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1)
SUMMARY

In many respects, the Third Interim Report (IR3) is a radical departure from the reports that precede it. 

That ideas change and develop is of course normal and indeed to be welcomed as new evidence and submissions from interested parties increase understanding not only of the overall picture, but the concerns and issues of other policyholder classes.

But equally, any such developments are presumably designed to increase the accuracy of the analysis and clarify issues that were previously obscure. However, although in part IR3 is a continuation of IR2, and wholly unexceptionable, and is mostly to be welcomed and accepted, certain sections in IR3 raise new issues:
i) The Low and High Impact Scenario
ii) The re-definition (or refinement) of 

a) Head A and Head B comparators; and 

b) The circumstances in which Head A and Head B are applied.
These changes do not appear to meet the objective of increasing accuracy, greater clarity or deeper understanding; we will discuss them and their implications for the WPAs in more detail later in this document, but in summary:
a)
Whilst the Low and High Impact Scenarios can be said to explore the possible upper and lower limits of the financial consequences of some of the decisions that might have been made by the management of the Society in its inter-reactions with the regulators, they are quite artificial. Nor do they apparently explore the dimension of the human interface at all, either from the perspective of the directors of the Society, or its policyholders.
b) If it is decided that the concept of Head A and Head B categories must be used, then all WPAs fall into the Head A category as from Jan 1992 onwards. 

In IR2 it was accepted that as the literature provided by the Society to the WPAs was not as complete as it might have been, then there was never a year when WPAs could have achieved the status of a “properly informed policyholder”, or could have made an informed decision prior to the acquisition of a With Profits Annuity from the Society. 

In fact it would be even more logical, and certainly easier, simply to use the comparators by policyholders’ class to determine the losses (which was the essence of IR2) without the use of Head A or Head B categorization. Even on the Low Impact Scenario, which is not accepted, WPAs would not have proceeded with With Profits Annuity purchases.

IR3 thus appears to have added an additional layer of complexity to a task that in essence is relatively simple.

The process envisaged by IR3 for the WPAs is complex because it apparently seeks to impose on them a scheme that arguably may (or may not) make sense for investors, but does not produce a legitimate result for the WPAs.

In attempting to establish an overarching scheme, the proposals in IR3 create so many subsidiary problems that are avoidable. It is perfectly easy to construct a model that determines the losses by policyholders, and classes of policyholder, by assessing the relative losses between them and a relevant comparator (or basket of comparators). There are some differences between

WPAs and other policyholder classes, but these are easy to understand and manage.
Finally, in the body text of IR3, Sir John has also invited, absent maladministration, additional comments on seven issues. We set these out at section 3.2 "Open Questions" and address these in this response.
2)
INTRODUCTION

2.1
With Profits Annuitants
2.1.1
There is no doubt that today, almost everyone accepts that the With Profits Annuitants (WPAs) are the class of policyholders that has been most affected by the events that occurred in and around Equitable Life. That is not to say other classes have not been affected, as clearly they have, but simply that WPAs are a particularly vulnerable group.
2.1.2
Despite this, and in my judgement, when reports are written, and ideas promulgated, they do not (or at best very rarely) take into account the specific and unique perspective of the WPAs. Sir John Chadwick has made great efforts in this respect and those are to be welcomed, but in IR3 it seems to me that there are still assumptions and assertions that make sense for all the other policyholder classes but which do not make sense for the WPAs.

I will comment on these statements in the body of this submission.
2.2
ELTA Principles
2.2.1
I will first restate ELTA’s fundamental principles, which will be the backdrop against which we will discuss issues raised by IR3
2.2.2
Annuitants understood that if they selected a product on which payments were dependent on investment, then returns would be dependent in part at least on the markets, and the underlying investments whether in Equities, Gilts, Cash, Property, or any other medium. What they could not understand, was the extent of the “provider risk” represented by the finances of Equitable Life itself, rather than the markets, because it was able to be concealed by the Society as a result of the regulator’s maladministration.
2.2.3
Every annuity type involves some form of risk judgement that the annuitant has to make:
i. With a Fixed Level Annuity, the risk relates to inflation. Even a modest 3.5% rate of inflation means that money more or less halves in value over 20 years, a relatively short time-span in today's world, where people often retire at 55 and routinely live well into their 80's or early 90’s.

ii. With an Escalating Annuity, growing at some fixed rate, then the annuity starts low, but steadily increases so that late on in the annuity the payments are significantly higher. In this case, the risk relates to your longevity.

iii. With an Index Linked Annuity, the risk relates to the future performance of that index, as well as longevity for the same reasons as in ii above.

iv. With a With Profits Annuity the risk relates not only to the markets, but also to the “provider risk” that the life company will not, or will not be able to, declare bonus. In Equitable's case, the “provider risk” was extreme, but remained hidden thanks to the regulatory maladministration, which took place.

In fact, there of course are two “provider risks” which are quite separate: 

a) The financial stability of the organisation itself, which is the responsibility of the regulator.

b) How good the organisation is in achieving acceptable investment returns. Self-evidently a life company can have a poor investment performance while not affecting the financial stability and/ or standing of the organisation.

