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Please Note:

This submission was originally prepared as EMAG’s response to the draft

version of the PO’s report.

It has been rapidly updated upon sight of an

embargoed copy of the final report on 15" July. As a result of numerous
changes between the draft and final versions, various sections have been

temporarily withdrawn.

produced in due course.

A revised version including those sections will be
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EXECUTIVE SUMMARY

Equitable Life

Equitable Life Assurance Society is the worldOs oldest life assurance company and
was famous for not paying commission, low operating costs and (it claimed) fair
distribution of profits. The Government Actuary recommended it for public servants
including health workers and judges.

However, it made no provision for the guarantees against low interest rates
contained in all policies issued before 1986 (the guaranteed annuity rate or GAR)
and it declared bonuses out of all proportion to profits and assets, so far out, that the
Institute of Actuaries has (in 2007) expelled its Appointed Actuary for it.

Over the 1990s its with-profit fund expanded six fold to £27,000m involving more
than one and a half million people.

Equitable LifeOs attempt to renege upon its guarantees failed in the House of Lords in
July 2000 at an estimated cost of £1,500 million. But the Society had been so
weakened by over-bonusing that it could not pay. Indeed it was so weak that no-one
would buy its with-profit business at any price. It closed its doors in December 2000
and its directors resigned.

In July 2001 the new board of directors slashed policy values by 16% (about £4,000
million) and proceeded to affect a compromise scheme to deal with the GAR
problem. More cuts followed. However Equitable LifeOs problems were too deep-
seated. The Society is now being both run down and broken up.

Treasury Cover-up

EMAG has no doubt whatever that Equitable Life policyholders have been the

subject of a cover up and delaying action by the Treasury/FSA. It was not until July

2004 that the matter was finally taken up by the Parliamentary Ombudsman with

power to rule on maladministration and to recommend redress. The Treasury/FSA

delaying tactics continued. They will claim that they have co-operated fully, but

observers can draw their own conclusions from the seven years that have elapsed

from the time that Equitable Life MembersO policy values were slashed to the
publication of the POOs Report.

Policyholders

Nine tenths of policyholders were saving for their retirement or had retired. As a
result of the Treasury/FSA cover-up and delaying action, most of those who suffered
the big policy value cuts are now in their sixties and many in their seventies and
eighties, many are infirm and some have died. The 500,000 direct savers had an
average investment of £46,000 in Equitable Life, the million people whose retirement
investment was via group schemes had an average of only £4,000.

The principal complaint

OThat the public bodies responsible for the prudential regulation of insurance
companies (successively the Department of Trade and Industry, Her MajestyOs
Treasury and the Financial Services AuthorityE) and the Government ActuaryOs
Department (GAD) failed for considerably longer than a decade properly to exercise

their regulatory functions in respect of the Equitable Life Assurance Society and were

therefore guilty of maladministration.O

EQUITABLE MEMBERS ACTION GROUP Page 3

Prepared by Burgess Hodgson - Chartered Accountants




THE PARLIAMENTARY OMBUDSMAN’S REPORT ON EQUITABLE LIFE

EMAG’S COMMENTS & PROPOSALS FOR REDRESS - Interim

The PO’s Conclusion

The POOs Report concludedOl consider that thiserial regulatory failure, which the
maladministration | have found in respect of the period prior to the SocietyOs closure
to new business represented, has caused further injustice to those who have
complained to me. Such injustice takes the form of a justifiable sense of outrage that
those operating the system of prudential regulation so comprehensively failedO

The PO found that the Society had indeed voted bonuses out of proportion to its
profits and assets, but her findings do not depend upon this. She has concentrated
upon Equitable LifeOs regulatory returnswhich unduly flattered the weak financial
state created by over-bonusing. In particular she examined the regulatorsO scrutiny of
these Returns and found it deficient in many respects.

Findings

The PO found that the SocietyOs Regulator Returns, approved by the regulators,
were misleading from 1990 onwards. These formed the basis of its financial
accounts, promotional literature, industry publications, newspaper articles and ratings
agency reports. In particular, DTIl/Treasury/FSA/GAD

A) Should have questioned the treatment of GAR costs going back to 1993

B) Should have questioned the way that for years 1990-1996 its main pension
business was valued at a discount of up to half the contractual value to
policyholders.

C) Should not have allowed a worthless re-insurance contract to be valued as an
asset at £808m to £1,098m in 1998-2000.

If these matters had been properly dealt with, EMAG believes Equitable Life would
have been insolvent in most years from 1990 onwards.

The PO has found that during 2001 the FSA gave policyholders unqualified
assurances regarding Equitable LifeOs solvency and compliance with its solvency
requirements, which had no sound basis.

Recommendations

The POOs recommendations may be summarised:

The Regulators should apologise to Equitable Life policyholders for serial
regulatory failure.

Government should establish and fund a compensation scheme, which is
independent, operates in a transparent manner and does not impose undue
burdens upon claimants.

Compensation should be relative to what would have transpired had those
individuals saved or invested with a comparable with-profits fund.

The scheme should take no longer than two years from the date of its
establishment to complete its work.
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Losses & Compensation

EMAG is pleased to note that the PO has accepted its recommendation that elderly
policyholders, having suffered OoutrageousOetatment at the hands of the Treasury,
deserve a redress package that is rapid in payment, simple to administer, is not
administered by either the Treasury, the FSA or any of their offshoots or by Equitable
Life and does not require a complicated claims system. It calculates losses incurred
by policyholders investing after 1990 at £4.6bn if they would have invested
elsewhere.

Holding the Government to Account
The 2007 QueenOs speech included the statement OMy Government is committed to
openness and accountability, and to a strong parliament able to hold the government

properly to accountO.

EMAG calls upon Members of Parliament to do just that.
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CHAPTER 1 - THE STORY OF EQUITABLE LIFE

THE SOCIETY

Equitable Life Assurance Society is the worldOs oldest life assurance company and
was famous for not paying commission, low operating costs and (it claimed) fair
distribution of profits. The Government Actuary recommended it for public servants
including health workers and judges as a suitable home for additional pension

investment. But below its respectable exterior in the 1980s / 1990s, under the regime
of Actuary Roy Ranson:

a) It made no provision for the guarantees against low interest rates contained in
all policies issued before 1986 (the guaranteed annuity rate or GAR).
b) It declared bonuses out of all proportion to profits and assets, so far out, that

the Institute of Actuaries has expelled Ranson for it (albeit belatedly in 2007). Lord
Penrose estimated that the cost in excess bonuses paid out to retiring policyholders
in the 1990s was £1,800 million.

Equitable LifeOs attempt to renege upon its guarantees failed in the House of Lords in
July 2000 at an estimated cost of £1,500 million. But the Society had been so
weakened by over-bonusing that it could not pay. Indeed it was so weak that no-one

would buy its with-profit business at any price. It closed its doors in December 2000
and its directors resigned.

The chart below shows, in percentage terms, how its assets consistently fell short of
the aggregate of policy values, which it had indicated to policyholders. The two only
came near to being in balance (the 0% line) at times of stock market highs, when
there should have been a surplus.
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The chart below shows how bonuses voted for 1990, combined with a falling stock
market in that year first created a substantial deficit of assets as compared to policy

values, running consistently at about £1,000 million over the decade. It also shows
the way the SocietyOs with profit business increased six-fold in size.
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The final chart shows the FTSE-100 index. The stock market performed well over
the decade and was still high when the Society had to close to new business. It was
not the cause of Equitable LifeOs demise. Over the long bull market of the 1990s the
Society should (by limiting bonuses) have built up a smoothing fund of surplus assets
ready to meet the inevitable down-turn. Instead inflated bonuses continued and at
the very peak of the market (FTSE-100 almost 7000 at Dec 1999) it still had a deficit.
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In July 2001 the new board of directors slashed policy values by 16% (about £4,000
million) and proceeded to affect a compromise scheme to deal with the GAR
problem. However Equitable LifeOs prot@ms were too deep-seated and this was not
enough to enable it to ride out the stock market falls of 2001/2002. In 2002 policy
values were cut by another 10% and the Society was forced to invest almost
exclusively in fixed interest stocks.

With almost none of its money invested in equity shares, it could not operate as a
with-profit insurer and its policyholders did not benefit from the stock marketOs rise in
2003 to 2007. The Society is now being both run down and broken up. The
announcement of the sale of the rump of its with profit business is expected soon.

THE REGULATORS

Lord Penrose, whose report was published in 2004, found that Oprincipally, the
Society was author of its own misfortunes®. However he also chronicled a long series
of regulatory failures, by the Department of Trade and Industry and the Government
ActuaryOs Department, who were responsibldor its regulation during the early 1990s.
In short, he reported that the regulators knew what was going on, but took no action.
Without regulatory incompetence and inaction over an extended period, Equitable
Life could not have expanded its business six-fold and created a financial disaster
affecting over a million and a half people.

So clear were signs of regulatory failure that the Parliamentary Ombudsman Ann
Abraham was obliged to announce an investigation. Unlike Lord Penrose, she is
empowered by Parliament to identify Omaldministration leading to injusticeO and to
recommend compensation.

The Treasury (and the FSA) took over regulation from DTI/GAD in 1998. In EMAGOs
view it soon identified deep seated regulatory failure and embarked on a cover-up.
The SocietyOs financial weakness was hidden by allowing it to count as assets

a) OFuture Profitsd of up to £1,000 million (Dec 2000)

b) A worthless re-insurance policy at up to £1,098 million (Dec 1999)

When the Society closed in December 2000, this was blamed on the GAR problem
and regulatory failure and over-bonusing were not mentioned. In addition to counting
the above alleged assets, the FSA allowed Equitable Life to make no proper
provision for non-GAR mis-selling claims estimated at £900m. The FSA repeatedly
proclaimed the SocietyOs solvency and discouraged policyholders from moving their
investment elsewhere.

Policyholders were thus denied the information to campaign effectively for
compensation for gross regulatory failure and/or some sort of Government Olife-boatO.
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The 2001 Compromise scheme (to deal with the GAR) was pushed through with

regulatory approval even though serious failings were concealed from policyholders:

a) The decade of over-bonusing

b) Regulatory insolvency

C) A probable insufficiency of assets to cover the policy value OupliftsO for which
non-GAR policyholders gave up valuable rights.

THE PARLIAMENTARY OMBUDSMAN AND THE GOVERNMENT

When regulatory failure and over-bonusing were confirmed by Lord Penrose in 2004,
the Treasury/FSA resisted calls for an investigation by the Parliamentary
Ombudsman. The cover-up having failed, they switched to delaying tactics. These
have been so successful that it has taken 4 years for the PO to deliver her Report.

