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At the meeting on November 11th points were raised by the Committee, which I thought either needed to be addressed further or justified a deeper explanation. However, I would first wish to make the following clear:-

1) ELTA is NOT claiming special treatment for with-profits annuitants. All policyholders that have sustained loss as a result of the maladministration of Equitable’s financial regulation should be compensated. However, as previously explained, there are some unique issues relevant to with-profits annuitants as a group in respect of both whether they have sustained loss and how such loss should be calculated.

2) It is accepted that the actual sum paid will be a matter to be set following considerations of the public purse. Such issues are outside ELTA’s remit but we can only repeat that the starting points should be a proper calculation of each policyholder’s actual loss and the fact that all policyholders have a most deserving case for compensation.

There are three points, which arose during the session that we wish to address. The first is our calculation of the damages; the second the issue of the hardship fund or means testing; and the third the method of compensation for with-profits annuitants.

1) Calculation of Damages

EMAG’s calculation is dependent on their estimate of premiums in force in 2001 from each of the years 1990 to 2000 compared to the average performance elsewhere subject to two discounts – one for “loss of opportunity” (effectively the percentage of investors not effected i.e. those that would have invested with Equitable regardless or have not sustained loss) and another for Equitable’s culpability. They accept that with-profits annuitants are special cases, which require further investigation (paragraph 41 of EMAG’s submission).

Calculation of the ELTA’s Headline Figure

ELTA has been heavily engaged in calculating with-profits annuitants’ losses for many years. As the Committee will be aware, litigation in this country is an adversarial process. The methodology that ELTA has adopted is not simply an untested methodology of the actuary on behalf of the annuitants in the recent litigation. It has been peer reviewed by a further actuarial firm on behalf of the annuitants and essentially accepted in approach (with minor revisions and arguments over assumptions) by two different actuaries employed by Equitable.

It is a calculation of the amounts that would have been received under the alternative investment in comparison to the amount likely to be received under the with-profits annuity. There are several variables – the expected mortality, discount of future payments, future bonus rates etc. The most significant is future bonus rates. However, in principle it is the same approach as the Parliamentary Ombudsman’s recommendation and EMAG’s calculation. It is a calculation of relative loss.

The attached spreadsheet – entirely anonymised – shows the net loss for each of 300 policyholders calculated by our actuary at 4.75% together with Equitable’s actuaries’ gross loss figures at 4.5% and 6.5% for the same alternative transactions (Appendix 1). The spreadsheet also shows the alternative transaction for each policyholder together with the annual with-profits annuity income in comparison to that alternative as at December 2007.

Two significant points follow from the data in the spreadsheet

1) The with-profits annuity policyholders’ losses occur mainly in the future; and 

2) The EMAG methodology cannot work for these individuals, as they had no “fund value” in 2001 having used their funds to purchase the annuity.

The spreadsheet shows that even in an adversarial court process, where the numbers have been tested, the methodology is robust displaying significant average losses per policyholder. The analysis that was undertaken required the collation and checking of over 15,000 individual pieces of information.

ELTA has no access to information regarding the general annuitant population other than that in the public domain and thus can only estimate figures on the basis that the attached sample is representative. If the Committee requests this information, Equitable should be able to provide figures showing the dates and purchase prices of the with-profits annuitants.

Our estimates are based on the assumption that the spreadsheet is a valid sample of policyholders and their data. The precise loss is evidently subject to the exact numbers of policyholders and policies, the age of policyholders, other factors such as residual spousal benefits and estimates of future bonus and discount rates. These can be determined at a later date when this information is made available.

In the main submission, the figure provided to the Committee is calculated by multiplying the average loss per policyholder by the apparent number of policies – i.e. 62,000 (see paragraphs 2.35 and 2.36 of the Watson Wyatt Report on the transfer to Prudential dated 30 August 2007). In the main submission I stated that “I calculate that the total loss figure for the with-profits annuitants amounts to £6.287 billion (on a net basis) a figure reached by multiplying 62,000 by an annuitant’s average loss figure as calculated by the claimants’ actuary.”
However a search of the further documentation produced at the time of the transfer to Prudential reveals that the report of Equitable’s actuary dated 29 August 2007 provides a figure of 50,000 policyholders transferred (see paragraph 2.2.3). Using that figure and multiplying it by the average loss the overall amount would decrease to just over £5 billion. 

But it is now considered that due to recent economic events, the future bonus rate will be lower than 4.75%. Since the alternative conventional guaranteed annuities would have been unaltered by recent events, this average loss figure will have increased significantly – on the basis of a small sample, perhaps by 20 to 25% resulting again in the figure in excess of £6 billion already set out.

What is irrefutably very clear is that the average relative loss per with-profits annuitant is very significant and the losses for this class are significantly in excess of other policyholders. (The figure from EMAG’s overall total in contrast is approximately £4,600 per policyholder.) As can be seen, the average loss figure has been examined in extreme detail and tested in an adversarial process. This is as far as this analysis can be taken in the absence of further information from Equitable (or Prudential) but with this information these estimated loss figures are easily verifiable.

Discounts

In their documents EMAG applied two discounts.

1) The “loss of opportunity” discount. 

There are clear reasons why this should not apply to with-profits annuitants:

(a) They could not have surrendered or transferred and moved away.

(b) Every with-profits annuitant has done worse in comparison to his or her alternative transaction.