The problem with Equitable is that its financial instability and poor investment performance were disguised by the failure of the regulator to take effective action. 

2.2.4
Further, although much less obvious, is that in the case of With Profits Annuities, the investment “risk” associated with other types of annuity has been transferred from the Society, which policyholders reasonably believe can carry that risk (since that is the role of insurance and pension providers) to the annuitant who cannot. This trust in the financial probity of a properly regulated company is why policyholders entrusted their pension funds to a supposedly mature and safe society and were reliant on the regulator to fulfil its obligations.

2.2.5
The fundamental point about ALL With Profits Annuities is that they are entirely dependent on the financial returns made by each company and these are so complex that they are quite beyond the comprehension of the average WPA. They are thus in turn entirely reliant on the regulator to ensure that the business practices followed by the company are sound and that it will deliver a result that, within reason, matches the policyholders’ reasonable expectations. 

2.2.6
However, it would appear that the role of the regulator, described above, runs quite contrary to the Treasury’s description of that role as quoted in IR3. Further, and so far as I am aware, that role has never been publicly described in this way before. It follows that the general public could not reasonably be expected to understand that role. To the contrary, the public must reasonably have expected that regulation to encompass verifying the financial probity of the company. Indeed, were HM Treasury’s definition of the prudential regulator’s role widely known, it is open to question as to whether any ordinary investor would entrust their savings to any “regulated” financial institution.

I will comment on these statements in the body of this submission.

2.3
Quantum of Losses

2.3.1
ELTA has supplied Sir John Chadwick with “anonymised” data concerning its members.

2.3.2
After extensive actuarial exercises an analysis of a significant sample of those members produced losses of approximately 48% of the premiums paid. 

2.3.3
While it is not for ELTA to determine the precise quantum of losses for the WPAs as presumably Towers Watson will be making this type of calculation,
 it must be noted that after these loss figures were calculated and the fund was transferred to the Prudential, as a result of the historical performance and lack of a ‘smoothing fund’ due to the maladministration, further losses have occurred. Therefore, these loss figures are probably an underestimate. I have not conducted any research on this issue, but I am confident that the loss figures may now be underestimated by as much as 20%. 

2.3.4
This is NOT to argue that WPAs should be compensated for losses caused by the market. The probable comparators for the WPAs are properly funded with reserves set aside to deal with market changes.

2.3.5
In comparison the fund transferred to the Prudential had no reserves and as a consequence in its documentation that accompanied the transfer the Prudential stated quite clearly that it would need to build reserves in the transferred fund.

2.3.6
Unfortunately and at the same time the market fell, so whilst the Prudential With Profits Fund could absorb the loss at least in part, the ex ELAS fund, which is in a ring fenced sub-fund, could not. As a consequence policyholders have suffered further major reductions in policy values and annuity payments.

2.4
Summary
2.4.1
In summary it can be confidently asserted that:

i. It is an inescapable fact that the WPAs have incurred substantial losses as a result of the maladministration.

ii. The WPAs were reliant on the Society and ultimately the regulator to provide the pension that they rightly expected.

iii. The existence of their losses cannot ever be a matter of serious debate.

These points are fundamental and incontrovertible. I will comment on the assertions and/or assumptions made in the 3rd Interim Report in the body of this submission.

3)
THE 3RD INTERIM REPORT
3.1
Introduction

3.1.1
The 3rd Interim Report (IR3) runs to 109 pages not all of which discuss issues that are directly relevant to WPAs. Accordingly this submission will focus on key points:
a) Acknowledging them where Sir John’s provisional conclusions appear to meet the losses of the WPAs and are thus to be welcomed.

b) Presenting counter arguments where it is considered that there is evidence to suggest alternative conclusions are more appropriate.

3.2
Open Questions

3.2.1
In the body of the text of IR3, Sir John has also invited additional comments, somewhat paraphrased for convenience, on the following issues:
i. What was the function of the regulations at the relevant time?
 (See this report 4.35 for comments)

ii. Are my provisional conclusions regarding Low and High Impact scenario warranted?
 (See this report 4.5 for comments) 

iii. What would a policyholder have done had they been properly informed?
 (See this report 6.3 for comments)

iv. What are the most suitable life offices for policyholders classified as Head A?
 (See this report 6.51 for comments)
v. What are the most suitable life offices for policyholders classified as Head B?
 (See this report 6.62 for comments)
vi. How to deal with “netting off” in respect of group policies as opposed to individual policyholders?
 (See this report 7.1 for comments)
vii. Policyholders who hold joint life and single life annuities?
 (See this report 7.1 for comments)
These questions will be dealt with in this submission.

4) 
THE SECOND, FOURTH AND FIFTH FINDINGS 

4.1
Introduction

4.1.1
Sections 2.14 through 2.44 essentially set out a series of assumptions made by Sir John in reaching his provisional conclusions. On the face of it, they are not unreasonable assumptions, but they remain assumptions, which I believe form the underlying logic of the Low Impact Scenario.