Not content with delaying justice, the Government has taken a case in the Court of
Appeal (R(Bradley) v Secretary of State for Work and Pensions [2007] EWHC
242 (Admin).) whose purpose is to reduce the authority of the Parliamentary
Ombudsman, the office set up by Parliament to provide redress for citizens and MPs
against the maladministration of the Government. Its contention is that a
Government Department found to have been Omal-administrative® by the PO can
reject that decision by producing a rational argument. The Court of Appeal has
recently (Feb 2008) found in favour of the Government on that issue.
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CHAPTER 2 - THE PARLIAMENTARY OMBUDSMAN’S DRAFT REPORT

The Report is a massive document. Even the OfdingsO section (Part 1) runs to more
than 400 pages. The results are summarised below.

Terms of Reference and Complaints
The POOs terms of reference were:

OTo determine whether individuals were caused an injustice through
maladministration in the period prior to December 2001 on the part of the public
bodies responsible for the prudential regulation of the Equitable Life Assurance
Society and/or the Government ActuaryOs Department; and to recommend
appropriate redress for any injustice so caused.O

The principle complaint was that:

Othe public bodies responsible for the prudential regulation of insurance companies
(successively the Department of Trade and Industry, Her MajestyOs Treasury and the
Financial Services AuthorityE) and the Government ActuaryOs Department (GAD)
failed for considerably longer than a decade properly to exercise their regulatory
functions in respect of the Equitable Life Assurance Society and were therefore guilty
of maladministration.O

Specific complaints were agreed with complainants in 2004 and are set out in
Schedule 5 of this Submission. They fall into 3 broad categories:

a) That the regulators were well aware that the SocietyOs directors had voted
excessive bonuses, resulting in aggregate policy values perennially and
substantially exceeding its assets, but took no action.

b) That Equitable LifeOs regulatory returns unduly flattered the weak financial
state created by over-bonusing by means of devices that Lord Penrose
described as being of Odubious actuaribmeritO, but the regulators took no
action.

c) That the regulators applied such a Olight touch® to Equitable Life as to be
unduly lenient and of no practical effect.

d) That the £4,000m policy value cuts of July 2001 resulted in part from the
excessive bonuses voted by the Society and the ineffectiveness of the
regulators.

The PO’s Approach

Understandably, complainants were heavily influenced by Lord Penrose. He found
that, over an extended period, Chief Executive Roy Ranson and the then directors
had declared bonuses out of all proportion to the available assets. Lord Penrose
arrived at this conclusion by comparing assets and policy values. This approach had
the great advantage of simplicity and avoided reliance upon actuarial wizardry.
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The POOs function is very different from that of Lord Penrose. Her job is to scrutinise
the activities of the regulators, decide whether they were guilty of maladministration,
decide whether this maladministration led to injustice and recommend redress. Her
focus must be on the regulators, whereas Lord PenroseOs was mostly on the
directors.

The PO has taken the view that, by concentrating on the regulations for preparing
and scrutinising annual Returns and the way the regulators failed to apply them, she
stands a better chance of proving her point and making it stand up than by adopting
Lord PenroseOs approach of comparing assetswith policy values, including terminal
bonuses. The POOs view has been arrived at as a result of 3 yearOs immensely
detailed research and a yearOs argument with the Treasury and FSA.

The Findings

The PO found serial regulatory failure over the decade of the 1990s and beyond.
She found many instances of maladministration, some of which led to injustice and
possible compensation. The POOs drfi report upholds the principal complaint:

Ol consider that this serial regulatory failure, which the maladministration | have found
in respect of the period prior to the SocietyOs closure to new business represented,
has caused further injustice to those who have complained to me. Such injustice
takes the form of a justifiable sense of outrage that those operating the system of
prudential regulation so comprehensively failed, when those complainants had been
told that this system would protect their interests and would ensure that adequate
information in prescribed formats about the activities of insurance companies would
be published to enable informed investment decisions to be made.O (Page 375)

Policyholders reading the POOs Report, who paid for this regulation, will observe that
they got very poor value for their money.

The way she dealt with the specific complaints and the findings she made are
summarised in Schedules 6 and 7 of this submission. In very general terms:

a) She found that the Society had indeed voted bonuses out of proportion to
its profits and assets, but her findings do not depend upon this.

b) She has concentrated upon Equitable LifeOs regulatory returns, which
unduly flattered the weak financial state created by over-bonusing. In
particular she examined the regulatorsO scrutiny of these Returns and
found it deficient in many respects.

c) She was not persuaded that Olight touchO regulation unduly favoured
Equitable Life

d) She found that maladministration was a contributory factor in the losses
associated with the July 2001 policy value cuts
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Cover-up and Delay

When Equitable Life policy values were cut by £4,000 million in July 2001 the
average age of those contributing to a with-profits pension was probably in the late
fifties. The other major group of with profit investors were with profit annuitants, and
their average age was something nearer seventy.

EMAG has no doubt whatever that Equitable Life policyholders have been the

subject of a cover up and delaying action by the Treasury/FSA. The FSAQOs Baird
Report was restricted to the period from 1 Jan 1999 to 8 Dec 2001, thus carefully

avoiding the decade of regulatory failure that preceded it.

The Penrose Report took until March 2004 and the TreasuryOs instructions for this
deliberately avoided attributing blame or recommending compensation. It was not
until July 2004 that the matter was finally taken up by the Parliamentary Ombudsman
with power to rule on maladministration and to recommend redress.

The Treasury/FSA delaying tactics continued. The FSA failed to hand over a
substantial volume of documents which delayed the POOs Report by at least six
months. Of course the Treasury was entitled to reply to the accusations made
against it and its predecessors, but did it really require 500 pages of response that
took the PO most of the summer of 2007 to deal with? No doubt the Treasury and
the FSA will claim that they have co-operated fully, but observers can draw their own
conclusions from the seven years that have elapsed from the time that Equitable Life
MembersO policy values were slashed to the publication of the POOs Report.

Regardless of who has been causing the delay, in that period many policy holders
have passed away, those that have survived are seven years older, and many of
them are now too old or too infirm to take an active interest.

EMAG has also had the dubious advantage over the last seven years of witnessing
the appalling manner in which the Government and the FSA organise compensation
schemes. The Financial Assistance Scheme apparently spends more in
administration than it does on providing assistance to pensioners, the Financial
OmbudsmanQs service, a puppet of the FSAjs appallingly slow, biased against policy
holders and operates with a total lack of transparency. Lord NeillOs report on the
workings of the FOS substantiating these allegations can be found on the EMAG
website.

Now the PO has confirmed that the Treasury and the FSA and their predecessors
presided over a decade of serial regulatory failure. After so many whitewashes,
cover ups, and delaying actions, EMAG congratulates the PO upon having the
courage and integrity simply to tell the truth.

Policyholders
As a result of the Treasury/FSA cover-up and delaying action, most of those who

suffered the big policy value cuts are now in their sixties and many in their seventies
and eighties, many are infirm and some have died.
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As EMAG actuary Steve Dixon has pointed out, an FSA-style compensation scheme,
such as applied to various forms of mis-selling, could take another eight years. In
eight years most Equitable Life policyholders will be beyond caring. They need and
deserve, having suffered OoutrageousO treatment at the hands of the Treasury and the
regulators, a redress package that:

1. Is rapid in payment.

2. Is simple to administer.

3. Is not administered by either the Treasury, or the FSA or any of their
offshoots or by Equitable Life.

4, Does not require an extensive and complicated claims system.

Fat Cats

Nine tenths of policyholders were saving for their retirement or had retired. The
500,000 direct savers had an average investment of £46,000 in Equitable Life, the
million people whose retirement investment was via group schemes had an average
of only £4,000. The story that Equitable Life was a place where Ofat catsO risked their
money to get above average returns is a not supported by the facts.

Points of Clarification

A number of issues have arisen that require clarification. The interpretations we
understand to be the POOs intentions are set out in Schedule 10
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CHAPTER 3 - THE PO’S FINDINGS LEADING TO INJUSTICE

This section summarises the Findings of maladministration, which the PO considers
lead to injustice and might thus involve compensation. It also indicates the amounts_
involved, the method of computation and EMAGOs view of the strength of the POOs
reasoning.

Misleading Returns

The PO found three liabilities which were inadequately reported in Equitable LifeOs
regulatory returns of the early 1990s. These were:

GADOs failure to obtain the amount of Equitable LifeOs resilience reserve for
1995 and to take action when it ascertained that the SocietyOs confusing
method of demonstrating solvency had been misinterpreted by a major
ratings agency. See Schedule 8.

In years of financial difficulty, particularly 1990, 1991, 1992, 1994 & 1995,
Roy Ranson applied a very large discount indeed (about a half) to the
valuation of the SocietyOs main line of pension business. This had the effect
of substantially flattering the SocietyOs financial state. The PO found that
GAD failed to question whether such a discount was appropriate and
compatible with the affordability and sustainability of the SocietyOs bonus
declarations. [A full explanation is contained in Schedules 1 & 2.]

The PO has found that those who relied upon the returns suffered injustice through

maladministration. The PO explained:
By reliance, | do not mean that it should be expected that an individual
policyholder or annuitant should now, perhaps twenty years after the relevant
events, be expected to produce copies of the information or advice on which
they relied. Nor do | consider that the principal means through which
policyholders would have been influenced by the information contained within
the SocietyOs regulatory returns was through them reading the returns at
Companies House. In the context that | have outlined in this report, | consider
that the reliance that an individual (or his or her advisers) placed on the
information contained with the SocietyOs returns when considering their
financial options could have been as a result of the comparative analyses of
life insurance companies, company profiles, ratings produced by agencies, or
advice derived by actuarial consultants and others from their reading those
returns.

In EMAGOs view the percentage of policyholders, who can show that they relied upon
the Returns will be high. Those who invested their retirement savings in Equitable
Life predominantly did so because they were responsible, hard working people who
took their own decisions to make provision for their retirement. Equitable Life did not
pay commission to insurance brokers, and attracted policy holders who undertook
their own research. Such policy holders habitually studied newspaper articles
derived from industry reports and of course existing policy holders were sent the
financial accounts annually, usually combined with a ChairmanOs letter designed to
encourage further investment based thereon.
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Whilst the PO does not find that loss necessarily followed from these misleading
returns, she does find that the misleading returns led to the loss of opportunity. We
understand that the PO means by this the opportunity to move existing funds to and
to invest future premiums with another provider. As with proving reliance, we
understand that the PO will not require individuals to prove that they would have
invested elsewhere more than 12 years ago.

