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Dear Mr Merricks

I am writing to you in reply to your letter of November 26 and in connection with: -

1. The so-called “fact sheet” of 27 October, prepared by Equitable Life Assurance Society, which your office has issued to many or all complainants in respect of that company.  This seeks to dispute Lord Penrose’s considered view, after lengthy maxwellisation, that the £4,000 million (16%) policy value cuts of 16 July 20001 were an attempt to recover excessive bonuses declared over the previous decade. EMAG has christened this unsigned document TOXIC WASTE PAPER I.

2. The 12 page letter of the 15 November from Equitable Life’s legal and compliance director to you concerning the basis upon which over-bonusing complaints are to be dealt with, which EMAG has named TOXIC WASTE PAPER II.

Equitable Members’ Action Group (EMAG) is the only substantial action group for Equitable Life current and ex-policyholders with a legally drafted constitution, an elected committee and a paid subscription.  We have received contributions from over 10,000 policyholders and are aware that many of our members have complaints in progress with your office.  We are also aware that many others are considering making over-bonusing complaints, based upon Lord Penrose’s report now that Equitable Life has, after seven months delay, issued its response.

THE ‘FACT-SHEET’ - TOXIC WASTE PAPER I

At significant expense EMAG has had the ‘fact-sheet’ examined rigorously by Burgess Hodgson, the Chartered Accountants, who first identified the Society’s long history of over-bonusing in March 2003, one year before Lord Penrose.  The authoritative report (BH3 appended) concluded that:

1. The ELAS calculation, which purported to disprove over-bonusing, adopted a flagrantly biased and wholly inappropriate starting date of 31 December 1999, when the FTSE-100 stood, just momentarily, at its ALL-TIME EVER high of 6930, without making any appropriate adjustment.

2. The claim that the Society enjoyed a surplus of assets over policy values immediately following the 16% cut is based upon rough-and-ready figures prepared at the time, which were known to lack an important adjustment and have been superseded.

3. The investment return of minus 7.9% quoted by the ‘fact-sheet’ is mainly made up of a 5.5% deduction in respect of guaranteed annuity rate costs (GAR).  Consequently the description ‘investment return’ is grossly misleading.

As a result, the Society’s ‘fact sheet’ comes to the entirely erroneous conclusion that the 16% policy value cut inflicted on policyholders on 16 July 2001 was NOT connected with the Society’s long history of financial improvidence.

EMAG would further comment that the Society’s ‘fact sheet’

a) has (for a ‘’fact sheet’) an almost total absence of FACTS!

b) makes no attempt to explain or justify the Society’s extraordinary approach to the smoothing of its with-profits fund

c) contains the name of no professionally qualified person prepared to be associated with it

d) attempts to discredit Lord Penrose’s 800+ page report that took the senior Scottish Judge (and Chartered Accountant) and his  qualified team of experts more than two years and £2 million to produce - presumably in the confident knowledge that he will not respond

e) relies upon unpublished and unsubstantiated statements by its lawyers (Lovells) and the FSA

f) resorts to the sort of obfuscation and legal bully-boy tactics for which the Society’s management is becoming renowned

EMAG is surprised and disappointed that the Financial Ombudsman Service (FOS), which was set up by statute* as an independent public body to resolve disputes between individuals and Financial Service firms in a fair and reasonable fashion, has distributed such an inaccurate and one-sided document.  

[*S225(1) of the Financial Services and Markets Act 2000]

EMAG REQUESTS THAT THE FOS 

a) immediately send to all those claimants who have already been issued with the ELAS ‘fact-sheet’ this new and much more accurate one from EMAG.

b) send out copies of the enclosed EMAG fact sheet to claimants, in the same envelope, IF the FOS continues to disseminate the ELAS toxic ‘fact sheet’.

THE ELAS LEGAL DIRECTOR’S LETTER - TOXIC WASTE PAPER II

You have requested comments upon this letter. Unfortunately, at 12 pages, it is a rambling and repetitive document, which does not lend itself to a point-by-point analysis. Nicholas Bellord, a retired trust solicitor, will, with some help and input from EMAG, soon be submitting a further response along legal lines, before Dec 31.  For present purposes, we have dealt with the letter by way of a summary of the main thrust of its allegations:

JURISDICTION

It is claimed that both the over-bonusing and the 16% cut of July 2001 were matters of commercial judgement and outside the scope of the FOS. This might give rise to a pedantic legal argument, but the FOS was set up to adjudicate upon disputes between consumers and firms in the financial services industry. Equitable Life has been the UK Insurance industry’s biggest financial failure in recent years. About a million investors lost £4,000 million from their policy values on 16 July 2001, at a stroke.  The FOS would, we submit, be failing in its statutory purpose if it were to duck this issue on such specious technical grounds.  

You will know that EMAG was successful in its campaign to have the regulatory failures back to the 1980s properly investigated by the Parliamentary Ombudsman, including the period covered by her first flawed report and including scrutiny of the Government Actuary’s Department, which she originally claimed was outside her jurisdiction.  We are very strongly of the view that public bodies should faithfully carry out their duties imposed upon them by Parliament. We trust you will give this matter serious thought.  If in any doubt, we suggest you ask for a ruling from the Court at this stage rather than wait for a possible application for a judicial review from whichever party ‘loses’ the adjudication.   

RESOURCES

The Equitable Life letter expresses some concern about the Financial Ombudsman Service’s resources available to deal with over-bonusing complaints.

This is NOT a matter for Equitable Life.  The Financial Services Authority has a statutory duty to ensure that the Financial Ombudsman Service has the necessary resources.  [Schedule 17 paragraph 2.]  I would also remind you of Ruth Kelly’s statement to the Treasury Committee on 16 March 2004:

“The Ombudsman, at this moment in time, assures me that he has all the resources he thinks is sufficient to deal with any complaints.”