4.1.2
It is reasonable that these assumptions should be amenable to an exterior test and analysis. I say so for the following reasons:
First we know that in fact the regulators had the power and authority to intervene and for whatever reason chose not to do so. IR3 paints a plausible scenario as to why, but it should be tested as to whether the actions were reasonable.
Second, we know that their decision was wrong. In fact the Society was already in some difficulty meeting the regulatory requirements (as set out by Sir John in 2.24).
Finally we know that the Society ultimately failed.
4.1.3
When there is a scandal involving the public and the role of a regulator, there is almost always some form of inquiry to try to determine the cause of the scandal and to take action to prevent its recurrence and indicate whether compensation should be paid. 
4.1.4
Almost inevitably with these inquiries, there is no discussion based on what the regulatory authority might or might not have done, only a recognition that a mistake was made, lessons learnt and compensation paid to the victims. 
4.1.5
Nor so far as I recall during my lifetime, is there a discussion, as clearly there is in this case, which seeks to find ways to minimize the compensation on the grounds of what might have been. As I say, lessons are learnt, design concepts changed and victims are compensated. 
4.1.6
It is clear, for example, that the Treasury has followed this precept in the recent financial problems that have affected the financial industry.
It seems reasonable to evaluate IR3 against this accepted and established process. A departure from such an approach would in my view be entirely unjustified.
4.1.7
We recognise that one of the very positive features of Sir John’s work is how much he has listened to the various action groups and interested parties, adopting ideas in whole or in part, changing his initial position, etc.
4.1.8
The “Low and High Impact Scenarios” have been developed by Towers Watson as requested by Sir John to assist him in the understanding of the losses incurred by policyholders. However as Sir John’s “My proposals as to the approach to be Adopted, etc” was first presented in June 2009, and that it and the subsequent interim reports made no mention of them, it is difficult to understand why such a novel concept has been introduced at this late stage, particularly as there is now not enough time to explore the rationale or the logic used by Towers Watson in the creation of these two hypothetical scenarios.
4.1.9
Since the “Low and High Impact Scenarios” are introduced for the first time in IR3, it is appropriate that we discuss this concept first and explore a number of possible scenarios that might have played out in different circumstances. Our reservation here is that the scenarios are not and cannot be exhaustive, nor is there any way of determining which is the most probable. However, I do set out the thought processes that would have applied to the WPAs who would have been extremely sensitive to issues relating to Equitable's finances.

4.2 
Low Impact Scenario

4.2.1
The extended discussion of the Low Impact Scenario seems to present a view that nothing would have changed and thus the corollary that the impact of maladministration did not lead to any loss and thus no Ex-Gratia Payment (EGP) is due.

4.2.2
But we know that it is probable that all policyholders have incurred losses. However, as I state above, particularly in the case of the WPAs and following significant actuarial analysis we know and it is accepted in the 3rd Interim Report
 that WPAs incurred, and will continue to incur, substantial losses. 

4.2.3
So we are left with the conundrum: either the Low Impact Scenario is correct or the WPAs suffered losses, the former being hypothetical and the latter being an agreed and provable fact, but they cannot both be correct. 

4.2.4
Further, as is recognised by Sir John at 4.15 
“I recognise, however, in addressing the question whether the information concerning the financial state of Equitable Life that would have been in the public domain in the years before 1999 (absent maladministration) would have led to different new money investment decisions, it may be appropriate to reach different conclusions in relation to the purchasers of WPAs. In particular, I recognise that the purchase of an annuity is an irrevocable step of such importance to the purchaser that the factors which will affect his decision (and, in particular, the risk he might have chosen to accept) are not necessarily the same as those affecting a decision to invest a relatively smaller sum in an existing life or pensions policy.”

This phrase “(and, in particular, the risk he might have chosen to accept)” is very important and is a critical differentiator between the decisions of WPAs and those of other investors. 
In sections 2.37, 2.38 and 2.39 of IR3 there are a series of passages that are of great significance to WPAs:-
“the Society would have been reluctant to make a substantial switch to fixed interest assets until other options for changing other aspects of the valuation had been exhausted.”

“To seek to raise a subordinated loan might have been viewed in the market as a sign of weakness, which the Society is likely to have wished to avoid.”

“But it is likely that a reduction in bonus would have been seen by the Society as a commercially unattractive option.”

“Throughout the 1990s, the Society recognised the commercial importance of its ability to attract new business with references to its declared bonuses.”
4.2.5
The core assumption that is clearly evident in these paragraphs is that the regulator adopted the view that protecting the Society’s interests was more important than protecting the Society’s customers and, in particular, since they have been disproportionately affected, the WPAs.

4.2.6
One thing which is very clear
 that there were meetings held between the Society and the regulator, which do not appear to have been included in any of the scenarios presented in the 3rd Interim Report. In the submission made by Dr A J Goudie he states the following:

“The Ombudsman also noted (Part One, Page 81), that under the 1982 act, the prudential regulators had the powers to intervene in the affairs of a company in the form of:

‘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 deposit an abstract of the actuary's report with the prudential regulators.’ (AJG emphasis).

The Ombudsman also detailed (Part One, Page 77, Para 49) how under the European Third Life Directive:

‘Financial supervision shall include verification, with respect to the insurance undertakings entire business, of its state of solvency, the establishment of technical provisions, including mathematical provisions, of the assets covering them.’ (AJG emphasis).

