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Dear Sir John

Thank you for your copy letter of May 25th to the Financial Secretary to the Treasury and a copy of the latest Towers Watson advice.

Subsequent to your letter, there has been a brief exchange of e-mails clarifying two issues, which can be found in Appendix A and are only included to ensure that my further comments are placed in context for any readers not a party to that exchange.

I enclose those further comments for your consideration. Please let me know if you have any queries or if you feel that I have misunderstood your position in any way.

Others have commented extensively on this issue, but I feel obliged to add that your task has not been helped by the restricted Terms of Reference you were given, which as you are aware in my view do not reflect the full thrust and effect of the overall findings of the Parliamentary Ombudsman. I do not seek to criticise the manner in which you have interpreted and dealt with those Terms of Reference but I record that, as I believe that you accept, if your hands were not tied in this way, I consider that is likely that your recommendations would have resulted in a fuller and more far-reaching scheme with more substantial payments to the policyholders.

In all probability, once your report has been handed to the Treasury, we will not meet again but may I thank you, Laurence Emmett and Simon Bor behalf of myself, the ELTA team, Paul Chapman of Clarke Willmott and WPAs in general for your patience and understanding over the last 12 months.

Yours sincerely

Peter Scawen 

Introduction

The Coalition Government has set out its policy relating to the compensation of Equitable Life policyholders in the Queen’s speech as follows:

“We will implement the Parliamentary and Health Ombudsman’s recommendation to make fair and transparent payments to Equitable Life policyholders, through an independent payment scheme, for their relative loss as a consequence of regulatory failure.”

My comments on Sir John’s letter and assessment of his proposals should be understood against this statement of policy.

As previously I must stress that my comments are set against the position of the WPAs, though some comments that I make may be relevant to other policyholder classes.

Summary of the ELTA Position

The reconstructed Equitable Life proposed by Towers Watson is at best highly subjective and arguably deeply flawed and it seems to me to be quite unnecessary.

In establishing a comparator the objective of the exercise is simply to create an index against which the performance of Equitable Life can be measured so that losses or gains can be established.

In the case of WPAs the obvious and appropriate indices are as follows:

i) Pre-September 1992, there was no alternative to Equitable Life and no accepted maladministration so in that period there can be neither gains nor losses;

ii) In the period September 1992 to the Prudential transfer, the comparator is as you suggest, firstly the Prudential on its own and latterly with Scottish Widows; and

iii) From the Prudential transfer, in order to calculate losses post-2000 both to date and in the future, logically the comparator (which you do not appear to describe) can only be the Prudential With Profits Annuity (not to be confused with the Prudential transferred ELAS annuity).

A similar exercise can be repeated, using different indices of course for other policyholder classes built up from a basket of other life companies.

In the following sections I will review what is being proposed but in doing so, I do not wish this to detract from this fundamental difference in position set out above.

A) The Current Assumptions Regarding Head A and Head B Loss

In the exchange of e-mails, you set out your provisional view that:

a) With, the exception of WPAs who took out policies prior to 1st September 1992, all WPAs will be treated on a Head A loss basis. 

You propose to reduce the Head A loss by a proportion to reflect that “it is impossible to be confident, even on the balance of probabilities, that, had accepted maladministration not occurred, all those who purchased WPAs after that date would have decided not to do so”.

b) All other WPAs will be treated on a Head B loss basis. In your view, no policyholder would have received less on that basis during the period prior to closure for business and some would have received more. Since the closure to business, at least some will have received less than they would otherwise have received. To assess Head B loss it will be necessary to offset the relevant gains and losses on an individual basis.

c) In respect of any individual policyholder any gain under Head B will be offset against any loss under Head A.

In your letter of 25th May you state that for the WPAs the Head A comparator basket will be the Prudential and from 1996 onwards it will include Scottish Widows. This is entirely logical and to be welcomed.

You also have concluded that the best comparator for Head B losses is a “reconstructed Equitable Life”. This has been reviewed at length previously in face-to-face meetings and in written submissions in the past and will be subject to further submissions by some of my colleagues. I do not intend to rehearse those arguments here. As you are aware, I am of the view that all WPAs should be treated equally and on a Head A basis. Such an approach to me would match the stated objective set out above and avoid some of the problems that arise with your proposed methodology that I mention below. I do not intend to explore this element further.

As you recognise in your Third Interim Report the WPAs have suffered disproportionate impact not least because of their individual characteristics which I mention further below and which we have discussed many times. 

None of these points were helped by the lack of clarity in the context of the With Profits Annuity regarding the Society’s policy of Full Distribution, which was never mentioned in any of the product literature provided to WPAs. (I have sent you copies of the Society’s literature from 1992 onwards which demonstrate irrevocably that WPAs could not reasonably have been expected to be aware of this policy let alone understand it.)

At this point it must be clear that I do not accept the fundamental premise upon which the Towers Watson scenario is based. The assumptions set out in the letter dated 25 May 2010 merely set out one scenario. They give too much weight to Equitable’s management philosophy and the “full and fair distribution” principle, a policy as noted above that was unknown to the WPAs, and too little weight to the level of intervention, which the regulators were required to make.

