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Dear Sir John

Thank you for your letter of April 19th in which you discussed the most recent submission by ELTA in preparation for our meeting at your chambers on April 26th. 

In an exchange of e-mails I advised you that I would prepare both a response to the points you raised and our Skeleton Argument, which is in part designed to form the basis of the agenda for discussion.

I look forward to meeting you next Monday.

Yours sincerely

Peter Scawen 

SKELTON ARGUMENT

ELTA Objectives

1. Explain the ELTA perception of the methodology for calculating losses by Policyholders and WPAs in particular.

2. Towers Watson to explain their methodology for calculating losses by Policyholders and WPAs in particular.

3. Understand the boundary between work of Sir John, that of Towers Watson and The Treasury. (Who does what and when? Who is responsible for the quantum of loss calculations?) 

4. Discuss the points arising from the ELTA submission of April 9th 2010 

5. Understand the general approach to be adopted by Sir John for the Final Report.

1) ELTA Loss Calculation

The chosen example:

1. A 57 year old policyholder purchased at With Profits Annuity with a fund of £120K in February 1997, 10 years guaranteed, no spouse benefits with an ABR of 7%

2. In the recent litigation, the relevant comparator was a Guaranteed Level Annuity with Equitable Life.

The loss calculation was as follows:

1. Project forward the income of the With Profits Annuity making assumptions about the future Overall Rate of Return of the Society, the age of death according to the current age tables.

2. Add this income to the historical income already paid from the date when the policy commenced to the settlement date. 

3. Calculate the income for the Guaranteed Level Annuity over the same period – that is from the start date of the policy to the age of death.

4. The difference was the gross loss figure.

5. This amount was then discounted to a Net Present value according to agreed discount rates.

6. This lump sum was then reduced by what I will call the Litigation Risk Discount and it was this sum that paid to the policyholder.

This was repeated for each of the 700+ policies that were held by the 400+ policyholders in this group action.

Although the process is somewhat simpler for the other policyholder classes, in the sense that I believe that they can be grouped thus avoiding the need to calculate each loss figure for each policy – some thing that is obligatory for WPAs, the same argument can be applied with the same question.

I raise this issue because the loss calculations for the WPAs are a whole order of complexity greater than that for the other policyholders
. This is NOT because the formulae to be used are that difficult to understand but in order to derive the future loss figures, that form such a large part of the total loss for the WPAs, the actuaries must make assumptions about future bonus rates and future discount rates. 

These assumptions are unavoidable but they are also absolutely critical as the values used have a profound effect on the estimate for future losses. Since they are so subjective, I believe it is important that they are in the public domain, subject to independent peer review before Sir John’s Final report is produced.

This is a point I have made before but I consider it to be of such importance that I need raise this:

a) This topic has not yet been discussed by Sir John in any of his previous 4 reports.

b) These specific calculations should be made public, reviewed (and if necessary changed) before the Final Report prepared by Sir John is sent to the Treasury.

I have slightly simplified but also emphasised the process to make this important point:

There is no need for Low / High Impact Scenarios nor for Classifying policyholders into Head A or Head B in order to calculate the losses.

So it poses the question: What is the purpose of these features contained in IR3?

I accept that the possibility exists for adjustments to be made when Sir John considers factors such as Disproportionate Impact, Apportionment, Improvident Management and Public Purse Considerations
, but there are simple percentage reductions. 

There is no possibility of consensus on these factors but it is surely better that we all understand where we disagree.

2) Towers Watson Loss Calculations 

These so far as I am aware have never been described to date.

I would like TW to explain in detail the methodology they plan to use to determine the losses.

3) The Boundary between Sir John Chadwick, Towers Watson and the Treasury

I am not at all clear the boundary lines between Sir John Chadwick, Towers Watson and the Treasury as to who calculates the losses and when. It is my understanding that:

1. The Treasury will develop, resource (by outsourcing if that is deemed best) and manage the method by which the ex gratia payments are made to the policyholders of Equitable Life.

2. Sir John is going to develop the ex-gratia payment scheme itself and that would appear to define what policyholders qualify and the methodology of the loss calculation over what period. 

3. Towers Watson will do the necessary loss calculations.

Is this correct?

But does Sir John or the Treasury define the quantum of loss?

The quantum of loss itself can be defined in three ways:

a) The Overall Loss that is recovered out of the public purse.

b) i) The individual losses per policyholder for the WPAs and all other policyholders or

ii) The losses by policyholder for the WPAs and a loss percentage (of the policy value) for other policyholder classes.