It is clear that meetings of the type described above by the Government Actuary did indeed take place with Equitable. One such meeting is described in the Parliamentary Ombudsman's Chronology (Pages 39-40 dated 14th - 22nd November 1990). At this specific meeting, GAD discussed with Equitable's actuaries the financial state of the Society, the amount of new business, and the cost of the 1990 bonus since Equitable was considering not paying a reversionary bonus in 1990. The GAD notes on this meeting indicate that due to the financial state of the Society the Appointed Actuary implied that if markets fell "He (the Appointed Actuary) would have to consider reducing the level of new business taken on." Thus it is very clear that at such meetings the future business strategy of Equitable was discussed.” 

4.2.7
It seems to me that if different “actuarial” scenarios are to be considered, and there may be good reasons why this should be done, then somehow one must include scenarios, where the regulators were more assertive, using the powers at their disposal and required changes. This is unlike the assumptions made in IR3, which are of a relatively passive regulatory process. Indeed, the European Third Life Directive definition of the role of the prudential regulator is far stronger than the role as described by HM Treasury.

4.2.8
Sir John rightly recognises the importance to annuitants of this specific investment decision on where to buy their pensions and implicitly recognises that the financial strength of the Society was a critical factor in their decisions.

4.2.9
Even supposing that the so called Low Impact Scenario reflects something approximating to reality (which I do not accept), Sir John also considers events that, had they occurred, would have meant that even the slightest piece of negative information about the Society would have ensured that their new business stream would have dried up overnight, something about which the Society was justifiably concerned. This is very pertinent to WPAs as is accepted in IR3 in the passage quoted earlier – these were irreversible decisions particularly susceptible to the Society’s underlying financial strength.

4.2.10
The powerful marketing image and the brand of the Society, “the oldest mutual”, “safe and secure”, “used by people in the professions”, etc. would been destroyed and certainly no potential annuitants would have placed any money in a company that would be seen as having a higher risk profile than the alternatives that were available.

4.2.11
I think it is reasonable to conclude that the underlying assumptions made by Towers Watson in developing the Low Impact Scenario are at best open to debate. So without looking at alternative scenarios the conclusion from their scenario is that:

i)
“Yes, there was maladministration, but it had no meaningful effect on the policyholders.”

ii)
“We accept that, amongst others, the WPAs suffered substantial losses.”

4.2.12
As I have said above, this presents something of a puzzle as they cannot both be correct. There are 3 arguments that might be used to explain this conundrum:

i) It might be argued that all of the WPAs’ losses were caused by the fall in market values. Well this is an easy test, which is what the comparator is designed to illustrate. Now enough work has been done by ELTA (see previous submissions) demonstrating that The Prudential and Scottish Widows saw falls in their annuity payments, but nothing as large as with Equitable Life. More importantly, the payments have now largely recovered and indeed are exceeding payments prior to 2002, whereas the ex-Equitable WPAs, now with the Prudential in a ring fenced sub–fund, are seeing their annuity payments continue to decline. So we can confidently state that the losses incurred by the WPAs were NOT caused by falls in the market, as comparable products offered by other life offices have seen their annuities increase.

ii) It might then be argued that it was all down to the Society’s policy of Full Distribution, which was allegedly well known or should have been well known by “reasonably informed” policyholders. This has been discussed in previous ELTA submissions and Sir John seems to have accepted that this policy was NOT well known and that the Society’s literature was not as complete as it might have been on this topic.

iii) Finally the Treasury might argue that they are not responsible for micro-managing the Society or reviewing its business model to ensure that it – the business model - could meet policyholders’ reasonable expectations. In their submission to Sir John in IR3
, they state: 

“The regulator cannot, and should not be expected to, act as a shadow auditor, accountant and director – micromanaging the actions of the institution or becoming involved in the day to day operations of the institution. 

The purpose of regulation is therefore not to provide total assurance to policyholders (in the instance of Equitable Life) or to warrant investment policies or strategies. Rather, regulation establishes a framework within which financial institutions operate. Investors must then choose which institution (or institutions) with which to invest, making their own judgments as to risk and reward. Regulation does not protect against poor business strategies or unwise decision making by the management of financial institutions. 

In the case of Equitable Life the regulator was not responsible for the policy of full distribution adopted by the Society, nor for the quality of the decisions made by the Board, nor for the quality of the advice received by the Board.”

4.2.13
In Dr Goudie’s submission
 to Sir John Chadwick, he sets out the following revealing extract:-
“In 1992 C.D. Daykin, who was the Government Actuary from 1989 to 2007, described “The developing role of the Government Actuary's Department in the supervision of insurance” (Journal of the Institute of Actuaries 119, II, 313-343).  In particular, on page 339, section 16.4 he noted that (I quote verbatim):
‘As part of the process of modernising the system of supervision, and making it more relevant, the GAD and the DTI began in 1991 a programme of visits to companies. On the life insurance side this usually involves a representative from GAD, as well as one from DTI, and includes meetings with the Appointed Actuary, the chief executive, and other senior executives. The visit is not primarily concerned with discussing the returns to the DTI, but focuses on the future strategy of the company, organisational and management issues and the role of the Appointed Actuary, as well as tackling any issues outstanding between the company and DTI/GAD’ (My emphases).