Equitable Life policy holders were predominantly investing for their retirement and
invested in the Society in the mistaken belief that it was a respectable and well run
organisation. It was after all recommended by the Government ActuaryOs
Department for use by many public servants, including health service workers, MPs
and Judges. EMAG has no doubt that if the true financial state of Equitable Life had
been revealed in the early 1990s the vast majority of policyholders would have
entrusted their future pension investment to another provider. A substantial portion
would also have moved their existing investment elsewhere.

Because of the £20bn of premiums paid into Equitable Life over the 1990s the
amount potentially lost runs to several billion pounds. Moving existing or future
premiums to another provider would have meant escaping Equitable LifeOs
substantial GAR problem, its financial weakness resulting from over-bonusing,
avoiding the costs of forced encashment when it became clear that Equitable could
no longer operate as a with-profits office and probably getting a rather better
investment return. If the opportunity had not been denied them through
maladministration most policyholders would have invested elsewhere and achieved a
better result. We understand that, where maladministration has been found, the
burden of proof rests with the Government Department and not with complainants

Generally EMAG finds the POOs conclusions on the Returns to be well founded. The
regulators should have insisted that Equitable disclose the amount of its resilience
reserve and show how it had been dealt with in its returns. They were well aware
that Ranson had applied a huge discount to the liability for the SocietyOs main line of
business and they should have questioned and then contested the point.

Guaranteed Annuity Rate Costs

The PO found that Othe failure by GAD, when the introduction of the SocietyOs
differential terminal bonus policy, intimated within the SocietyOs 1993 returns, was
identified by GAD as part of their scrutiny of those returns, (i) to inform the prudential
regulators about the policy, (ii) to raise the matter with the Society, or (iii) to seek to
identify what the rationale was for the introduction of the policy and how it was being
communicated to policyholders constituted maladministration®

This finding concerns the SocietyOs attempt to deal with the Guaranteed Annuity Rate
problem by means of changing its terminal bonus policy, so that the burden fell
mostly upon policyholders instead of on the Society. GADOs failure to follow up the
disclosure of the differential terminal bonus policy meant that it did not discover the
extent of the SocietyOs exposure to the GAR problem or the fact that it had made no
provision for it in its liabilities.

EQUITABLE MEMBERS ACTION GROUP Page 15

Prepared by Burgess Hodgson - Chartered Accountants




THE PARLIAMENTARY OMBUDSMAN’S REPORT ON EQUITABLE LIFE

EMAG’S COMMENTS & PROPOSALS FOR REDRESS - Interim

Like the misleading returns, the regulatorsO failure to deal with the GAR issue meant
policyholders lost the opportunity to take alternative action. Similarly, the period
concerned is long (July 1994 to April 1999) and the amounts involved are very
substantial as is the potential loss.

Although EMAG is sure that the regulators were at fault as regards the GAR; we find
the POOs reasoning incomplete. She mostly bases her finding upon the notes of
some meetings held in 1993 and some complex and disjointed comments in various
returns. We believe that regulators in general have a responsibility to understand
the industry which they regulate and the risks that it runs. This is obviously true of
the insurance industry, whose fundamental task is to cover risks on behalf of
policyholders. This may be slightly less true of the investment side of the industry as
opposed to the general side (fire, motor and marine) but guarantees are nevertheless
part of the stock in trade of the investment side of the industry. The PO indicates in
Chapter 5 that the regulators had a duty to Oknow the industryO, but this duty is not
referred to in connection with the GAR, where it is of great relevance.

EMAGOs view is that GAD, in particular, should have been aware of the guarantees
inherent in the deferred annuity policies issued from about the mid 50s to the mid 80s
by most of the industry. It should also have identified that as interest rates fell from
about 1982 guarantees in respect of such policies would start to become valuable.
The Table below, extracted from the FSAOs Baird Report, shows the trend of the
return upon 15-year Government Stocks, which dictates the level of annuities.

15 year high coupon gilt yields

18

Jun-77 1
Jun- 7 4
Jun-7H
Jun-B0 4
Jun-B1
Jun-B2
lun-B3
Jun-B4
Jun-B5 4
Jun-BE
Jun-BY
Jun-BB
Jun-BY
Jun-50 4
lun-81
Jun-57 4
Jun-53 4
Jun-84
Jun-85
Jun-56 1
Jun-8¢
Jun-88

Jun- 76

-

ear

The evidence is that the regulators only became aware of the problem in about 1997
from the concerns expressed in the industry. By this time a high proportion of such
options were Oin the moneyO and it was too late to take preventative action. The
regulators were a decade too late.
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As far as Equitable Life is concerned, GAD must have been aware that it was
predominantly a pensions house and, as such, particularly vulnerable to the
guaranteed annuity risk. If the regulators had looked at all in the late 1980s or early
1990s they would also have found that Equitable had broken the fundamental rules
of insurance as regards that risk:

1. It had taken on the risk but had not charged any specific premium and had
not set aside any of the pension premium it had received to cover it.

2. It had taken on that risk in respect of all its pension policies issued up to 1988
b amounting to about 80% of its business and was thus horribly over-
exposed. In spite of this it had failed to spread its risk in any way, either by
genuine re-insurance or by high investment in gilt edged stocks, which would
rise in value as interest rates fell.

These points are not made in the POOs report.

Another issue not covered by the PO is the question of whether the GAR cost, which
would have been included in the regulatory Returns, if GAD had displayed sufficient
diligence, should also have been included in the Financial Accounts. The latter were
of course widely distributed and much more widely read.

In the 3 years when this cost was (eventually) recognised in the regulatory returns
(1998-2000), Equitable Life managed to persuade its then auditors Ernst & Young
that the GAR cost did not need to be similarly shown in the Financial Accounts. The
basis of this argument was firstly that terminal bonuses did not have to be recognised
in those Accounts and secondly that most of the GAR cost represented terminal
bonuses. It is correct that terminal bonuses are not treated as liabilities in Financial
Accounts. The problem area is the extent to which Equitable LifeOs GAR costs really
represented contractual liabilities, which do have to be so recognised. This is a topic
which we believe exercised the Chartered AccountantsO Joint Disciplinary Scheme
Tribunal when it heard the case against Ernst & Young last year. The result has not
been published. We understand that the PO regards the issue as outside her
jurisdiction.

Our view is that, if the regulators had insisted upon the inclusion of the GAR liability
in the Regulatory Returns in the early 1990s when the amounts were relatively small,
an equivalent figure would have also been included in the Financial Accounts. The
amounts would then have increased naturally over the years as interest rates fell and
the liability increased.
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Financial Re-insurance

This is the most blatant case of maladministration. The Treasury and the FSA bent
over backwards to allow Equitable to take £800 million/£1,000 million credit for a
reinsurance policy that they knew was worthless. The PO made a finding of
maladministration against the FSA. The PO found that this injustice led directly to
financial loss.

This finding applies to new policies taken out and new investments made after 1 May
1999. As the bulk of Equitable LifeOs business was of a single premium type, almost
all subsequent premiums totalling about £3,500m are covered by this finding.

EMAG believes the POOs case in this regard is very strong. This is of particular
interest since those who invested after 1 May 1999 got back substantially less than

they paid in. Their investments received hardly anything in bonuses (certainly

nothing in terms of excess bonuses) and the 16% policy cut was applied to them

regardless of that fact. Many suffered further penalties when they tried to mitigate

their loss by removing their funds from Equitable. The amount involved is potentially

something in excess of £1 billion.

The POOs finding in this regard has thehappy effect of providing a compensation
route for those who suffered from other areas of complaint over the same period e.g.
the FSAOs inaction in respect of the GAR litigation and its failure to demand special
consideration for those who joined after the House of Lords decision.

In EMAGOs view the evidence also supports a finding of mal-administration against
the Treasury in respect of the 1998 Return.

Further details of the maladministration in respect of Financial Re-insurance are
included in Schedule 11
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The Tables below show the effect of the POOs Findings upon theReturns and Accounts of the Society, if the Regulators had insisted upon
proper reporting.

EFFECT OF FINDINGS ON

RETURNS 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
£m £m £m £m £m £m £m £m £m £m £m £m

Assets 5,677 5,775 7,340 9,401 13,164 13,295 16,349 18,992 23,652 28,012 32,870 33,627

Future Profits "Asset" - - - - - 250 264 313 371 850 925 1,000

Financial Re-Insurance "Asset" - - - - - - - - - 809 1,098 808

Actuarial Liabilities (4,703) (5,362) (6,852) (8,557) (11,448) (12,378) (14,915) (17,572) (21,500) (24,854) (27,869) (29,572)

GAR Cost Provision - - - - - - - - - (1,593) (1,663) (2,631)

Unallocated Reserve - - - - - - - - (400) (700) (1,500) (1,500)

Reported Surplus of Assets

over Contractual Liabilities 974 413 488 844 1,716 1,167 1,698 1,733 2,123 2,524 3,861 1,632

Adjustments indicated by

PO's Findings

Failure to act on GARs 1990-96 - (123) (153) (167) (207) (346) (435) (483) (679) Provided Provided Provided

Valuation rate of interest - (465) (600) (1,279) (496) (1,385) (1,409) - - - - -

Financial Reinsurance 1998-

2000 - - - - - - - - - (809) (1,098) (808)

Future Profits (Adjusted to

Maximum Allowable) - 85 31 - 420 (250) 189 (29) 329 - 75 100

Revised Surplus (Deficiency) 974 (90) (234) (602) 1,433 (814) 43 1,221 1,773 1,715 2,838 924

Required Minimum Margin 204 233 293 357 458 495 586 685 846 1,008 1,114 1,221

Revised Surplus (Deficiency)

over RMM 770 (323) (527) (959) 975 (1,309) (543) 536 927 707 1,724 (297)
Cover 4.77 Insolvent Insolvent Insolvent 3.13 Insolvent Insolvent 1.78 2.10 1.70 2.55 Insolvent
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EFFECT ON FINANCIAL

ACCOUNTS 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
£m £m £m £m £m £m £m £m £m £m £m £m
Reported Surplus of Assets over
Contractual Liabilities 1,001 210 375 935 1,741 1,174 1,705 1,733 2,176 3,025 4,841 2,311
Failure to act on GARs 1990-96 - (123) (153) (167) (207) (346) (435) (483) (679) (1,393) (1,463) (763)
Valuation rate of interest - (465) (600) (1,279) (496) (1,385) (1,409) -
Revised Surplus (Deficiency) 1,001 (378) (378) (511) 1,038 (557) (139) 1,250 1,497 1,632 3,378 1,548
Assets 5,705 5,786 7,368 9,497 13,407 13,544 16,612 19,308 23,681 28,073 32,909 33,553
Revised Surplus (Deficiency) as
% of Assets 17.5% -6.5% -5.1% -5.4% 7.7% -4.1% -0.8% 6.5% 6.3% 5.8% 10.3% 4.6%
Note: A reconciliation of Returns and Accounts is contained in Schedule 9.
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Insolvency in 2001

The PO has found that the FSA gave unqualified assurances regarding Equitable
LifeOs solvency and compliance with its solvency requirements, which had no sound
basis.