Without repeating the arguments in great detail, essentially the revised scenario prepared by Towers Watson illustrates precisely the problem that we have with this approach. It is simply one of many possible scenarios. It is not even recorded as the most likely. Despite the lack of the adjustments, which it is now accepted should have happened (even allowing for the most headstrong management and light-touch regulation), there was already some adverse comment on Equitable’s Free Asset Ratio in the mid-1990s in the financial press. These adjustments would have significantly magnified such adverse comment and this would have been particularly relevant to WPAs.

There is no way of determining with certainty what the alternative scenario might have been and that proposed totally ignores any human reaction to a different regime imposed by the regulator on ELAS. Any such reaction would have been very significant as illustrated recently in the case of Northern Rock. If bonus rates had been reduced then many potential WPAs would not have bought anything from the Society. Towers Watson seem to assume that changing the bonus rates would have had NO effect on business volume, whereas I believe that new business revenue would have virtually dried up, which in itself would have been cumulative and after which the business would probably have failed.
However, as you are aware, I am not in a position to have recourse to actuarial assistance in respect of those arguments and therefore I do not comment further in that regard.

The approach, you have set out, begs some further observations. The primary one is in respect of the proportion of Head A loss to apply and as a result of that I deal with that issue separately below. I also comment within that on the intention to draw no distinction in respect of post 1 May 1999 WPAs.

My principal additional observations are on the post-closure loss on a Head B basis and the proposal to offset Head B gains against any Head A losses.

There is no stated position on the likely post-2000 scenarios on a Head B basis. I have always commented that the likely returns whether from a WPA comparator or a conventional annuity comparator are likely to display comparative gains for WPAs during the period 1990 to 2000. As a result, your conclusion that there is likely to be a gain on a Head B loss basis to that point is unsurprising. However, it does place into very sharp relief the critical nature of the assumptions post-2000. I refer below to the assumptions relating to future bonus rate post-Prudential transfer and those comments will be relevant to the Head B analysis. However, currently it is not clear that it is envisaged that the cuts would have been identical and the WPAs transferred on the same basis.

It would seem inevitable on the scenario suggested that closure would still have taken place and a transfer to the Prudential would have resulted. On that basis, absent the death of the annuitants, my calculations would expect any marginal gains between 1990 and 2000 to be exceeded considerably by the post-closure losses in light of the considerable cuts which have taken place since and the likely future payments from the Prudential.

I do not understand the position relating to the offsetting against any Head A loss of any Head B gains (and I repeat my observation above that in any event, any gain is very unlikely absent the death of the annuitant). In assessing an individual’s loss on a Head A basis, it is a case of comparing what he has received against what he should have received.  There is no logic in offsetting any Head B gain on this basis as the Head B position would only re-adjust the starting point against which the alternative receipts should be calculated.

For instance, if the amount, which would otherwise have been received is £100,000 and the amount actually received was £75,000 then the fact that on a reconstructed basis the amount received would have been £65,000 is irrelevant. You are still gauging loss as against the £100,000 amount and there is no basis to deduct £10,000 (the difference between £75,000 and £65,000) from that £25,000 difference.

B) The Proportion of Head A Loss for WPAs

This appears the key issue out of the current approach. As you are aware, I consider that no discount should be made.

The individual characteristics of WPAs have been covered previously – their age, the irreversible nature of the decision, the fact that it was retirement income, the inability to replicate income from other sources, the dependence of the product on bonus returns and the increasing vulnerability of the product as the final bonus element increases over time, etc. We have discussed these issues many times.

To this is added the fact that the product was sold on the basis of its track record and increases against an alternative level annuity. Again I have supplied the contemporaneous literature. The majority of early policies were sold with a 6.5% ABR uplifted by a factor of 3.5% so that they required an Overall Rate of Return of 10.225% to stay level. On the reconstructed basis, these products would not have met that level in the critical early years in the early 1990’s and would have fallen in comparison to a level annuity, which would probably have started at a higher level in any event.

In addition, we have already discussed the Ombudsman’s reference to the fact that the Society would have looked “unattractive” by 1996 in any event.

Finally, it is noted that it is not intended to draw a distinction in respect of policyholders who invested post 1 May 1999. I consider that it is inescapable in that regard that no WPAs would have invested thereafter. So no discount should be made for any proportion of WPA purchases after this point.

As a result, you have a combination of four factors – (i) the individual characteristics of the decision which would have magnified considerably any concerns and adjustments, (ii) the readjusted returns and bonuses making the product unattractive, (iii) the Society overall being accepted to be unattractive by say 1996 on any basis and (iv) the fact that no purchase could sensibly have been made once the impact of the reinsurance treaty is taken into account on 1 May 1999. 

As a result, if there is to be any discount, it surely can only be a very marginal say 5% in respect of WPAs.