Thus the DTI (the regulator) was involved in discussions about company strategy, as well as organisational and management issues. I therefore have very great difficulty understanding the Treasury’s claim that regulation did not cover poor business strategies and unwise decision-making.”

Dr Goudie develops this topic in considerably more detail in his submission, but the conclusion to be drawn is quite simple – the assertion by the Treasury that they were not involved in discussing business strategies and dealing with the issues of decision-making is simply not true.

Indeed the process described by Mr Daykin is to be welcomed, as that is precisely what any policyholder of any life company would expect of the regulatory authorities.

The Treasury asserts that:

“The regulator cannot, and should not be expected to, act as a shadow auditor, accountant and director – micromanaging the actions of the institution or becoming involved in the day to day operations of the institution.” 

This is clear save that the FSA stipulated to ELAS from about 2001 that the With Profits Fund should be held substantially in gilts not equities, an action which on the face of it would seem to run contrary to its stated philosophy.
4.2.14
There does not appear to be any way of reconciling the accepted reality—that WPAs have suffered disproportionate losses—with the Low Impact Scenario, the former being based on observable fact and the latter on conjecture, logically constructed without doubt, but clearly on this evidence reaching the wrong conclusion. It follows that it cannot be used for determining loss figures.

4.2.15
The Judicial Review by Lord Justice Carnwath and Justice Gross handed down on October 15th 2009 (sections 85 through 97) implicitly discussed the logic which now appears to underpin the Low Impact Scenario. 

The tenor of that judgement precludes the possibility of any assertion that the maladministration had a negligible impact, in direct contrast to the thrust of the Low Impact Scenario.

4.3 
High Impact Scenario

4.3.1
Sir John seems to accept that with the High Impact Scenario, there would have been a significant effect and states that:

“But, because (on this scenario), Equitable Life would have declared a lower bonus in respect of 1991, there is a real possibility that (if maladministration had not occurred) some of those who took out new policies or paid further money into existing policies on the basis of the 1991 returns or the 1991 bonus would not only have made different decisions in 1992 but would have made different decisions in subsequent years also.”

This is an entirely rational conclusion and is to be welcomed so far as it goes. Clearly for all the reasons previously set out, no With Profits Annuities would have been purchased at the relevant times if that had been the case. 

4.4 
Conclusion
4.4.1
Whilst the two scenarios can be said to explore possible upper and lower bounds of the financial consequences of some of the decisions that might have been made by the management of the Society in its interactions with the regulators, they are quite artificial. Nor do they apparently explore the dimension of the human interface at all, either from the perspective of the directors of the Society, or its policyholders.
4.4.2
The conclusions are as follows:
i. The Low Impact Scenario is without merit for the purposes of determining losses but even on that basis the effect of any steps required to deal with the impact would have seriously dissuaded WPAs from purchasing such a product with the Society.

ii. The High Impact Scenario establishes that there would have been changes to Equitable’s returns and bonus policy and without doubt that would have led either to money being withdrawn, or investments not made, save in the case of those WPAs who were already “trapped” by investments made prior to 1993.
5)
START DATE/END DATE 

5.1 
In an exchange of e-mails between the office of Sir John Chadwick and myself, I sought clarification on the issue of the Start Date. The following are slightly edited extracts of the transcript of the exchanges.
 

ELTA: You state that ….the logical and practical start date is to all intents and purposes January 1993 as it is only from that date you have reliable electronic data ….(though) you acknowledge that for WPAs it is possible to reconstruct earlier data.

As you know, there were a significant number of With-Profits Annuities that were sold in the period preceding January 1993 and ….. it seems to me that it would be unreasonable to exclude them, though I accept that you may have to determine the policy value as at January 1993, not least as these are likely to be amongst the oldest policyholders and almost certainly will have suffered the biggest losses - expressed as a function of their investment - and for whom the phrase Disproportionate Impact most applies.

So could I ask you to clarify if these early policyholders qualify for the EGP and if so, how you propose to deal with their losses?

Sir JC: It is not correct to say that WPAs who took out policies prior to January 1993 will be excluded from the scheme, but calculation of their loss would only commence from January 1993.
This statement by Sir John Chadwick, which answers my query, is to be welcomed.

5.2
On the issue of End Date, in IR3 Sir John states that: 

“My present view is that, in the case of WPAs also, it would be appropriate to choose an end date, which is as close as possible to the payment date pursuant to the Government’s ex-gratia scheme. The principal reason for this is to ensure that the scheme can be based, so far as possible, on what has actually occurred and not on a hypothesis as to what may occur.”

This of course is entirely sensible and is to be welcomed.

