With Profits Review: Issues Paper 3 

 Disclosure to Customers

About Royal London

Royal London is the UK's second largest mutual life assurer with funds under management of £24 billion (as at 31.12.01).  

The roots of the company are in its “home service” heritage.  Following the acquisition of the business of United Assurance Group in 2000, the Royal London home service customer base numbers around 3 million.  Typically these customers, who we would define as the “mass market”, are at or below national average earnings and in socio-economic groups C1, C2 and D.  Increasingly Royal London is seeking to service the needs of these customers remotely rather than through face-to-face contact with a financial consultant. 

Following the acquisition of Scottish Life in July 2001 Royal London now has over 500,000  customers introduced through Independent Financial Advisers. Many of these are customers through membership of employer-sponsored pension schemes. 

Royal London and With Profits 

Royal London has a proud reputation in the provision of with profits contracts.  In the longest running survey of with profits policy payouts, conducted twice a year by Money Management magazine, Royal London has appeared in the top ten on 38 of a possible 40 occasions;  a record of consistency which no other provider can rival.  

Royal London has around 1.6 million with profits policies in force.  Additionally with the acquisition of United Assurance Group in 2000, Royal London assumed responsibility for a further 3.4 million with profits policies.  Scottish Life, which was acquired in 2001 bring a further  340,000 with profits policies to the Royal London group.      

The vast majority of these polices are conventional “endowment assurances”.  However in the interests of transparency and flexibility Royal London no longer offers conventional with profits products to customers. However we firmly believe that the with profits concept has some real value to risk-averse consumers.  Because of this, with profits remains core to the Royal London product set.  Regular and single premium with profits contracts are available to customers through our direct salesforce and direct channels.  Royal London is a market leader in the provision of with profits ISAs. 

Summary of Submission

Royal London believes that the risk profile of with profits offers customers a real alternative to products that provide full market exposure.  Short term fluctuations in the value of an accumulated fund can prove very unsettling for the unsophisticated or risk-averse investor.  Such is the aversion to short  term fluctuations that many will remain invested in deposit based alternatives rather than expose their long term savings to the ups and downs of the stockmarket.  This is in spite of demonstrably better returns from an investment in real assets.  

With Profits policies insulate investors from short-term fluctuations in stockmarket levels.  The addition of a regular bonus gives some peace of mind for the risk-averse investor and encourages persistent savings behaviour.  Although alternatives are readily available, with profits remains the most popular savings medium with Royal London customers.  We are firmly of the view that the essential nature of with profits (namely the lack of short term volatility) must be preserved if savings and investment in real assets is to remain attractive to the mass market.  

We fully accept the presentation of the nature and benefits of with profits has not been as transparent as it could have been. This is true across the with profits industry. The Issues Paper makes some proposals to improve this situation and these proposals are considered in detail in the main body of this submission.  However, total transparency of with profits information cannot be achieved if the essential, discretionary, nature of with profits investment is to be preserved.  

Royal London would like to see far greater emphasis placed on the financial strength of with profits providers.  This is a key piece of information for prospective product purchasers which is not currently disclosed.   However, the traditional measure of financial strength, “the free asset ratio”, is not sufficiently objective to enable like for like comparisons between providers.  We would support the use of independently calculated financial strength ratings.     

Royal London has a fundamental concern that the proposed volume of information disclosed, before and after sale, will have the opposite effect to that intended.  The average customer has very little interest in studying technical information about the management of their investment.  The greater the volume of information provided, the more disinterested customers become.  Transparency and clarity of expression will not counter the impression of “information overload” which would be the consequence if all the proposed information were disclosed to customers.   

Royal London believes that the nature of with profits and especially the “smoothed” return can be more adequately explained to prospective investors by use of a simple chart or illustration.  We attach a real life example of such an explanatory chart for consideration.  (See Appendix 1)  

However, even with the benefits of graphic illustrations it is becoming increasingly difficult to explain the complexities of with profits investment against the background of misinformation and sensationalism that passes for financial journalism in some quarters. In recent weeks we have seen the following headlines such as "ABC Slashes Payouts by 9% " (a modest reduction compared with the falls in real asset values) or "XYZ Slashes 30% off Bonuses" (in other words the annual addition has been reduced from 3% pa to 2%).   

Commentary along these lines does nothing to improve the quality of debate.   Indeed we would go so far as to argue that the general disquiet that such statements create is in conflict with FSA‘s mission to improve public understanding. Any amount of disclosure cannot counterbalance the sensationalist tone of some commentators and put the debate on an objective basis. Royal London wonders whether FSA is prepared to offer guidance to financial journalists on appropriate responses to issues of legitimate consumer concern.   