The PO further found that this maladministration led to the injustice of financial or
other loss, where the policyholder can show:

a) that he/she relied upon the information

b) that such reliance was reasonable

c) thatit resulted in loss

We understand that reliance will be broadly interpreted as having seen or heard the
FSAQOs statements directly or indirectly. However the PO says that policyholders
Ocould not be said to have acted reasonably if they, without further enquiry, relied on
this information alone when making any decision about their financial affairs®. This is
a significant restriction.

As regards quantifying the loss in respect of this maladministration, this falls into two
categories:

1. Individuals will say that Equitable Life was adding an expected bonus of
8%p.a., that both it and the FSA were claiming solvency and that
policyholders were not aware of the SocietyOs financial weakness, other than
in respect of the GAR problem. The FSA was encouraging members to stay
and discouraging IFAs from advising them to move elsewhere. Individuals
will say that if they had known the true situation they would have demanded
the return of their funds and avoided the policy value cuts of July 2001, April
2002 and July 2002. The amounts are very substantial indeed, because by
then the total with-profit fund amounted to something like £27 billion.

Computation is not easy. For example, it is difficult to know how many would
have understood the significance of insolvency. How many might have
actually taken the decision to move their fund is another difficult judgment.
The decision would not have been without risk.

2. The second approach is to claim that the absence of knowledge of the
SocietyOs insolvency and, by implicdon its financial weakness arising from
over-bonusing and ineffective regulation, lost policyholders the opportunity to
campaign for an immediate infusion of government money and guarantees,
which would have kept the Society afloat (after the style of Northern Rock).
EMAG believes that £1 billion in cash and £1 billion in guarantee would have
enabled Equitable to carry on until the stock market recovered in 2003 to
2007. Such an approach would have significantly reduced the levels of losses
sustained by policyholders, particularly those in with-profit annuities who
could not move their funds elsewhere and whose contracts depended upon a
high level of ongoing bonus which Equitable LifeOs gilt investment could not
provide.
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There is a very good case for what the PO says. However EMAG takes the view that
she has let the FSA off very lightly indeed. In particular we are now almost certain
that, at the point when the compromise document went to policyholders and to the
Court, the SocietyOs assets did not cover the 2! % policy uplift offered to non-GAR
policyholders in consideration for giving up their mis-selling rights. The documents
went to policyholders in early December 2001 and in April 2002, after receiving
member and Court approval but before crediting uplifts to policyholders® accounts,

the directors made another 4% policy value cut.

The stock market hardly moved

between December 2001 and April 2002 so the asset deficiency that made that
policy value cut necessary had already happened when the compromise was put

forward.
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The FSA should have insisted that the Compromise document should contain a
Ostatement of AffairsO showing all assets and liabilities made up to a recent date, as is
routinely included in commercial compromise proposals. This would have shown the
deficiency. This point was made by the FSAOs own insolvency expert.

Ol think this calls for another pro-forma balance sheet which necessarily will not be in
a Companies Act format, and it should show the position before and after the
proposed dealO - 31/07/2001 [14:08]
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The FSA allowed itself to be persuaded that no such Statement was required. As a
result, non-GAR policyholders approved the compromise without knowing that the
assets were insufficient to cover their uplift and all policyholders believing that the
SocietyOs finances were stronger than they were.

The PO has stated that findings of maladministration should not be taken as being
based on a view that the FSA was in any sense guilty of acting in bad faith. However
her finding make it very clear is that it put the regulators, the Government and the
IndustryOs interests ahead of policyholdersby concealing financial weakness arising
from over-bonusing and ineffective regulation of the industry in general and of
Equitable Life in particular.

One area where policyholdersO interests wee subordinated to others is in the FSAOs
action to discourage departures following the House of LordsO decision and closure.
EMAG recollection is that the FSA leant very heavily on brokers not to encourage
departures from Equitable, even though such a move would have been to
policyholdersO benefit. EMAG committee members were themselves threatened with
criminal sanctions by the FSA when they tried to provide a suitable exit-route for
policyholders.

A chronicle of the FSAOs anti-policyholder bias is contained in Schedule 12.
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Injustice in the form of financial loss and loss of opportunity

These are tabulated below:

Subject Period Policyholders Relied upon Type of Loss Loss Potential
Misleading & 1990 to Who relied on the To be interpreted either a financial Losses are eligible for
Unreliable 1996 information very widely. loss or a lost compensation whether
Regulatory contained in the opportunity incurred through
Returns Returns staying with ELAS or
through not moving
elsewhere
Exposure to July Policyholders loss of Losses are only eligible
guaranteed 1994 to Generally opportunity for compensation where
annuity rate April 1999 the policyholder would
costs have moved / invested
elsewhere
The alleged In the period | Who joined the any financial loss | Losses are eligible for
Financial Re- after 1 May | Society or paid a or lost opportunity | compensation whether
Insurance 1999 further premium incurred through
asset that was not staying with ELAS or
contractually through not moving
required elsewhere
Misleading The period | Who relied on To be interpreted financial or other | Losses are eligible for
Information on | after 8 Dec | deficient very widely. Showing | loss compensation whether
Solvency 2000 information that reliance was incurred through

provided by the
FSA

provided by the

FSA and can show
such reliance was

reasonable

reasonable may be
difficult.

staying with ELAS or
through not moving
elsewhere
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The Principal Complaint
The POOs draft report upholds the principal complaint:

Ol consider that this serial regulatory failure, which the maladministration | have found
in respect of the period prior to the SocietyOs closure to new business represented,
has caused further injustice to those who have complained to me. Such injustice
takes the form of a justifiable sense of outrage that those operating the system of
prudential regulation so comprehensively failed, when those complainants had been
told that this system would protect their interests and would ensure that adequate
information in prescribed formats about the activities of insurance companies would
be published to enable informed investment decisions to be made.O (Page 375)

Double Counting

It will be seen from the above table that many policies into which premiums have
been paid since 1990 have been the subject of one or other instances of
maladministration. EMAGOs accountants Burgess HodgsonOs estimate that by
December 2000, such premiums represented about 83% of the £27,400m aggregate
of policy values at that date. Any scheme of Redress will have to be constructed to
avoid double counting.

Complaints which the PO did not uphold

[This section has been removed.]

Causation

[This section has been removed.]
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CHAPTER 4 - REDRESS

Having found maladministration leading to injustice, the PO went on to outline her
proposals for Remedy / Redress (i.e. Compensation)

The following were considered:

Consideration Conclusion

Whether complainants have suffered a | As for absolute loss, | am very far
financial loss in absolute terms B that| from concluding that everyone who
is, have they suffered an identifiable or | has complained to me about the
guantifiable loss at all? prudential regulation of the Society
has suffered a financial loss. Still less
do | conclude that everyone who has
saved with, or invested in, the Society
during the period covered in my report
has suffered such a loss.

If so, whether complainants have | It seems to me that [findings of loss in
suffered a financial loss in relative | respect of complaints dealt with by the
terms B that is, have they suffered a| Financial Ombudsman Service]
loss that they would not otherwise have | demonstrates that, for many of those
suffered had they invested or saved | covered by my recommendations, it
elsewhere than the Society? could be established that a loss has
been sustained, relative to what would
have transpired had those individuals
saved or invested with a comparable
with-profits fund.

| therefore conclude that it would be
difficult to sustain an argument that no
person affected by Othe Equitable
affair® had suffered a relative loss.

If so, whether there is a sufficient link | | conclude that there was such a link
between the acts and omissions of the
bodies whose actions have been
investigated and found to be deficient
with that relative loss; and
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The POOs recommendations regardindRemedy/Redress are reproduced below:
‘First recommendation

9.26 My first recommendation is that, in recognition of the justifiable sense of outrage
that those who have complained to me feel about the maladministration in the form of
the serial regulatory failure that |1 have identified in this report, the public bodies
should apologise to those people for that failure.

Second recommendation

9.27 My second B and central B recommendation is that the Government should
establish and fund a compensation scheme, with a view to assessing the individual
cases of those who have been affected by the events covered in this report and
providing appropriate compensation.

9.28 The aim of such a scheme should be to put those people who have suffered a
relative loss back into the position that they would have been in had
maladministration not occurred.

9.29I consider that addressing relative loss in this way would be the most appropriate
remedy for the injustice that | have found resulted from maladministration. Such an
approach would remedy any financial loss that has occurred and also the loss of
opportunities to invest elsewhere than the Society. It is thus not necessary to give
further consideration to what additional remedy it would be appropriate to
recommend to remedy the lost opportunities that have been sustained.

9.30 The scope of such a scheme should cover all those who have suffered similar
injustice to those who have complained to me. That should include not just residents
of the United Kingdom but all those who have sustained the injustice that | have
found resulted from maladministration.

9.31 | consider that it would be reasonable to expect such a scheme to be
established within six months of any decision by Government and Parliament to do
s0.0

Having recognised that how best to establish and administer any compensation
scheme is a matter for Government and Parliament to decide, the PO said:

09.33 It seems to me that such a scheme:

¥ should be independent and constituted along the lines of a tribunal or
adjudication panel, with three members D one representing broadly the interests of
those affected and one representing those of the relevant public bodies, with an
independent chair;

¥ should operate in a transparent manner, with the basis being made public of
the decisions as to how compensation should be calculated, as to what procedure
will govern the consideration of individual cases, and as to the criteria which will be
taken into account when considering those cases. Those decisions should only be

EQUITABLE MEMBERS ACTION GROUP Page 27

Prepared by Burgess Hodgson - Chartered Accountants




THE PARLIAMENTARY OMBUDSMAN’S REPORT ON EQUITABLE LIFE

EMAG’S COMMENTS AND PROPOSALS FOR REDRESS

made after appropriate consultation is undertaken, including with those directly
affected; and

¥ should be simple, not imposing undue burdens, whether evidential or
procedural, on those making claims to the scheme.