C) The Resulting Approach to Overall Loss Calculation

I am currently unclear how the mechanics of this will work. I have referred above to the importance of the assumptions post-2000 on a Head B basis. On either Head A or Head B basis, the events and bonuses between closure and transfer are crucial as are future bonus rates post-transfer. As a result, I can only foresee absent the death of the annuitant a loss on both a Head A and Head B basis.

As a result, I would anticipate in light of the discussion above as to relevant proportion, a calculation along the following lines:-

Head A loss * 95% plus Head B loss * 5% = Total loss

Clearly on those assumptions, if there is a 95% chance of a Head A loss having been sustained, there is a 5% chance of a Head B loss having been sustained and the resulting figure should be a combination of those amounts.

D) The Detailed Loss Calculation Methodology

In any event, you are still left on either the Head A or the Head B basis to deal with the fundamental issues of individual calculation set out in previous submissions.

As a result, I refer you again to those discussions of future bonus rate, mortality assumptions, discount rates, etc. The loss calculation for the WPAs as I am sure you recognise is much more complex than that of other policyholder classes, not least as the losses that the WPAs face are likely, under present circumstances, to be continuing and increasing. We have discussed in particular the importance of future bonus rates and discount rates and I was delighted to receive your e-mail, which indicated that you were in discussions with Equitable Life and the Prudential on this specific topic. I would urge you to take a cautious approach to their expectations and to judge them from independent sources.
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Appendix A


From: Peter Scawen [mailto:eltaorg@orange.fr] 

Sent: 06 June 2010 14:15

To: Simon Bor; Laurence Emmett; John Chadwick

Cc: Paul Chapman

Subject: 
Dear Sir John
I am in the process of preparing some additional comments concerning your letter of 25th May to the Financial Secretary to the Treasury. 
Before doing so I would be grateful if you would confirm or otherwise my understanding of your current opinion regarding WPAs which is:
a) WPAs invested in 1999 or 2000 - Head A 

b) WPAs invested before 1992 - Head B

c) WPAs invested between 1993 and 1998 - a combination of Head's A & B
I ask this partly as it is a critical decision and I wish to be sure my understanding is correct and partly as there is very little time to permit an exchange of e-mails before the deadline of June 11th.
I look forward to hearing from you.
Yours sincerely
Peter Scawen

----------------------------------------------------------------------------
From: Laurence Emmett 

To: 'Peter Scawen' ; Simon Bor ; John Chadwick 

Cc: Paul Chapman 

Sent: Monday, June 07, 2010 1:35 PM

Subject: RE: 

Dear Peter, 

Sir John has asked me to respond to your email of yesterday.

As for the start date, Sir John does not presently intend to advise that those who invested prior to 1 September 1992 have suffered Head A loss. The reason for choosing this date is that it is considered to be the earliest occasion on which the contents of the 1991 regulatory returns (which are the first returns that would have been published in a different form, absent accepted maladministration) are likely to have come to the attention of the public.

You will recall that in earlier Interim Reports, Sir John has identified the fact that reliable electronic data regarding premium payments is not available for the period prior to 31 December 1992. As may already have occurred to you, this lack is not equally material to all classes of policyholders. Following reflection, Sir John has formed the view that so far as is possible and so far as is consistent with fairness, the start date of 1 September 1992 should be employed – and that it would be both possible and fair to employ this start date in relation to WPA policyholders.

Therefore, Sir John’s current intention is to advise that all those who bought WPAs after 1 September 1992 have suffered Head A loss – though only as to a proportion (to reflect his view that it is impossible to be confident, even on the balance of probabilities, that, had accepted maladministration not occurred, all those who purchased WPAs after that date would have decided not to do so). He does not intend to advise that any further distinction should be drawn between those who invested before and after 1 May 1999 (or any other date prior to the end of the period covered by the Ombudsman’s investigation).

 

As for Head B loss (which potentially applies to all policyholders, regardless of whether or not they have suffered Head A loss), Sir John’s view of the advice he has received to date is that no WPA policyholder received less during the period prior to the closure to new business than he would have received if accepted maladministration had not occurred; and that some WPA policyholders received more than they would have received if accepted maladministration had not occurred. But his present view is that, since the closure to new business, at least some WPA policyholders will have received less than they would have received – and are likely to receive less in the future than they would have received – if accepted maladministration had not occurred. To determine whether a policyholder has suffered an overall loss under Head B, it will be necessary to offset any overpayment during the 1990s against any underpayment in the 2000s and/or any anticipated future loss. Sir John does not know – and it would not be possible to determine without detailed actuarial calculations in relation to individual cases – whether these principles will lead to the conclusion that all who are still alive have suffered an overall Head B loss. But it is likely that at least some of those who have died have not suffered Head B loss. 

Finally, it is worth adding that Sir John is currently of the view that if a policyholder is shown to have experienced an overall relative loss under Head A, but an overall relative gain under Head B, they should be set-off against one another. 

Kind regards, 

Laurence
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