Answers to specific questions raised in IP3

Q1 Do you agree with the description in paragraphs 14 to 28 of the issues arising over the disclosure of information on with-profits products?

In broad terms we would agree with the description of the issues arising over disclosure of information.  

Consumers tend to have little understanding of the complexities of with profits funds.  However we would balance this view with the fact that customers equally have little detailed understanding of other long term financial products (Equity ISAs and the operation of tax credits being a case in point).  The key difference between with profits and other long-term products is the discretionary nature of the benefits. 

We would agree that too much detailed information is presented at the point of sale, much of which is required under CoB regulation.  The volume and detail of information does not work in the interests of greater customer understanding.  We would support any moves towards reducing the volume of information provided to consumers if this is accompanied by greater transparency in the quality of the information of pre and post-sale documentation.  Greater transparency will surely secure greater levels of customer understanding.  However some caution needs to be exercised.  Total transparency of with profits information cannot be achieved if the essential, discretionary, nature of with profits investment is to be preserved.  

Q2 Are there any other issues arising besides those mentioned in paragraphs 14 to 28?

There is a strong case for including an objective measure of a life company’s financial strength in pre-sales documentation.  This is a significant indicator to a customer of a company’s ability to continue to pay bonuses into the future.

Indeed we would argue that an objective financial strength rating should be included in any annual bonus communication.  This would enable policyholders to monitor the strength of their with profits provider on a year-on-year basis. Any significant changes to financial strength rating should be explained to policyholders in the annual bonus communication.

Traditionally financial strength has been measured by the “free asset ratio”.  It is however clear that there is some discretion available to companies in the presentation of their financial strength as measured by their free asset ratio.  There are a number of analysts and consulting actuaries providing analysis of financial strength on an objective basis. We would suggest that FSA select one of these agencies as the recognised source of financial strength data across the industry.   We have found the work of Cazalet Financial Consulting both objective and rigorous.   

Q3 Do you have any relevant research on with-profits policyholders that the FSA should consider?

No

Q4 Should standardised and simpler terminology and explanations of with-profits features be developed for use across the industry?

It would not always be appropriate to lay down standardised wordings and explanations.   Each company’s products, the bonus philosophy underpinning those products and terminology used to describe the operation of the fund will be different and may not easily fit within a prescribed standard.  

However, we agree that a standardised terminology should perhaps be the ultimate aim for the industry.  In the meantime simpler explanations, perhaps taking a cue from those laid down in the Raising Standards example documents, should be adopted.   

We would particularly recommend the adoption of a standardised format for the With Profits Guide as proposed in Raising Standards.  In this proposal two versions of the With Profits guide would be available.  The first a simple non-technical guide aimed at customers; the second an in depth guide aimed at the needs of professional advisers, industry analysts and the regulator.  In both cases a standard format would allow the target audience to readily compare one product and company with another.

Q5 Do you agree that the same principles of disclosure should apply to both new and existing business? In what circumstances should a different approach to existing business be considered?

All things being equal we would support the same principles of disclosure for new and existing business.  However all things are not equal.  As the issues paper suggests a different approach would be needed for different blocks of in force business.  The issues paper highlights the different requirements of a closed fund.  However there are other blocks of business for which the costs of disclosure would outweigh the potential benefits.  

For example, for large volumes of in force Industrial Branch business it would not necessarily be cost effective to provide the full individual annual statement information.  Currently bonus information is only required for IB business issued since 1996 and individual information does not need to be provided.  It seems likely that the costs of carrying out the disclosure communication to IB policyholders would be sufficient to adversely impact on the policy returns for that class of business.  Or even to impact the returns for all With Profits policyholders.  

Q6 Do you agree that the information in paragraphs 33 and 34 is that which would be necessary to ideally provide a reasonably full explanation of the mode of operation, benefits and risks of with-profits products? If not, what information do you think is missing, or not necessary?

Paragraphs 33 and 34 contain some very detailed proposals.  We have some fairly detailed comments to make in response.  However in general terms the proposals in paragraphs 33 and 34 would result in the customer being provided with far too much information, an issue we have already highlighted in this response.  We think it highly unlikely that potential investors would be able to assimilate the volume of information that is proposed to be disclosed.  

Paragraph 33.  

(a)(i) We would always support the clear statement in any documentation of the purpose of a particular policy or financial product.  This is not merely a with profits issue of course but a principle which should apply to all long-term products. 