5.3
In a separate discussion between Sir John and his team and the ELTA advisory committee, at his office, Sir John confirmed our understanding that, at the end date as defined above, all the WPAs’ future losses, taking into account the relevant age tables, future bonus rates and discount rates, as calculated by the actuaries using the data set out in Appendix A, will be included. That is also to be welcomed

6)
COMPARATOR (HEAD A & HEAD B)

6.1.1
The categorisation into Head A and Head B losses was first introduced in the “Proposals Report – June 2009” and was apparently dropped in the First Interim Report (2.3) of August 2009, which stated that:

“On consideration of the representations which have been made to me – and on further reflection – I have come to the view that, in the assessment of relative losses, it is unnecessary to distinguish between losses under Head A and Head B. The distinction assists in understanding the scope of the Ombudsman’s findings, but I do not intend to deploy it in the assessment of relative loss.”

6.1.2
These were then re-introduced in the Second Interim Report (4.14) of December 2009, which stated that:

“As I have said, the flexible approach is not intended to measure only Head A Loss: it is intended to measure both Head A and Head B Loss. If I adopt that approach, the question of reliance becomes significantly less important. That is because a policyholder who could not establish that, but for accepted maladministration, he would not have made an investment decision that he did make (the pre-condition for Head A Loss) can, nevertheless, claim to have suffered Head B Loss as a result of that investment decision. If both Head A Loss and Head B loss are measured by reference to the same comparator, it becomes irrelevant whether (absent maladministration) the policyholder would or would not have made that investment decision. And, there is no need to consider discounting.”
The conclusion set out in the last sentence would produce a solution to determine relative losses that is trivial to implement and likely to produce an acceptable quantum. Each policyholder class
 can be assessed against one (or a basket of) comparator(s), the relative loss determined, with adjustments made for public purse considerations.

6.1.3
The introduction of the Low and High Impact Scenarios and the reintroduction with new characteristics of Head A and Head B losses, now to be used with different comparators, creates many new problems in determining relative losses and it is difficult to understand why such a complex approach has been presented for no apparent gain in accuracy, logic or transparency.

6.1.4 
Sir John states at 4.1: 

“…. as a result of the Ombudsman’s findings of maladministration were capable of arising under two distinct heads. I described those heads of loss, for convenience, as “Head A losses” and “Head B losses”. 

Head A loss is loss suffered by policyholders who, but for maladministration, would not have invested in Equitable Life or (if they were able to do so) would have withdrawn their existing investment in the Society and invested the proceeds elsewhere. 

Head B loss is loss suffered by policyholders who, at the time of the relevant acts of maladministration, were already invested in Equitable Life; and who would not have decided to withdraw their investment. Policyholders who may have suffered Head B loss include:

a) Those who would have made a positive decision not to withdraw; 

b) Those who would have made no decision (perhaps because they would not have become aware that there was a decision to be made); and 
c) Those – including, in particular, the holders of WPA policies – for whom there was no decision that they could make.”
6.1.5
The definition of a Head A and a Head B loss is clear and in many respects it is arguable that such a categorisation may make sense for investors
 but it is difficult to understand how this would apply to the WPAs, partly because they ALL lost money and partly because it is virtually impossible to determine how a decision taken by an annuitant maybe as much as 22 years ago was made! 

6.1.6
Further, since there were only two life offices at best, The Prudential and Scottish Widows, that offered With Profits Annuities, the choice of an alternative supplier that might vary from year to year seems at first glance not to be applicable for the WPAs.

6.1.7
Clearly, there are years when one might have concluded, absent maladministration, that the Society was a poor risk and other years when a different conclusion might have been reached. But how do you look into the mind of a WPA and make a decision?

6.1.8
Further some WPAs might have had multiple existing annuities at the time of purchase, or the consideration money might have been quite small or they might have wanted to have a diversified portfolio of annuities or any number of other reasons that prompted them to choose such a product from such a supplier. Without extensive interviews and similar inquiries, it is impossible to understand the motivations and understanding of individuals who were making decisions up to 20 years ago even if, which I doubt, they actually recall what they knew at the time (and this is not post event rationalisation) and what criteria they used to make such a decision.

6.1.9
If the choice of comparator were the same for the WPAs irrespective of their classification, as proposed in IR1, it would of course not be of any consequence. As stated above, all the WPAs lost money and will continue to see their income decline, and it makes no difference to this reduction in their income if they are classified as Head A or Head B. It is also clear as set out above that the cause of that loss was the maladministration.

6.1.10
Absent contacting the 50,000 WPAs, I cannot understand how the determination between a Head A and a Head B loss for each annuity policy can be made. If that is not to be done, then any decision becomes arbitrary, be it by Sir John, Tower Watson – the actuaries - or the Treasury. That cannot be a just process.

6.1.11
The provisional list of comparators for:

i. Head A losses include all the companies (in fact only two, the Prudential and Scottish Widows) that provided With Profits Annuities in the relevant period.

ii. Head B losses includes 9 companies that did not provide With Profits Annuities at any time during the period under review, and the 3 life offices that did, only did so from 1999, less than one year before Equitable Life closed for business, and in the case of one company, Scottish Mutual, only 4 months! I cannot conceive of any practical model for WPAs that allows an EGP scheme to be created from life companies that never offered such a product. 