9.34 The above principles would, | hope, be accepted widely as being an appropriate
and effective mechanism of decision and delivery of the remedy that | have
recommended should be provided.

9.35 | hope, also, that it would be accepted that this mechanism has to have, as its
guiding principle, the need to deliver as speedy a remedy as is possible in the
circumstances, while recognising the complex issues that would need to be
addressed and resolved.

9.36 In my view, the scheme should take no longer than two years from the date of
its establishment to complete its work.O

The PO makes no estimate of the losses incurred or the cost to the public purse.
EMAG addressed both these issues in its submission to the PO, which is reproduced
in full in Schedule 13. This estimated losses incurred by policyholders relative to
investment in competitor providers at £4.65bn.

Assuming that (in line with existing settlements) about 70% of policyholders will be
able to show relative loss, the cost to the public purse (including interest) might be of
the order of £4.5bn.
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CHAPTER 5 - CONCLUSION

EMAG is pleased to approve the ~POOS Report generally and to acknowledge her
courage and integrity and her teamOs industry and dedication.

EMAG notes that the PO has accepted its recommendation that elderly
policyholders, having suffered OoutrageousO treatment at the hands of the Treasury,
deserve a redress package that is rapid in payment, simple to administer, is not
administered by either the Treasury, the FSA or any of their offshoots or by Equitable
Life and does not require a complicated claims system.

Equitable Members’ Action Group 16 July 2008

Please Note:

This submission was originally prepared as EMAG’s response to the draft
version of the PO’s report. It has been rapidly updated upon sight of an
embargoed copy of the final report on 15" July. As a result of numerous
changes between the draft and final versions, various sections have been
temporarily withdrawn. A revised version including those sections will be
produced in due course.

EMAG is the only substantial Equitable Life policyholder group, with a proper
constitution, a money subscription and an elected Board of Directors. It has
received subscriptions from over 10,000 policyholders.

General Secretary: Paul Braithwaite, e-mail:emagpr@yahoo.com

Burgess Hodgson B Chartered Accountants
Camburgh House, 27 New Dover Road, Canterbury, Kent, CT1 3DN
Tel: 01227 454627

Partner: Colin Slater, e-mail: cds@burgesshodgson.co.uk
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SCHEDULE 1 - The Valuation Interest rate Differential and Reserving for Future
Reversionary Bonuses.

Equitable LifeOs main line of business, representing about 80% of the with-profit fund,
was the pension investment policy, that is, the accumulation of premiums during the
policyholderOs working lifetime to buy an annuity upon retirement. How this line of
business was valued was far and away the most important aspect of the annual
valuation of liabilities for regulatory purposes. By comparison, other issues should
have paled into insignificance.

Policyholders, who received an annual statement showing how much their policy was
worth, might reasonably have expected the regulators to use the contractual value
shown on those statements (called the OGuaranteed Policy Fund® or OGPFO). However
this was not the case. Throughout the period 1988 to 1999, the regulators allowed
Equitable LifeOs actuaries to value such policies at a discount from the GPF,
sometimes to a very substantial extent. The reason for this requires some
explanation.

In the industry, typical pension policies had a contractual regular premium, payable to
a fixed retirement date. Companies incurred heavy initial costs in the form of
commission and regulatory expenses. The Regulations allowed the companyOs
actuary to:

a) Take the Guaranteed Policy Fund and accumulate it up, together with
contractual future premiums at whatever guaranteed rate was applicable
over the contractual life of the policy

b) Take the result of that calculation and discount it back to a current value
at a prudent expected growth rate (the OValuation Interest RateO).

The chart and table and below illustrate the principle.

Exam ple of Guaranteed Policy Fund Discounting
1,400
1,200 -
1,000 -
3 800
c
=}
8 600 A
400
200
1 2 3 4 5 6 7 8 9 10
Years
—e— Accumulated up at 3%
—=— Discounted Back at 5%
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Example of Guaranteed Policy Fund
Discounting

Guaranteed Policy

Fund £ 1,000

Guaranteed Rate 3.00% (Or Accumulation Rate)
Differential 2.00%

Assumed Growth Rate 5.00% (Or Discount Rate)
Result £ 822

Discount on GPF 17.77%

Accumulated Discounted

Years up at 3% Back at 5%
0 1,000 822
1 1,030 866
2 1,061 911
3 1,093 959
4 1,126 1,010
5 1,159 1,063
6 1,194 1,119
7 1,230 1,178
8 1,267 1,240
9 1,305 1,305

If the accumulation and discount rates were the same, then the result would be the
same as the Guaranteed Policy Fund and the calculation would have no effect.
However, if the discount rate were higher than the accumulation rate, then the
resulting present value would be less than the Guaranteed Policy Fund. One
intended effect was to generate an actuarial profit in the first year of a new contract to
offset heavy initial costs.

Another intended effect was to allow companies to maintain reasonable bonus rates
when market values fell below the expected norm. In such circumstances, asset
values would fall, making it difficult for companies to meet the required margin of
assets over liabilities. Increasing the discount rate (or Oweakening the valuation®)
correspondingly reduced the liabilities, restoring a degree of balance.

The logical justification for this approach was that when market values fall, yields
rise. A lower asset value allows a higher future return to be anticipated. Looked at
from a smoothing point of view, if a company maintains its bonus rate through market
troughs, policyholders must expect it to pay out lower than it earns when markets
recover.
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Although the calculations are complex, two over-riding features emerge:

a) The actual rates used for accumulation and discount are not particularly
important. What is critical is the differential between those rates. The
bigger the differential the bigger the effect in reducing the resulting
regulatory valuation below the Guaranteed Policy Fund.

b) The Owonders of compound interest® mean that the longer the period, over
which accumulation and discounting take place is, the bigger the
reduction in regulatory value.

The combination of an apparently small differential over a long period of years can be
very substantial indeed. The obvious potential of the Valuation Interest Rate
differential for unduly reducing regulatory values meant that there were constraints
upon how it could be used.

1) There were general requirements to use prudent assumptions and to
have regard to the yields being obtained on existing assets.

2) These were backed up by specific rules as to the rates that could be used
in respect of particular liabilities and the assets supporting them.

3) Actuarial professional guidance required regard to be had to
OpolicyholdersO reasonable expectationsO, in particular to make allowance
for future reversionary bonuses

4) The period of accumulation and discounting was restricted to that to the
policyholderOs earliest contractual retirement date.

5) From the 1994 Return onwards, there was a requirement to recognise the
distribution of profits in an appropriate way over the duration of each
policyO.

As far as Equitable Life was concerned, most of its pension policies were single
premium. The SocietyOs contracts allowed future premiums to be paid, but
policyholders were under no contractual liability to do so, although many did. Such
contracts were referred to as ORecurrentSingle Premium® or RSP policies. There
were few contractual future premiums. The Society paid no commission to agents
and its initial costs were the lowest in the industry.

Furthermore, the Society told policyholders annually the contractual value of their
policies, the Guaranteed Policy Fund, thus creating policyholdersO reasonable
expectations that their policies should not be valued at less than this amount.

There was therefore no obvious justification for the use of the discounted cash flow
technigues described above, except perhaps to provide some relief in times of
market troughs.

Be that as it may, GAD approved Equitable LifeOs use of a valuation interest rate
differential from 1988 onwards. It then became a question of whether the rates used
(and particularly the differential between them) were prudent, appropriate to the
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supporting assets, restricted to the correct period and made allowance for future
reversionary bonuses. The PO found maladministration in that GAD failed to
guestion the basis upon which the Society valued it main line of pension business for
the years 1990 to 1995.

The 1990 Return is the critical one and the PO unearthed a great deal of evidence to
show what happened. The Society started the year with assets falling short of policy
values by about 5%, arguably within a reasonable smoothing range. Whatever estate
of surplus assets it had generated during the years of high inflation had been used

up.

During the year market values fell (by about 8!%). If contractual bonuses were
declared at the same rate it had declared for the previous year (7!%), then this
would create a deficiency on the year between assets and contractual liabilities of
16%.

This made it impossible for assets to exceed liabilities by the margin deemed
necessary by the rules, while valuing the main RSP pension policies at their current
contractual values (or even at the discounted rate used for 1989).

The POOs report shows that if Equitable was involved in something of a Obonus warO.
Competitor companies with estates of unallocated assets were able to use their
strength to invest more aggressively in equities and properties obtaining a better
long-term return and also to maintain their bonuses through occasional market falls,

as happened in 1990.

This situation created a problem for Equitable LifeOs Appointed Actuary Roy Ranson,
who considered various options including:

a) Declaring no contractual bonus for 1990, but maintaining the overall
bonus at about 12% entirely in non-contractual (terminal) form

b) Switching into higher yielding gilts
He looked at the expected total return for 1991 and estimated this at 13!%.
Eventually he opted for maintaining the contractual bonus at 7!% and applying a

heavy discount to the valuation of the SocietyOs main line of business in order to
demonstrate solvency. The chart below shows what he did in simplified form.
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Effect of Valuation Interest Rate Differential on Individual Pensions
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This shows the aggregate of the contractual values of individual pension policies (just
under £4,000m) accumulated up at 3.5% over 18 years and then discounted back at
7.25%. The effect of this was to reduce the liability for these policies in the regulatory
return to about £1,900m, a discount of 52%. In short, by far the largest section of the
SocietyOs business was valued for regulatory purposes at Ohalf price®. Full details of
these calculations are shown in the table at the end of this Schedule. It was the
regulatorsO job to satisfy themselves that a discount of this magnitude was justified.

The POOs report reveals that Roy Ranson made the regulators fully aware of what he
was doing.

a) Even before the end of 1990 he told GAD the nature of the problem.

b) The 1990 Return contained, in Schedule 5, sufficient detail of policy
values and expected terms to enable regulators to do the same
calculations that EMAGOs actuary has prepared.

c) He told the regulators that the effect of Oweakening® the valuation basis
even further than the previous year was £557m.

d) He gave GAD the OBoard papers®, which he had prepared for the directors
to make their bonus decision and which contained details of the
competitive pressures.

The GAD cannot reasonably claim not to have known what was going on. The crucial
issue is the reasonableness or otherwise of the interest rate differential of 3.75%
(7.25%-3.5%)
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It is difficult for the lay observer to comprehend the importance of the two relevant
rates, since neither had any real world significance.

Fortunately, because it is the differential that is important, one can substitute real
world rates with a similar differential to produce the same result. For example,
because of the fall in market values during 1990, it was possible to the Society to
obtain an annual yield upon its spread of assets of about 9%. If this is used as the
discount rate, then the accumulation rate required to write-down the fund by half is
5.5% (a differential of 3.5%).