(c) Given the nature of the transaction – i.e. the purchase of retirement income in an irreversible transaction – it is simply inescapable that had they been properly informed of the Equitable’s finances, they would not have made that purchase.

2) The discount for the culpability of Equitable Life. 

Again, there are clear reasons why this should not apply to with-profits annuitants. A number of points have been made here already but several deserve further mention:

(a) But for the maladministration none of the with-profits annuitants would have purchased this policy with Equitable.

(b) The alternative guaranteed annuities carry with them statutory protection in respect of the total payments which the Equitable policy does not.

(c) Where two wrongdoers are responsible for an individual’s loss, the individual should be compensated in full and it is a matter between those wrongdoers as to any apportionment between them.

(d) Further, significantly, policyholders have had no effective remedy against Equitable unless they were prepared to risk the costs of litigation. I attach at Appendix 2 the Financial Ombudsman Service’s decision to reject en masse “Penrose-related” claims – i.e. claims based on Equitable’s financial position. It will be noted that this was based in part on the scandalous position adopted by the Financial Services Authority in July 2004 that there were no generic claims. To effectively excuse the regulator’s maladministration when the same regulatory system effectively hindered the policyholders in seeking redress would be appalling.

I should stress that I am not commenting on the merits of the EMAG approach as that lies outside my area of competence. However, ELTA’s figure does not provide for a discount on either basis and I am convinced that this is correct.

Accordingly, in respect of the considerable discussion about allocating a share of responsibility between the Regulator and Equitable, in the case of the with-profits annuitants, it is important to bear the following in mind. Had they not purchased the with-profits annuities as a direct consequence of the maladministration, we have established that they would have bought conventional annuities with “guaranteed” payments. The most obvious is the conventional guaranteed level annuity but the fixed escalating and index-linked annuities all fall into this category.

It follows therefore that the payments to the annuitants would have continued irrespective of market conditions or management policy and indeed even if the provider had failed, they would have received 90% of the payments through the Financial Services Compensation Scheme.

2) Hardship Fund/Means-Testing

I was surprised by this discussion. It does seem to me to be injustice to refuse to compensate individuals who have suffered at the hands of a wrongdoer purely because they have other assets.

However, there is another practical issue. The annuitants’ income will continue to decline. Their hardship may be in years to come albeit still directly as a result of the maladministration. Some policies could fall by 10% per annum until they hit a level when the entire final bonus is eliminated and thereafter they could continue to fall at 6% per annum. 

The transfer to the Prudential will not assist. Indeed, it may actually have made matters considerably worse. The theory was that a transfer to the Prudential would allow the provider of the annuities to invest in equities to ensure that annuitants’ future bonus rates may be higher. The timing of such investment following the transfer – the end of last year or the beginning of this – will probably have resulted in substantial losses to date in the underlying assets resulting in falls in future payments and an increasing gap in comparison to the alternative guaranteed annuities.

So an annuitant, who might “not qualify” under some form of means testing today, may in fact qualify some years into the future. It is evidently quite unjust that individuals should be classified in this way when they all have or will have suffered. If the objective is to reduce the overall demand on the public purse, then in my opinion is it better and fairer to say we accept there is a liability of £X but we can only afford to pay N% of that sum. In this way all policyholders receive a fair distribution of the money made available.

3) Method of Compensation

I have dealt with issues of the method of calculating the total amount of compensation above.

I must stress again that that once the total amount of compensation has been determined for each class of policyholder, then the compensation for each individual policyholder within that class should be calculated in the same manner.

Individual calculation would be very difficult though undoubtedly the fairest method to adopt. Even with computer programmes set to run such calculations, the individual information required is extensive and difficult to obtain. As can be seen it required 15,000 pieces of data for 300 individuals, so the quantity of data for some 50,000 policyholders would be an enormous data collection task in itself.

Two main alternatives present themselves:

1) Set up a tariff system whereby the compensation is set as a percentage of the original purchase price calculated against a level annuity with various standard assumptions dependent on the year of purchase; or

2) Purchase or pay a “top up” annuity calculated in accordance with such standard assumptions. Payment annually would ease cash flow issues.

However, it is important that any compensation awarded by any scheme of arrangement must ensure that the money is paid directly to the policyholders and NOT to Equitable to distribute as it thinks fit. After so many years of argument and the mistrust that it has engendered, the idea that once again we are reliant of the Society for our future income would not be acceptable.

Finally

One additional point was raised and this was in respect of the message for future regulation. The enforcement of compensation in the case of maladministration and the enforcement of legal rights can only assist in ensuring that these issues are taken seriously in the future.

Government regulation need not give rise to Government financial liability in the future. There are other ways such as a modified Financial Services Compensation Scheme.
The key point is that there is a Government regulator that is independent of the Treasury and the financial services industry though it can and should co-opt onto its review board members from both. The board should review each year the various returns from the financial services industry and decide what action to take or otherwise. 

If there is a further enquiry by the Parliamentary Ombudsman and maladministration is found then neither party to the process can say we did not or could not have known. The industry should be responsible for any compensation awarded which will ensure their delegates to the review board will take life very seriously indeed.

This way the public gets a Government assurance and the industry picks up the responsibility for their mistakes. However, future organisational issues should not avoid the Government of liability in a situation where they took on such responsibility but totally failed to comply with that responsibility.