6.1.12
IR3 suggests that under the definitions of Head A and Head B, some WPAs (though as I say I do not know how this can be determined) qualify under Head A, AND all WPAs qualify under Head B. As a consequence, it would appear that the loss calculation will produce different results depending on arbitrary choices, untested against the individual WPA’s position, and presumably to be made by in private either by a civil servant or Towers Watson. This is notwithstanding the fact that even on the Low Impact Scenario, which is not accepted, With Profits Annuities with Equitable would not have been purchased.
By any reasonable test this process fails to meet the first benchmark for WPAs that any proposed solution is transparent and makes sense from their perspective.

6.2
Application of the Comparator

6.2.1
The first key point to recognise is that the Society made every effort to disguise its true financial position, (see section 2.37, 2.38 and 2.39 in IR3 and as described 4.2.12ii above) and as has been discussed in previous submissions from ELTA, the thesis that WPAs were kept fully informed is just not tenable. The literature provided by the Society
 to the potential WPA was at best, shall we say, not as complete as it might have been.

6.2.2
It follows that there was never a year when WPAs could have achieved the status of a “properly informed policyholder”, or could have made an informed decision prior to the acquisition of a With Profits Annuity from the Society.

6.3
The date from which the Head A comparator should be applied
6.3.1
Since the provision of literature about WPAs was at best incomplete, during the whole of the period from 1992 onwards to the close of the Society for new business, then it follows that:

a) The start date for the Head A comparator for WPAs must be Jan 1992.

b) All WPAs fall in the Head A category.

6.4 
Head A comparators

6.4.1
IR3 lists a number of life companies that provided With Profits Annuities during the period but only 2, the Prudential – from 1992 - and Scottish Widows –from 1995 - offered policies for a sufficient length of time to be usable as a comparator. In my opinion, the Prudential is the best choice and should be used exclusively. Adding Scottish Widows complicates the calculations and from a cursory look at their performance will add nothing of significance in terms of generating more accuracy to the “basket of comparators”.

6.5 
Head B comparator

6.5.1
IR3 accepts that, in the absence of agreement with the argument that all WPAs fall into the Head A category, then by default those remaining WPAs fall into the Head B category. However, it must follow that the selection of the comparator, or basket of comparators, for Head B losses can include only those life offices, which provided With Profits Annuities, so the same as for Head A losses.

6.5.2
The same process must be followed to determine the total losses of the WPAs. That is, lacking any existing annuity formulae used to calculate payment, somehow the actuaries must make some assessment of the future performance of a non-existent annuity for some years, maybe 20, in the future and compare that to the future annuity income stream from the annuities now managed by the Prudential. 

6.5.3
One is therefore forced to the conclusion that the provisional basket of comparators for Head B losses is quite unsuitable for WPAs.

6.6
Summary

6.6.1
In summary, IR3 thus appears to have added an additional layer of complexity to a task that in essence is relatively simple. 

6.6.2
The process envisaged by IR3 for the WPAs is complex because it seeks to impose on the WPAs a scheme that arguably may or may not make sense for investors, but does not produce logical results for the WPAs. 

6.6.3
If it is decided that the concept of Head A and Head B categories must be retained, then one solution would be in effect create two EGP Schemes, one for WPAs and one for other policyholders classes (or more if that is perceived to be necessary). This seems even more illogical and unnecessary.

6.6.4
In attempting to establish an overarching scheme, the proposals in IR3 create so many subsidiary problems that are easily avoided by treating WPAs as an entirely self-contained policyholder class with its own unique set of characteristics.
6.6.5 
In fact it would be even more sensible and certainly easier simply to use the comparators by policyholders’ class to determine the losses, which was the essence of IR2. 

7)
SMOOTHING, NETTING & COMPENSATION FROM OTHER SOURCES

7.1 The issues reviewed by Sir John and his proposed approaches seem entirely reasonable and do not require further comment other than:

i. Group polices do not I think apply to WPAs; and

ii. The proposals are logical.
8)
APPORTIONMENT

8.1 Dr Goudie addresses the issue of Apportionment extensively in his written submission to Sir John
 and there is nothing that I can add to strengthen the arguments he has presented.

8.2 In summary Dr Goudie asserts that apportionment away from the regulators is not justified for two reasons:

i. According to Mr Daykin of GAD the regulatory regime involved not merely the Regulatory Returns, but also meetings at which Equitable's business strategies and the role played by the Appointed Actuary were monitored; and

ii. The current Treasury guidelines for EGP Schemes indicate that they should lead to full redress. Notwithstanding that there are proposals for future changes to these guidelines, they have not yet been approved by the Law Commission, reviewed by Parliament and of course are not yet in force.
8.3 The conclusion is that apportionment away from the regulator is neither warranted in justice, nor the accepted procedure of the regulators themselves.

9)
DISPROPORTIONATE IMPACT

9.1 
Sir John states:

“I have reached the firm view that any poor performance by Equitable Life (whether caused by maladministration or otherwise) falls disproportionately on holders of WPAs.”
9.2
This statement is to be welcomed, especially as it follows from the underlying structural financial weakness of the Society that should have been dealt with by the regulatory authorities. 
10)
DECEASED POLICYHOLDERS

10.1
In the recent parliamentary debate concerning Equitable Life (March 16 2010) Mr Liam Byrne for the Government stated that any EGP will be paid into the estate of policyholders who die before the scheme comes into force.