Effect of Interest Rate Differential Using Real World Rates
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In short, the differential used by Roy Ranson assumed that the whole of the higher
9% yield made available by the depressed market was only enough to cover a 5%
bonus (after ! % expenses) over the next 18 years. Since the then current bonus
was 7.5% p.a. this differential was not prudent and had little or no regard to the
reasonable expectations of policyholders. Few (if any) policyholders would have
expected the Society to value their policies upon the assumption that there would
only be enough to meet their policy values at retirement if the future contractual
bonuses were reduced by a third and continued at only a little over half the rate
actually being earned for the next 18 years. The regulators knew all this, but did
nothing.
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Year of Years to Ranson
Discount
Maturity Total Fund Maturity % Discount £ Return Value
1991 121,619,541 0.5 1% 1,447,890 120,171,651
1992 120,106,903 15 3% 3,311,343 116,795,559
1993 134,637,496 25 7% 9,541,449 125,096,047
1994 158,565,977 35 12% 19,142,116 139,423,860
1995 177,408,173 4.5 17% 30,912,098 146,496,075
1996 134,341,290 5.5 23% 31,211,906 103,129,384
1997 136,310,795 6.5 28% 38,380,905 97,929,891
1998 133,496,627 7.5 33% 43,802,655 89,693,972
1999 141,972,134 8.5 37% 53,172,921 88,799,213
2000 141,120,775 9.5 41% 58,306,547 82,814,228
2001 127,240,143 10.5 45% 57,846,969 69,393,174
2002 139,289,108 115 49% 68,267,075 71,022,033
2003 147,101,493 125 53% 77,601,084 69,500,409
2004 157,563,722 135 56% 88,327,666 69,236,056
2005 139,162,403 145 59% 81,634,935 57,527,468
2006 144,414,547 155 61% 88,621,633 55,792,914
2007 153,344,938 16.5 64% 98,071,148 55,273,790
2008 147,960,106 17.5 66% 97,959,262 50,000,845
2009 140,299,436 185 68% 95,930,068 44,369,368
2010 120,013,946 19.5 70% 84,598,073 35,415,873
2011 122,915,335 20.5 72% 88,803,619 34,111,716
2012 131,419,658 215 74% 97,418,842 34,000,816
2013 117,890,134 225 76% 89,339,318 28,550,815
2014 101,395,546 235 7% 78,428,250 22,967,296
2015 91,400,582 245 79% 72,064,754 19,335,828
2016 82,406,186 255 80% 66,126,954 16,279,232
2017 73,107,430 26.5 81% 59,546,205 13,561,225
2018 62,687,756 275 83% 51,777,962 10,909,794
2019 55,149,374 285 84% 46,157,967 8,991,407
2020 45,611,587 29.5 85% 38,580,682 7,030,904
2021 41,167,464 30.5 86% 35,225,708 5,941,756
2022 34,657,741 315 86% 29,918,172 4,739,569
2023 31,495,530 325 87% 27,438,683 4,056,848
2024 26,808,744 335 88% 23,562,291 3,246,453
2025 23,945,485 345 89% 21,210,844 2,734,641
2026 19,873,817 35.5 89% 17,747,560 2,126,257
2027 17,395,563 36.5 90% 15,648,766 1,746,797
2028 14,498,219 375 91% 13,128,000 1,370,219
2029 12,958,861 38.5 91% 11,817,256 1,141,605
2030 9,701,291 39.5 92% 8,901,115 800,175
2031 6,770,750 40.5 92% 6,249,160 521,590
2032 4,554,338 415 93% 4,225,972 328,366
2035 3,217,037 445 93% 3,000,864 216,173
2036 2,151,756 455 94% 2,016,610 135,146
2037 1,107,266 46.5 94% 1,042,262 65,004
2038 564,520 475 95% 533,696 30,824
2039 91,483 48.5 95% 86,812 4,671
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2040 9,576 495 95% 9,120 456
2041 5,261 50.5 96% 5,027 234
2042 6,705 515 96% 6,446 259
3,950,934,545 520 _ 2,038,106,661 1,912,827,884
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SCHEDULE 2 - EMAG’s Actuary’s view of the Valuation Interest Rate

For EMAG : Should GAD have noticed that the 1990
reserves where lower than the minimum required
when the assumptions did not have to be greater in
themselves?

The Parliamentary Ombudsmamé@ssed draft report on Equitable states in paragraph
88 of Section 10:

[This section does not appear in the fimatsion and has been removed to maintain
confidentiality]

However, the pre 1994 regulations were in tandem to the form design in the Returns
at the time. The 1983 regulations (Sl 1983 No. 1811) governing the forms required a
quinguennial production of a ScheduleRegulation 24 section 2 requires:

O(1) A statement for each category of non-linked contract which is separately
distinguished in Form 55 is to be given in Forms 65 to 70 as is appropriate to that
category of contract, or, in the case of gegary of contract to which none of these
forms is appropriate, in such form and containing such particulars as are sufficient to
enable an independent assessment of the liabilities of the companyOs long term
business to be made. As far as possible, the order in which statements appear in this
Schedule shall follow the order in which categories of contract appear in Form 55.0
The regulation then continues to make helpful guidance on how to complete these
forms.

Schedule 5 had been a long standing part of the forms and had always been designed
to enable an independent actuary to carry out a valuation of a company at least
approximately.

Year end 1990 was the latest quinquennium for ELAS and a Schedule 5 had been
included. For the recurring single premium pension policies, ELAS had provided a
form 67 which included a split of the current face value of the RSP policy by
retirement date (in calendar years until 2035) and between males and females and
between the basic cash fund and the bonus cash fund achieved to date. All of the
major classes of ELAS bussghad forms completed.

We have used this data in Form 67 to eatérthe effect of discounting and to replace

the discount rates with lower amountsThis has been done using a relatively
unsophisticated spreadsheet with a smalbwam of time by an actuarial student
(checked by an actuary). | would suggest that GAD should have had computer
models based on the Schedule 5 data to generate their own view of the reserves in
aggregate that would be necessary. This would have enabled them to come to a
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conclusion on the strength or the weakness of the valuation and, in particular, whether
the reserves met the minimum requirement.

If this had been done, | believe that GAD could have questioned ELAS in depth about
the reserves and arrived at a considered view. Therefore, | believe GAD had been
given sufficient information to allow it to find any aggregate under reserving in the
Returns for 31/12/1990. | suspect it chose not to use the information.

The requirement for Schedule 5 disappdawhen the new regulations for forms
emerged after the 1994 valuation regulations (requiring each element of itself to
match the minima).

[Section Removed to retain confidentiality]
S. Dixon
Principal

10" April 2008
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SCHEDULE 3 — ACTUARIES’ DISCIPLINARY FINDINGS

The main charges, which relate to the period (1989-1997) where the real damage
was done, are against Roy Ranson.

The Panel found against Ranson on three main heads of charge, set out below.
These mostly concern the proper running of the With Profit fund, meeting
Policyholders® Reasonable Expectations, deahg with guarantees, over-bonusing and
keeping the board informed. The panel decided that Ranson Oconsistently failed to
apply an appropriate smoothing policyO.

As regards OWith Profit Without MysteryQuhich allegedly outlined the SocietyOs
approach, the PanelOs view was that:

OThe aims of giving a Ofull and fairO return to policyholders, holding no estate and yet
being able to smooth returns in difficult periods were incompatible when considered
together with the way in which PRE was allowed to develop.O

The Panel broadly followed Lord PenroseOs tie that policy values consistently
exceeded assets. It also compared ELAS free asset ratio with that of comparable
companies.

It had no difficulty linking RansonOs activities to the shortage of means to meet
unexpected challenges:

OWhen there was a sudden call for funds such as when the GAD required reserves to
be strengthened or when the House of Lords disagreed with an interpretation of the
powers of directors, the company was in extreme difficulty. Neither of those two
events occurred during the period that Mr Ranson was Appointed Actuary but the
financial events which caused the shortage of funds certainly did.O

This provides a robust causation argument.
The main charges against Roy Ranson

Olt was alleged Mr RansonOs conduct failed to comply with guidance issued to
members of the profession, and/or fell short of the standards of competence and/or
professional judgment and/or integrity which other actuaries or members of the public
might reasonably expect of an actuary, and/or constituted a breach of the
Memorandum on Professional Conduct.

As the appointed actuary, and as managing director and actuary, Mr Ranson was

charged with failing to:

¥ identify and/or monitor and/or manage the risks that the Society was running which
cumulatively led to the Society being weakened and unable to meet the reasonable

expectation of policyholders and alleged failure adequately to notify the SocietyOs
board of such risks

¥ act appropriately with regard to the actuarial practices of the Society generally, and

the advice to the SocietyOs board in particular in circumstances where the value of the
SocietyOs policies as reported to policyholders consistently exceeded the value of its
assets
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¥ take proper steps to ensure that the: 3
reasonable expectations of the SocietyOs pension policyholders as to the
value of their policies were consistent with their actual value

board was properly advised and policyholders were properly informed in
relation to the differential terminal bonus practice

reasonable expectations of both GAR (guaranteed annuity rates) and non-
GAR policyholders were not allowed to develop in a way which could not be
met in the aggregate.

Determination

On the first charge, the panel found that in implementing the stated philosophy of
providing a full and fair return to policyholders, holding no estate apart from a
revolving estate providing working capital, and treating policyholders as participating
in a managed fund, Mr Ranson, over a long period of time:

¥ consistently failed to apply an appropriate smoothing policy

¥ failed to provide appropriate information to the SocietyOs board to enable proper
consideration to be given to the consequences of his recommendations

¥ failed to maintain the publicised relationship between the investment reserve and
total policy values notified annually to policyholders.

The panel found these failures were in breach of The Actuarial ProfessionOs guidance
notes11.1,14.2,18.3.2,and 18.3.3

On the second charge, the panel found that, in addition to the points above, the
information provided to policyholders created a misleading impression of the
SocietyOs financial strength. The Society(soard was provided with little information
showing the relationship between the totality of the policy values including accrued
terminal bonuses as notified to policyholders and the SocietyOs actual asset strength.
No evidence was provided to the panel to indicate any proper degree of financial
analysis undertaken by the Society during the period under examination.

The panel found Mr Ranson had failed to comply with The Actuarial ProfessionOs
guidance notes 1 1.1, 1 8.3.2 and 1 8.3.3.