The Overall Loss will probably be a sub-set of b), presumably smaller than b) and presumably set by the Treasury on advice from Towers Watson.

Presumably, the individual losses will be calculated by Towers Watson and which logically must be used by Sir John to ensure as best that he is able that the Ex-Gratia Payment scheme does what he is proposing in a fair and just manner according to the criteria he has set for the scheme.

But equally Towers Watson must presumably supply the same data based on the same calculations to the Treasury so that they can ensure prompt delivery of any payments.

I consider that it is important that Sir John clarifies the process, as it exists, not that I am seeking to change it, per se, only to ensure that the final EGP scheme is as transparent as possible.
I have some questions that would help to make the process more transparent:

1. Are losses to be calculated and published transparently BEFORE deductions for possible apportionment, "Disproportionate Impact", public purse etc.?
2. Does Towers Watson have a "Chinese Wall" like the Treasury? If not, how does the inevitable leakage between individuals and departments get managed?
3. Will you decide the quantum of loss and advise the Treasury of your opinion? Will this be a disclosed Overall Loss before possible discounting? 

4. Will Towers Watson be advising you how much individual losses are? I ask this as I believe that you will need this advice to meet your objective of a fair and just scheme, which of course needs to be transparent as well if it is to meet your objectives.
5. Are the assumptions concerning future bonus rates and discount rates used to calculate future losses going to be disclosed openly and made available for comment and, after that, for possible adjustment in light of the comments received. I raise this issue as future losses are a large part of the total loss, which will be suffered by WPAs. 
4) Points arising from the ELTA submission

The summary of the ELTA argument is as follows:

1. Demonstrably all WPAs have incurred losses and that there losses will continue into the future until the end of the policy at the death of the policyholder.

2. The conclusion implied by the Low Impact Scenario cannot make any sense in the context of WPAs and is without merit not least because it seems to assume that a properly regulated Society would still have failed.
3. All WPAs could not have made properly informed decisions because the literature provided by the Society neither stated that there was a policy of full distribution, nor that the Society had no estate. In fact it implied the opposite. It therefore follows that all WPAs can be classified as Head A.

4. Alternatively, if it is concluded that some WPAs must be classified as Head B, because they had existing policies before the maladminstration occurred, then the comparator to be used should be the same as for those WPAs classified as Head A.

5. The comparator should be the Prudential, though the addition of the Scottish Widows may help to smooth any variability. There is no logic in including other Life offices that only provided With Profits Annuities after 1999.

6. There does not appear to be any merit in using other life offices for the basket of comparators not least, as they did not offer comparable products or services.

7. The precedents of a proper compensation approach that ELTA has previously described appear to be in conflict with the approach being adopted in IR3. 

8. The Society failed because it’s fundamental financial strategy was flawed, which should have been identified by GAD in 1992 using the powers that it had and according to the process described by Mr Daykin of the GAD. It is this maladministration that caused the failure of the Society and the subsequent losses, for which we are seeking compensation.

9. WPAs are particularly susceptibility to any negative publicity (even on the low impact scenario and to the underlying strength or weakness of the Society’s finances – because of the mechanism of the product, the rapidly reducing guarantees and the heavy reliance on the unreserved final bonus element 

10. Any negative publicity would have had several probable consequences:

i. The existing investors would have transferred their funds to another Life office 

ii. There would have been almost no new investments.

iii. The Society would have been in such a weakened financial state that either it would have collapsed or have been sold to another Life Office.

iv. Those WPAs already in payment would still be trapped with the possibility of some future improvements if the Society was sold but the majority would never have selected the Society in the first place.

It is recognised that:

1. The effective start date for the consideration of losses is January 1993.

2. Where policies that started before this date, the loss calculation will be based on the policy value as at January 1993.

3. That some WPAs may not qualify for any EGP – though the reasons for this are not understood by ELTA. Sir John will make a final determination on this point before the Final report.

For convenience I have used the headings in your letter of 19 April to set out the initial response to the points Sir John has made and for which he seeks clarification and discussion.

1. 4) Second, Fourth and Fifth Findings

Sir John raises a number of separate though interconnected issues, which I will address by reference to the number of the paragraph in sequence.