10.2
That is to be welcomed but it is important that a specific cut-off date be set, which presumably could be any date between November 2002, when the annuity cuts were first announced, and any number of “milestone” dates.
10.3
I think it is very important that Sir John Chadwick recommends a specific date in his Final Report.
11)
CALCULATING THE QUANTUM OF LOSSES

11.1 
It is my understanding that Sir John will define the parameters of the EGP, but that the Treasury will do the actual calculations, (though I assume that Towers Watson will do the work as they are contracted to the Treasury as well as performing the basic actuarial research for Sir John Chadwick).

11.2
There is an essential difference between the WPAs and other policyholder classes.

i. At the simplest level, an investor places money with the Society at the Start date and this policy has a value at the End date, irrespective of how these dates are defined. The difference is a loss (or a gain). Whilst I have NOT studied this problem in any detail, in principle it would appear that one could construct a model for each class of investor policyholder, by month and year, and create a generalised solution, since if we all invest £X in say March 1990 then we should all achieve the same loss or gain by say December 2000. 

It follows that it might be possible to group individual policyholders together and apply a general percentage loss (or gain).

ii. But this is NOT the case for the WPAs. In Appendix A, I set out the data necessary to calculate the losses for each policy and as is evident from the characteristics of the data required for the calculation, each annuity will have different and unique parameters
. 
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Appendix A

Loss calculations for WPAs

Each annuity policy has a set of unique characteristics which affect the loss calculations. These are:

1) For each individual annuity policy:

1) Consideration money

2) Commencement date

3) Anticipated bonus rate (anything between 0% and 7.5%)

4) Whether the guaranteed interest rate applied (policies pre-dating July 1996)

5) Spousal benefits (anything from 0% to 100%)

6) Initial guarantee period (anything from 0 to 10 years)

7) Dates of birth of policyholder and spouse

8) The relevant annuity rate (unique to those circumstances)

9) The actual annual payments for each year of the policy. This includes these four elements:

a. The basic annuity

b. Declared bonus annuity

c. The un-guaranteed annuity

d. The total gross annuity

This data is required to correctly undertake this loss calculation available from ELAS and now the Prudential.

2) From the Pension Provider

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

a. The Declared Bonus Rate

b. The Overall Bonus Rate

c. 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.

2) 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 

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

If policyholders are offered some form of replacement or top up annuity then this is not required. 

3) From the actuarial profession.

1) Each policy has a unique starting annuity rate depending on the choices set out above and the state of the market at the time. 

2) The current mortality tables.

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

1. What the With Profits Annuity would have paid over the actuarial lifetime of the policy, taking into account all the reductions that have occurred and will occur in the future.

2. What the With Profits Annuity would have paid over the actuarial lifetime of the policy using the comparator be that one company or a basket of companies.

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.

� The ELTA annuity model can determine the losses for all of the WPA’s policies, which is a useful external control and will enable ELTA to determine the quantum of discount (if any) that The Treasury may impose. 


� 3rd Interim Report 2.24.


� 3rd Interim Report 2.51.


� 3rd Interim Report 4.8.


� 3rd Interim Report 4.20.


� 3rd Interim Report 4.27.


� 3rd Interim Report 5.3.


� 3rd Interim Report 5.4.


� Section 7, Disproportionate Impact - Holders of WPAs - Page 37.


� Indeed since had this been done it would have been tantamount to commercial suicide as the drop in premium inflow would have led to the closure of the Society and made a complete nonsense of the Low Impact Scenario.


� Dr Goudie 3rd Interim Report March 31st 2010, page 3.


� In Table 7, page 104 Sir John sets out “The Characteristics of Companies etc”. What is interesting is how the Society’s EBR was very average compared to the other companies and its FAR was always very weak. It begs the question if WPAs would have chosen Equitable had this information been widely published! 


� IR3, Section 6 Apportionment,, section 6.2.


� Dr Goudie 3rd Interim Report March 31st 2010, pages 2 and 3.


� I am told that this is what would be required to have fulfilled the “entire business regulation” aim of the Third Life Directive, and EQUI’s findings in relation to it.


� For the purposes of clarity only.


� Individual polices in the case of WPAs for reasons that are set out later.


� Though I suspect that the investors might not agree with this assertion.


� The 3rd Interim Report, 4.23, page 31.


� The 3rd Interim Report, 4.27, page 32.


� In ELTA’s submission to Sir John Chadwick, January 2010, page 7 and onwards, there was an extended discussion about the concept of full distribution. The essential point that emerged and which Sir John accepted was the Society’s literature as supplied to its customers and prospects was misleading.


� Dr Goudie 3rd Interim Report March 31st 2010, pages 2 through 5.


� 16 March 2010 Hansard Column 756 Mr Byrne.


�  Logically if a policyholder took out several policies on the same date with the same terms, then these policies could be grouped for calculation purposes but this is a relatively infrequent event.


� The future discount rate is used to create the Net Present Value (NPV) for a lump sum payment that includes estimated future losses.
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