997		1998		1999		2000		2001		2002		2003		2004		2005		2006		2007		2008		2009		2010		2011		2012		2013		2014		2015		2016		2017		2018

		Base Annuity		46,755.48		47,625.35		48,068.38		48,180.16		48,068.12		47,844.54		47,399.48		46,738.09		45,868.54		44,801.83		43,551.55		41,728.46		39,884.65		38,122.30		36,437.83		34,827.78		33,288.88		31,817.98		30,412.07		29,068.28		27,783.87		26,556.21		25,382.79		24,261.23		23,189.22		22,164.58		21,185.21

		Final Annuity		0.00		0.00		0.00		1,204.50		4,326.13		8,851.24		13,034.86		17,059.40		19,952.82		23,072.94		20,469.23		13,457.43		12,763.09		16,201.98		19,585.33		25,076.00		28,372.11		31,651.77		34,919.49		38,179.71		41,436.76		44,694.92		47,958.41		51,231.35		54,517.84		57,821.93		61,147.61

		Total Annuity		46,755.48		47,625.35		48,068.38		49,384.67		52,394.25		56,695.78		60,434.33		63,797.49		65,821.36		67,874.78		64,020.78		55,185.89		52,647.73		54,324.28		56,023.16		59,903.79		61,661.00		63,469.75		65,331.56		67,247.98		69,220.63		71,251.13		73,341.20		75,492.58		77,707.06		79,986.51		82,332.82

		Final as % of Total		0.00		0.00		0.00		2.44		8.26		15.61		21.57		26.74		30.31		33.99		31.97		24.39		24.24		29.82		34.96		41.86		46.01		49.87		53.45

																										Percentage Increase				3.18		3.13		6.93		2.93		2.93		2.93



The blue is your source data and the red my forecasts based on assumptions about the Reversionary and Terminal Bonus

You can change the assumptions about the future bonus rates and you can see the effects quite easily. I think it improbable that the Terminal Bonus will exceed 2.00 so there presumably will be some adjustment to the reversionary Bonus but then your guess is as good as mine.

The model is 100% accurate so any changes to the assumptions that you make will be accurately calculated.
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