On the third charge, which the panel considered to be the most serious of the
charges against Mr Ranson, the panel found a failure to properly distinguish, in spite
of the significantly different terms and conditions, between the pension policies
issued prior to 1988 and those subsequently issued, both in internal analyses of the
financial performance and in communications to policyholders. The panel found this
failure created the basis for the subsequent problems of the Society. This failure,
compounded by the unresponsiveness of management to signals and questioning of
the policy adopted, in the light of changing circumstances, was viewed by the panel
as irresponsible. The introduction of the differential terminal bonus policy and its
implications under different economic scenarios was not properly addressed either in
the board or in the communications to policyholders.
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The panel found Mr Ranson had failed to comply with The Actuarial ProfessionOs
guidance notes 1 1.1,13.3,16.3,18.3.2,18.3.3, 1 8.3.4(d).

The panel found in relation to the particulars which it found proved that each and all
the matters constituted a breach of the standards of integrity, competence and
professional judgment which other members of the Profession and the general public
might reasonably expect of a member of the Profession.

The panel ordered that, notwithstanding the mitigating circumstances of Mr RansonQOs
personal circumstances and the recent stresses of numerous investigations into the
SocietyOs affairs (with which Mr Ranson had cooperated fully), and Mr RansonQOs
stated intention to resign from the Institute of Actuaries, considering the seriousness
of the findings and the panel®s duty to maintain public confidence in actuaries, Mr
Ranson should be expelled from the Institute.O

Christopher Headdon and Alan Nash are criticised for various matters in the 1997 b

2000 period, including HeaddonOs Oside lettet® the Irish re-insurers and NashOs
infamous (E50m) letter to policyholders. Proceedings against Barry Sherlock were

dropped for unspecified reasons.
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SCHEDULE 4 - European Parliament Committee of Inquiry into the
Crisis of the Equitable Life Assurance Society

Extract from Press Release of 19-06-2007 - 14:07
Equitable Life: not just a British affair

[The European] ParliamentOs plenary todayverwhelmingly backed the calls made by
its Committee of Inquiry into Equitable Life for the UK government to compensate
victims of the company's near-collapse and for wide-ranging changes to be made in
the drafting and implementation of EU financial services legislation. Internal Market
Commissioner Charlie McCreevy promised that the Commission would respond in
due course to the inquiry's recommendations on the points that concerned it.

TodayOs massive endorsement of the committeeOs report by the full Parliament (by
602 votes to 13, with 64 abstentions) was welcomed by its author, Diana WALLIS
(ALDE, UK), who said "I believe this report will assist the victims in a pincer
movement with the UK Parliamentary Ombudsman, perhaps finally to deliver
compensation. More importantly, |1 hope it will deliver a huge jolt to our institutions
about our lawmaking processes and the European system of justice".

Call for UK government to aid policyholders

Over a million policyholders of the British life assurance company Equitable Life lost
money when the company got into financial difficulties. This was primarily due to
mismanagement by Equitable. But the EP report argues that, given the British
government's Ofailure to complyO with EU insurance law (notably the UK regulators®
failure to ensure that Equitable had sufficient reserves to pay its policyholders), the
government should assume responsibility and Odevise and implement an appropriate
scheme with a view to compensating Equitable Life policyholders within the UK,
Ireland, Germany and elsewhereO.

Implications for EU financial services legislation

Indeed, this is far from being a purely British affair. Not only were there victims in
several EU countries; the case has also brought to light a number of broader, long-
term concerns relating to the EU single market in services. The inquiry's findings
thus go far beyond the grievances raised in the two petitions to the EP from victims of
Equitable Life's difficulties, which prompted Parliament to set up the investigation.

MEPs are particularly keen to stress the need to build consumer confidence in a
healthy European pensions and insurance market, especially given demographic
trends in Europe. With this in mind, the report makes a raft of proposals on the
nature and form of EU financial services legislation, the rights of consumers who buy
financial services products in EU countries other than their own, and the role of the
EP and the Commission in monitoring the implementation of EU legislation in the
Member States.
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Conclusions of the inquiry
EU directives inadequately implemented in the UK

The inquiry's final report argues that the UKOs technique of implementing EU
insurance legislation in a piecemeal fashion (through a number of different legal acts)
Olacks clarityO, that "UK regulators and authorities did not adequately respect the
ultimate purpose of the Directive" and that "the implementation process as a whole
was flawedO.

UK regulators at fault over solvency margin

The UK regulatory system (including such bodies as the Financial Services Authority,
the Treasury and the Department of Trade and Industry) is severely criticised,
notably for its Oexcessive leniencyO towards EquitableOs solvency margin. This
supervisory failing is attributed partly to BritainOs Olight touch regulatory policy”, which
the report says "went a step too far and contributed to a weak regulatory
environment, which allowed the difficulties at ELAS to grow unchecked" [ELAS =
Equitable Life Assurance Society].

Another factor was the UK regulators' Oundue awe or deferenceO towards Equitable.
The regulators apparently believed the company Oto be Otoo good and too reputable®
to make mistakesO. They also "knowingly failed to challenge" the Oconflict of interestsO
in the fact that EquitableOs Appointed Actuary was simultaneously its Chief Executive.
Overall, the report challenges the Penrose reportOs view that Oregulatory system
failures were secondary factorsO.

Negligence in Conduct of Business supervision ... but not just in UK

In connection with the problem of the "late joiners" - those who were sold policies
after the company realised it was in difficulty - the inquiry supports claims that
Equitable was guilty of "mis-selling and misrepresentation to policyholders and
potential clients, both in the UK and in other Member States", and in particular of
"knowingly omitting to draw their attention to the GAR risk".

This was a problem not just in Britain: in its sales operations outside the UK, the
company claimed falsely that "Irish or international policies were 'ring-fenced™ from
Equitable's problems in the UK and that "German policies were subject to the
German Financial Regulator's control".

Here too, however, the regulatory bodies are criticised, with MEPs saying that
Conduct of Business regulators in the UK and other Member States "reacted late".
The inquiry concludes that "both Irish and German regulators have pursued an
unjustifiably passive approach to the conduct of business regulation in respect of
Equitable Life" and finds it "regrettable” that no Irish authority assumes responsibility
for "the grossly inadequate actions undertaken by the Irish regulator in relation to
Equitable Life prior to 2003".
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Redress hard to come by in the UK...

Many victims of the crisis Ohad great difficulf in knowing what route to take or who to
apply to in trying to obtain information, make a complaint and obtain redressO, says
the report. The result was Oa pattern of confusion and much inequality of treatmentO.
Taking Equitable to court was an option available to Oonly a few affluent
policyholdersO, while ombudsman schemes, such as the UK's Financial Ombudsman
Service, proved ineffective.

...let alone in other Member States

Non-UK policyholders, such as the 8,000 in Ireland and 4,000 Germany, suffered

from a further problem: which regulatory bodies were responsible? Was it those in
the Ohome stateO (the companyOs country of origin) or the Ohost stateO (the country
where it sold its policies)? Too often, home and host state authorities were able Oto
shift responsibility from one to another for dealing with complaintsO and this led to
non-UK policyholders "falling between two stools".

Ultimately, say MEPs, "the Third Life Directive lacks clarity in defining the powers,
roles and responsibilities of home and host Member State authorities”. This lack of
clarity is a problem not just for the Equitable life victims, but also, more broadly, for
business and consumer protection in a Europe-wide single market.
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SCHEDULE 5 — Statement of Complaint
Summary of complaint

The complainants complain that the public bodies responsible for the prudential
regulation of insurance companies (successively the Department of Trade and
Industry, Her MajestyOs Treasury and the Financial Services Authority, collectively
referred to in the rest of this statement as Othe regulators®) and the Government
ActuaryOs Department (GAD) failed for considerably longer than a decade properly to
exercise their regulatory functions in respect of the Equitable Life Assurance Society
(ELAS) and were therefore guilty of maladministration.

Specific complaints
1. Organisational issues

a. The regulators were not sufficiently resourced, and did not all possess the
necessary skills, to contribute effectively to the overall regulatory process and to
responsibly exercise their discretionary powers as intended by Parliament and by the
European Community (now the European Union). Administrative decisions as to
resourcing, priorities and methods contributed to a position in which the regulators
did not properly undertake their functions as prudential regulator of ELAS.

b. The regulators failed to liaise and to co-operate effectively with those responsible
for the regulation of the conduct of business by insurance companies. In particular,
they failed to ensure that proper assessments were made of ELASOs individual
practices and its communications with policyholders, and of the expectations that
these generated, in the light of the information that was, or should have been, known
to the prudential regulators.

2. General operational issues

c. The prudential regulators did not operate the regulatory regime as it was intended
to be implemented by Parliament and in conformity with EC Directives. The
regulators instead chose to regulate ELAS with a Olight touch® D a concept not evident
from or provided for under the Insurance Companies Act 1982 and the EC Third Life
Directive nor one consistent with these statutory provisions. The approach to the
regulation of ELAS was exceptionally and unjustifiably lenient when compared to that
adopted with other companies, with inadequate investigative site visits and lack of
liaison with conduct of business regulators. Much more rigorous standards of
supervision and better co-operation with conduct of business regulators were
adopted for smaller and unit-linked companies. This demonstrated that the regulators
applied a two-tier standard of regulation.

d. The regulators and GAD allowed successive chief executives or managing
directors of ELAS also to hold the post of appointed actuary, despite recognising the
potential for conflict of interest in this position. These decisions were not consistent
with the basis of the regulatory regime.

e. The regulators and GAD failed to keep pace with developments in the pensions
and life insurance industry and to assess and adapt their methods to reflect those
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developments. This was particularly critical in a situation in which narrow, technical

interpretations of regulatory solvency were becoming an increasingly irrelevant

measure of any insurerOs realistic financial position as the industry moved more and
more towards non-guaranteed bonus declarations.

f. GAD had recommended ELAS as a pension plan or additional voluntary
contribution scheme provider in its advice to the administrators of the Principal Civil
Service Pension Scheme and to other public sector pension schemes. This led to a
lack of proper separation of its responsibilities and to a clear conflict of interest
between GADOs role in providing advice to government bodies in relation to public
sector pensions and in assisting the prudential regulators of ELAS. This conflict of
interest compromised the proper discharge of GADOs regulatory functions.