Whatever your resources situation may be, this is a matter on which EMAG can assist.  We have received contributions from over 10,000 people and have a very extensive database of Equitable Life policyholders.  The Penrose report made it clear that policyholders have a VERY strong case against the Society for grossly misrepresenting its financial stability.  EMAG has waited patiently for the publication of Equitable Life’s response to Lord Penrose’s report before considering making a complaint on behalf of its members. 

The Society’s response (TOXIC WASTE PAPER I), demonstrates that it has no real defence against any over-bonusing complaint.  Throughout the 1990s it presented itself as financially stable, whereas its consistent practice of over-bonusing meant that, even at the top of the longest and strongest stock market boom in living memory, it was unable to withstand a modest shock.  The Guaranteed Annuity Rate problem was estimated to cost it about 5.5% - the loss equivalent to only a fairly bad day to the FTSE.

We estimate that several thousand of our members will wish to join a group complaint based solely on over-bonusing.  There may also be many of the existing Equitable Life complainants who will be prepared to join an EMAG group along these lines. Their willingness to do this should considerably simplify your administration and minimise the strain on your resources.

CONVENIENCE 

Equitable Life claim that:

a. The FOS is not a suitable forum for discussion of complex matters like smoothing and bonuses. 

b. There are aspects which affect the industry as a whole.

c. The Parliamentary Ombudsman is better placed to do the job. 

As regards a), in EMAG’s view, that if the matter of over-bonusing IS a proper one for the FOS (and we think it is), then convenience is not an issue. It is the FOS’s duty to adjudicate. 

The argument that the over-bonusing issue is complicated is clearly nonsense. The fundamental rules applying to the running of a with-profits fund are very much the same as running a household’s budget. 

1. Expenditure needs to be kept in line with income. 

2. If there is access to capital then, from time to time, expenditure may be allowed to exceed income, but there must be counter balancing periods when income exceeds expenditure or capital will be eroded. 

3. If there is no access to capital, then expenditure needs to be kept within income between each pay-day. 

What’s conceptually difficult about that?

The BH 3 fact-sheet identifies four actuaries in support of this balanced approach. 

Peter Clark (in 1989) of Prudential, AXA Sun Life and Ecclesiastical and recent past president of the Institute of Actuaries

Peter Nowell of Bacon & Woodrow 

Roy Ranson and Christopher Headdon, the authors of Equitable Life’s theory of running a with-profit fund without an estate of surplus assets

As regards b) the actuarial profession seems incapable of setting down clear guidelines as to where a with-profit fund ends and a Ponzi scheme begins. Why should the Financial Ombudsman not rule upon where a failed company went wrong? This would set clear limits of unacceptable behaviour and be of great genuine benefit to both the industry and investors.

As regards c), the work that the Parliamentary Ombudsman is doing is explicitly and exclusively related to the performance of the prudential regulators. The function of the FOS is concerned with a financial services provider, the Society – hence the functional divide is crystal clear. The performance of the old directors of Equitable Life is now history, well-documented by Lord Penrose’s report.  There is, quite simply, no justification for fudge or further delay.

POTENTIAL CONFLICT WITH THE FSA

Equitable Life claims that the FSA supports its view that the 16% cut was unrelated to years of financial improvidence. EMAG makes two points:

1) Despite being asked by EMAG, the FSA has repeatedly refused to publish any justification for this view.  Since Equitable Life is relying upon it, it should do so now. 

2) Although the FSA is responsible for your budget, the Act requires that the operation of the FOS should be independent of the FSA.  [Schedule 17 paragraph 3(3).]

EVIDENCE

The Equitable Life’s letter makes various assertions about the ‘rules of evidence’.  Since these clearly do not apply in the FOS’s INFORMAL proceedings, as envisaged by statute [S225(1)] , this is not relevant but it may represent a veiled threat of a judicial review if the Society does not get its way. You will be aware that this was a seemingly effective bully-boy tactic used by the old directors against the Treasury, FSA and GAD at the end of 1999 and beginning of 2000.  Succumbing to such pressure was a decision those bodies may now regret.

CO-OPERATION

We are concerned at the ultra-short time scale that you have given as a window to respondents.  Some complainants, to our knowledge, have only just received from you the 12-page TOXIC WASTE PAPER II  (as of 21 December) and you are asking for responses, through Christmas, in less than two weeks.  ELAS, and their legal advisers took eight months to craft theirs.

Finally, can we ask you to reconsider your response on ‘time-barring’?   Regrettably, you are currently encouraging policyholders into the high cost of seeking advice from solicitors, when the FOS was conceived as a low cost and approachable alternative. The apparent strategy by both FSA and ELAS seems to be to so delay, that ‘time-barring’ will preclude many policyholders exercising their reasonable right to recourse.

In your letter you wrote: “Although there are complaints of a similar nature, very few cases are identical in all respects.  It is not possible to generalise…..”.  Can we remind you that the FOS has a precedent in the way it has handled thousands of ELAS late-joiner cases on a ‘lead case’ basis and that you have, therefore, already proved willing to generalise.

Let me restate that EMAG is extremely sympathetic to the difficult pastures occupied by FOS with regard to Equitable Life.  We are most willing to assist you avoid any further delays and help bring this long-running matter to an ‘equitable’ conclusion for all concerned.

I look forward to your response.

Yours sincerely,

Paul Braithwaite

General secretary of EMAG

Encl:  BH 3 Fact-Sheet on Equitable Life
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