(iv) We are not sure it will be possible to define ‘profit’ in this context.  Even if it were possible to define it, it is not necessarily helpful from a consumer’s perspective.  Explanations of how profits arise and how they are passed to the policyholder in the form of bonuses would be far more significant.

(vi) We do not believe that describing a policy as ‘conventional’ has much consumer relevance.  It is presumably more important to describe what the terms associated with conventional policies, such as a “guaranteed sum assured”, actually mean in practice. 

(b)(iv) For many classes of business this proportion cannot be readily expressed.  Often there will not be a defined proportion of the premium to pay for the life cover, but merely the appropriate charge taken to pay for the life cover.  In some Unitised With Profits cases the charge may be taken by cancelling units.  Including this figure will not therefore achieve comparability across different policies.  

(c)

In theory consumers would use the information in (c) to assess the likely risk/opportunity of a product.  In practice this is very unlikely.  How will customers know what weight to put on “investment risk” and “business risk”?  The biggest impact on their returns is the investment growth.  Other issues may simply create greater customer confusion.   

(e)

(i) The key here is how much information is to be disclosed on smoothing.  If too much is disclosed then there is a risk of anti selection.  

Q34

It is unclear whether these proposals apply only to new business or to all in force business  (see response to Q5).

(a) 

These proposals will be complex to implement in practice.  Currently much of this information is communicated to policyholders via a standard bonus mailing.  The proposals would require different standalone communications for each different policy type.  Then again not all consumers will need or want all this information.  It should perhaps be in two levels – one document with agreed information and another document which could be issued on request by consumers who do want more information. 

(c)

Disclosing the ratio of investment return credited to asset share has the potential to lead to anti selection.  Besides the ratio may well be due to historic circumstances and may change over time.  Consumers may therefore make decisions based on inadequate information.

Q7 What are the most important pieces of information to convey pre-sale and post-sale?

Much of the key pre sales data has been covered in the Raising Standards documents.  We would see the most important pieces of information as follows

· Purpose of product

· Long term nature of product 

· Where the money is invested 

· Key risks (chiefly investment risk)

· When bonuses apply

· Consequences of early cash-in (including penalties and when MVR applies)

Post sale we would see the most important pieces of information as follows

· Purpose of product

· Bonus added in year

· Previous year’s value 

· Current value of investment

· Cash-in value

· Projected value

· Did an MVR apply during the year

· Significant changes to the investment mix

Q8 Are there any other sources of profits (or losses) other than those listed in paragraph 33(c) which policyholders may participate in?

See comment in response to Q6.

Q9 Do you agree with the FSA’s view on how customers should use the information?

The tone of the issues paper would seem to recognise a far more knowledgeable consumer than those that we typically encounter.  In an ideal world consumers would actively seek out the best possible deal form themselves from those involved in the market.  Experience shows a far more disinterested consumer with little appetite for financial education. 

Q10 How might the transparency and consistency of the price disclosure for with-profits policies be best improved?

The reduction in yield figure (RIY) currently shown in key features illustrations is the best method of disclosing the impact of expected costs on policies. Greater emphasis should be placed on the RIY figure not just when comparing with profits policies but also other types of long term saving.  

However, the phrase “reduction in yield” does not aid consumer understanding as it has virtually no currency outside industry circles.  The phrase should be replaced by a form of words which more accurately reflects the significance of the RIY.  A phrase such as “effective management charge” may be more useful.  

Post-sale, changes to costs which may significantly impact policy returns should be highlighted as, and when, they occur.       

Q11 How should information be tailored to take account of the different needs of different audiences? How could information overload best be avoided?

It will be very important to have a split of documentation into a simple version for general use and a more complex version available on request for those who are interested.  

In reality much of what is proposed, no matter how well intentioned, would in reality merely contribute to consumer information overload.  

Q12 Do you agree with the analysis in paragraph 36 of what might form ‘core’ and ‘supplementary’ information? If not, what information do you think should be provided to all customers as standard?

Table 1

The core information looks adequate and appropriate, except for the inclusion of “business risk” and other potential sources of profit and the “Description of Smoothing” both of which are likely to be too complex to be in core information and may present anti selection problems.  

Equally it will not be possible to provide information on the proportion of premiums used to provide life cover for the reasons given earlier in response to the proposals in paragraph 33. 

Table 2

The core information looks adequate and appropriate.  Withdrawals during the year may be difficult to handle for a conventional product.  How would a part surrender be shown?  (As the cash value taken, or as the amount of the guaranteed benefits removed?)