1st Paragraph. It is my opinion that the Government has adopted an approach towards the policyholders of Equitable Life that is not consistent with its earlier and indeed current practice in the Health Service, the Prison Service and indeed as it seems to me with almost every other aspect of its management and control of our country. That this lies outside your Terms of Reference is accepted but it would be wrong for that point not to be stated.

2nd Paragraph. As I have set out earlier there is in my opinion no need to develop the various scenarios as created by Towers Watson, not least as they only represent a partial view of what would have or might have happened. I cannot envisage going back 20 years to review the decision made at a trial without reviewing the written, verbal and forensic evidence given at the time. The fact is that the verbal exchanges between the Society and the regulator are not available but to rely on the limited evidence that is available and make draw some radical conclusions does not appear to me to be just. This is particularly important, as in my opinion the process is not necessary.

The use of the Low and High Impact scenarios is in my opinion not helpful or relevant in constructing the quantum of losses or their allocation across policyholder classes or policyholders

3rd Paragraph. I accept that there the use of Head A and Head B is useful save later on in your letter you state that you do not intend to express an opinion on the policy of full distribution (Low Impact Scenario, paragraph 6). The implication that flows from that is that the WPAs cannot argue that they were not properly informed and that none can qualify under Head A. I think that I would like to explore this poinyt with you further at our meeting.

2. Low Impact Scenario

Sir John raises a number of separate though interconnected issues, which I will address by reference to the number of the paragraph in sequence.

1st Paragraph. In essence you state that you have not yet reached a conclusion and thus cannot take a definite view. Obviously that position must be accepted and respected but that poses the question as to how ELTA can make submissions absent of that definite view. We might agree in which case we will say no more or disagree with your decision either because we think the decision is flawed or that the decision is correct but with which we disagree. The ELTA position is based on the rationale that flows from our perception of the events.

2nd Paragraph. I agree with you regarding the likely response of the Society would have been
. But that is precisely the point I am trying to make, which is that apparently the regulator was unwilling to confront the Society even when it had powers to do so. So my conclusion is that the regulator failed in its duty to the public – whether it was complicit or incompetent is I accept another matter - but the consequence for the WPAs is I think the same.

3rd Paragraph. The conclusions you draw regarding the impact on the Society are I think correct and there is no doubt that policyholders would have suffered. That is an inescapable fact of the flawed financial strategy adopted by the Society to which I have repeatedly referred. 

Once this flawed policy was adopted, the Society had to fail as was pointed out in 1989. In some respects Equitable Life is the 1990’s version of the Northern Rock failure of this decade. A flawed financial strategy that could only work if the market continued on the same track for the indefinite future.

There is no doubt that the Society would have become uncompetitive and returns would have dropped, existing policyholders would have left and new policyholders would not have joined.

There are no simple solutions to any of the events with which we are now confronted but I think to adopt a position that it was better to continue on a policy that must inevitably lead to financial failure must also infer that you think that regulator was indeed complicit in the maladministration of the Society.

4th Paragraph. I accept the point you are making that the regulators have to take into consideration the needs of the policyholders as a group. I have never intended to infer that I thought otherwise and if I have given that impression then I apologise. But the policyholders as a group are the joint owners of a mutual. I cannot see any logic in the regulator adopting policies that met the need of future policyholder who may or may not decide to take policies with the Society. Surely it cannot be argued that the regulator has any other duty that to look at the Society at the present time and determine what cause of action to take. 

5th Paragraph. I did not intend to imply that your view was that “events that, had they occurred, etc” reflected your opinion. That sentence was badly phrased and I apologise. That does not change the conclusion that I drew. As I have said above, negative news about the Society would have led to its collapse and as we have seen with Northern Rock, policyholders would have rushed to withdraw their money with the inevitable consequences that flow from that collective decision.

6th Paragraph. I note your decision, which is disappointing as it is a core belief amongst WPAs that they were not properly informed. I would like to discuss with you why you have reached this decision.

7th Paragraph. I accept that the Treasury should not be held responsible for “any losses which result from mismanagement or improvidence within the limits imposed by the regulatory system.” But as is clear from the documents that I referred to in my submission from Mr Daykin and the information contained in the PO’s report, the stated Government policy was to do exactly what it now says it was not required to undertake. I will bring copies of the relevant sections with me to our meeting. 

This is a perfectly valid issue but in my opinion has no consequence for the calculation of relative losses
First the underlying problem was the Society adopted the wrong, catastrophic financial strategy that ultimately led to its collapse. Bear in mind this is the ONLY life company that failed with the market crash. 

This strategic error should have been sorted by the regulator as has been made clear by Dr Goudie in his submission and ELTAs earlier submission to which this is an addendum.

On the question of improvident management then:

a) There is no evidence that the Society's management made improvident decisions. In fact quiet the contrary, they worked very hard, cleverly and knowingly to conceal the ever increasing financial weakness of the Society. The management knew exactly what they were doing.

b) Within the overall strategic error the Society remained competitive throughout the 90's, which is why they did a) above. If they had not done so then the Society would have become uncompetitive, as Towers Watson accepted in their various scenarios.

If Society resisted changing the returns (because it would have exposed the Society to negative publicity, the withdrawal of fund and reduced investment which in turn would have led to a progressive financial collapse), then they knew what they were doing and were not making improvident decisions.

They were in fact making very provident decisions, save from the perspective of:

a) The policyholders who didn't know and 

b) The regulator who also either didn't know and was negligent or did know and was complicit. In each case the regulator failed to regulate the Society correctly.

3. Conclusion

You state that “you are required to take a view as to what would have happened If mal-administration had not taken place”,

If maladministration had not taken place then the regulator had the authority to require the Society to take a number of possible actions. Any one of these would have alerted the existing policyholders and prospective policyholders to the potential problems at the Society (lack of an estate, policy of full distribution, etc.) that had previously been identified by the Institute of Actuaries, then serious disinvestments and non-investment would have occurred. 

The problem with the Low Impact Scenario is precisely because it makes the assumption that policyholders would not have taken any action – the human interface issue that I raise. 

I accept that there is no possibility of seeking evidence from individuals about events so far in the past that in any way can be relied on.

But without this input the adoption of so called counter factual evidence is weakened to the point of un-usability. But as I have set out above, there does not appear to be a need for such an approach.

You ask if it is possible to carry out your task without the process that has been adopted of the various scenarios? I believe that the answer is Yes! It is perfectly feasible to construct a model to determine what losses occurred against a comparator (or basket of comparators) by policy in the case of WPAs (or by policyholder class and date of investment for other policyholders classes.)

The result will be completely factual and verifiable even if there is no consensus over the choice of comparator(s).

The loss figure will be adjusted by factoring in such considerations as:

· Disproportionate Impact

· Improvident Management

· Apportionment

· Public Purse Considerations

I accept that whatever decision made regarding the above will be contentious, as there is probably no right decision that everyone will accept but at least everyone can see what the criteria are. 

4. 6) Comparator

The analysis as set out by Sir John is impeccable and the conclusion that WPAs who invested before 1992 were already irrevocably committed to the Society inevitably follows and that they fall into the Head B classification.

All WPAs post 1992 could not have made a “properly informed decision” as the literature failed to make clear the financial strategy of the Society and therefore fall into the Head A classification.

And it is accepted that it is not feasible to contact policyholders to determine what their decision might have been at the time.

But this is not a difficulty if the comparator(s) for Head A and Head B WPAs is the same, not least as all WPAs incurred the same losses irrespective of how they are classified. 

5 
Disproportionate Impact

IR3 states that “I have reached the firm conclusion that any poor performance by Equitable Life (whether caused by maladminstration or otherwise) falls disproportionately on holders of WPAs”

The ELTA position is as follows:

a) The Society uniquely failed because its underlying financial strategy was seriously flawed.

b) The Regulator had the knowledge and authority to take corrective action both over the structural weakness and the detail day-to-day actions of the Society, to preclude improvident management decisions, but failed to do so.

Whilst accepting that Sir John has not yet reached a final decision on this point, it is difficult to draw any conclusion other than as was stated in the ELTA submission. 







� ELTA has supplied copies with explanatory notes of the basic method for calculating losses to both Sir John Chadwick and the Treasury


� These points will be discussed later in this document


� , It appears that TW are in effect the interface between the Treasury and Sir John Chadwick. Whilst there is a so-called “Chinese wall” within the Treasury I am not sure if a similar arrangement exists within Tower Watson. In some respects I suppose it is sensible that any EGP scheme devised by Sir John fits within the broad parameters of the Treasury but conversely this creates the risk that in effect the Treasury, and unintentionately, is setting the criteria within which Sir John effectively has to work.


� May I draw your attention to the P.O report, Part 2 the Regulatory Regime, page 85 sections 404 & 405
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