3. Supervision of regulatory solvency

g. From the mid 1980s until 1997, the regulators failed to evaluate the potential
effect of Guaranteed Annuity Rates (GARS) on the solvency of ELAS in a context
where current annuity rates were falling steadily, in line with the Bank of EnglandOs
base rate, to below contracted GARs. The regulators learned explicitly in November
1993 of the degree of ELASOs exposure to risks associated both with the GAR issue
and with ELASOs lack of prudent reserves. The regulatorsO failure to take action then
or to impose reserving until 1999 played a direct part in the closure of ELAS to new
business and to subsequent cuts in policy and annuity values. The regulators did not
prepare a study on the extent of GARs in the industry until 1997: a decade too late.

h. From about 1990 onwards, the regulators and GAD failed to give sufficient
consideration to the fact that some of the measures used to bolster ELASOs solvency
position were predicated on the emergence of a future surplus. As a consequence,
they did not properly assess the overall impact and adequacy of those measures.
The regulators also allowed ELAS to mis-use the term OsurplusO and failed to consider
the use of that word in the context of policyholdersO reasonable expectations.

i. Over this same period, the regulators allowed ELAS to publish financial results and
projections that were misleading in that they did not reflect the SocietyOs true position.
In particular, ELAS was allowed to habitually report growth rates alongside bonus
rates, which gave the impression of a prudent margin for error, whereas the true
position was that:

assets were consistently less than policy values so that higher rates of growth were
needed to cover any given rate of bonus; and

as part of the growth was needed to cover expenses and the contractual liability for
conventional annuities, the growth available to meet with-profits bonuses was always
materially less than the rate quoted in ELAS literature. This was never made clear.

j- During this period, the regulators and GAD failed to act when ELAS adopted what
Lord Penrose described as practices of Odubious actuarial meritQ. These included
valuing future liabilities at an inappropriate rate of interest between 1990 and 1996;
treating selling costs as an asset; making no provision for GARs until much too late;
valuing a financial re-insurance policy (which proved to be of no value) at over £800
million; allowing credit for Oaspirationaldi.e. effectively unrealisable) assets;
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responding too slowly to widely evidenced changes to mortality expectations; and the
issuing of a subordinated debt worth £346 million which did not count as a liability.

k. On several specific occasions, as set out in the Penrose report, the regulators and
GAD ignored or failed to act on information that might have led to formal or informal
regulatory action against ELAS, thus also failing to alert new investors to the risks of
investing. These include when ELAS board papers were sent to GAD by the
appointed actuary on 11 June 1991, and when information was provided to GAD on
10 September 1992 which showed that, for the years 1989 to 1991, the aggregate
policy values very significantly exceeded the value of the underlying assets.

4. Payment of excess bonuses

I. Over a period of many years the regulators and GAD permitted ELAS to operate
an unsound business model, of which they were aware. ELAS had made public its
policy of reliance on OgoodwillO in a 1989 am@rial paper With Profits Without Mystery,
but the regulators never addressed the issue or challenged ELAS about it or about
the consequences of the model. Instead, they allowed ELAS to operate the model,
which entailed declaring bonuses in excess of admissible assets, while at the same
time operating without a significant estate and with a smoothing fund persistently in
deficit. These were major contributory factors to ELASOs development of what Lord
Penrose quantified as a £3 billion asset deficit at the time of closure to new business
and to the losses incurred by all those who held policies on 16 July 2001.

m. The regulators failed to ensure any satisfactory correlation between the total of
declared policy values and ELASOs admissild assets in a context where ELAS,
uniquely in the industry, had declared total policy values that included terminal
bonuses and had, without exception, always paid all claims (both contractual and
non-contractual) in accordance with these declarations.

5. Policyholders’ reasonable expectations (PRE)

n. Ministers and officials decided that regulatory activities in relation to safeguarding
PRE should be based solely on the regulatory returns, but failed to put in place
adequate procedures and Regulations to enable this to be achieved. This failure was
particularly critical in respect of ELAS, which had unique practices that elicited PRE.

0. As a result, the regulators and GAD failed over many years properly to monitor
and assess ELASOs asset position and its practices in the light of PRE. The
regulators and GAD did not properly determine PRE or act to protect them as
intended by Parliament and to the standards set by EC Directives.

p. During the course of the Hyman litigation, the regulators failed in their duty to all
policyholders in respect of PRE and postponed consideration of issues related to
assets and reasonable expectations, both for GAR and non-GAR policyholders, until
after the House of Lords judgment (20 July 2000). In addition, the regulators totally
failed to assess properly either the impact or the scope of the judgment and to
evaluate the range of scenarios for ELAS following it. They failed to take appropriate
action to mitigate the adverse affect of the judgment on the majority, non-GAR
policyholders, and on new investors into the same with-profits fund. Their judgement
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that there was a 99.9% probability that ELAS would be sold demonstrated that,
despite the extensive information that they possessed, the regulators failed to
understand the parlous state of ELAS which was apparent to all prospective bidders.

g. In March 2001, the regulators permitted ELAS to declare a bonus for 2000 and an
interim bonus for 2001 that were both inappropriate and unjustifiable given the then
state of ELASOs finances, thus raising misleading expectations about the true state of
ELAS just prior to significant across-the-board cuts that were imposed only four
months later. Instead, ELASOs asset deficit of 13% at year-end 2000 in a closed fund
should have precipitated regulatory intervention at that time.

r. In July 2001, the regulators failed to protect PRE by permitting policy value
adjustments worth more than £4,000 million in the form of an inequitable uniform
percentage cut across all with-profits policies, rather than the fairer alternative of
reducing policy values by cutting only non-guaranteed bonuses. The regulators also
refused to comment meaningfully on this to policyholders while discouraging
independent financial advisers from giving proper advice to policyholders.

Remedy sought

The complainants seek full financial redress for the losses they have incurred in
consequence of the maladministration outlined above.
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SCHEDULE 6 - Table of Complaints and outcome

[To be re-Written]
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SCHEDULE 7 - Table of Findings:

[To be re-Written]

EQUITABLE MEMBERS ACTION GROUP Page 51

Prepared by Burgess Hodgson - Chartered Accountants




THE PARLIAMENTARY OMBUDSMAN’S REPORT ON EQUITABLE LIFE

EMAG’S COMMENTS AND PROPOSALS FOR REDRESS

SCHEDULE 8 - Effect of non-disclosure of Resilience Reserve

Comparison of Actuarial

Liabilities 1990 1991 1992 1993 1994
Appendix version A 4,868 6,453 8,079 11,116 12,077
Resilience Reserve (not revealed in
Returns) 450 390 462 236 171
B 5,318 6,843 8,541 11,352 12,248
Published Version Cc 5,362 6,852 8,657 11,448 12,378
Apparent Margin of Prudence C-A 494 399 478 332 301
Real Margin of Prudence Cc-B 44 9 16 96 130

NB No Resilience Reserve figure was obtained for 1995.

Equitable Life computed is actuarial liabilities (the value of policies in force) on a Ogross premiumO basis in its PublishedeRurns. This was
acceptable so long as it could demonstrate that these, in aggregate, showed a higher, more conservative, liability than was required by the Onet
premium® method required by the regulations The Society submitted valuations using both methods, the regulatory version being shown in an
Appendix. The resulting totals are shown above in lines A and C. This suggests that the Published version was more conservative than the
Appendix one by a substantial margin; what we describe above as the OApparent Margin of Prudence®. In fact this was almost érgly illusory,
since the Appendix version required a Resilience Reserve, which was not revealed in Returns. Indeed the Returns contained a note which
could be read as meaning that no such Reserve was required. After taking into account the Resilience Reserve, the real Margin of Prudence
was trivial.

The PO found that this treatment had in fact misled a ratings agency and GAD was aware of this but took no action.
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SCHEDULE 9 - Reconciliation of Regulatory Returns and Financial Accounts

The estimate of actuarial liabilities in respect of policies contained the Returns, subject to various differences, forms the basis for the equivalent
liability contained in the SocietyOs Financial Accounts, whichwere circulated to policyholders annually. The following table identifies the
differences and reconciles the alleged surpluses shown in the Returns with those shown in the Financial Accounts.

RECONCILIATION OF
ACCOUNTS AND RETURNS 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

£m £m £m £m £m £m £m £m £m £m £m £m

Reported Surplus of Assets over
Contractual Liabilities

Per Regulatory Returns 974 413 488 844 1,716 1,168 1,698 1,733 2,123 2,524 3,861 1,632
Add Back Unallocated Provision
(Not required in Accounts) - - - - - - - - 400 700 1,500 1,500

Add Back GAR Reserve (To
extent not recognised in

accounts) - - - - - - - - - 1,393 1,463 763
Deduct Future Profits Asset (Not

Allowed in Accounts) - - - - - (250) (264) (313) (371) (850) (925) (1,000)
Deduct Financial Reinsurance

Asset (Not Allowed in Accounts) - - - - - - - - - (809) (1,098) (808)
Minor Differences 27 (203) (113) 91 25 256 271 313 24 67 40 224
Per Financial Accounts 1,001 210 375 935 1,741 1,174 1,705 1,733 2,176 3,025 4,841 2,311
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SCHEDULE 10 - LIST OF POINTS FOR CLARIFICATION

[This Section has been removed]
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SCHEDULE 11 Financial Re-Insurance

[To be Re-Written]
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SCHEDULE 12 - FSA Anti-Policyholder Bias

Under FSMA 2000 the FSAQOs regulatory objectives are:

(a) market confidence;

(b) public awareness;

(c) the protection of consumers; and
(d) the reduction of financial crime.

The Authority must have regard toQ the needs that consumers may have for advice

and accurate informationO.

What the PO Found

EMAG Comment

my seventh finding is that the failure of
the FSA, acting on behalf of the
prudential regulators, to pursue the issue
of the proper disclosure, within the
SocietyOs regulatory returns for 1998 and
1999, of the potential impact on the
Society of it losing the Hyman litigation
constituted maladministration;

The Hyman litigation was about the
SocietyOs attempt to pass the cost of its
guarantees to GAR policyholders either
individually or as a group. Loss of the
case meant the cost would be borne by
the Society, which as a result of a
decade of over-bonusing, could not pay.
The FSA should have insisted that the
potential cost of losing the case should
have been shown by way of note in the
Returns. It did not do so

my eighth finding is that the failure by the
FSA, acting on behalf of the prudential
regulators, to record their decision to
permit the Society to remain open to new
business, following its loss of the Hyman
litigation constituted maladministration;

my ninth finding is that the unsound basis
on which the decision was taken by the
FSA, acting on behalf of the prudential
regulators, to permit the Society to
remain open to new business, following
its loss of the Hyman litigation constituted
maladministration

The FSA directors decided to allow
Equitable to continue trading in the hope
that a buyer could be found. In the event,
buyers soon decided that the hole in
Equitable LifeOs finances, which they
would have to fill, was much bigger that
the value of its business. The FSA
directors should have done this
comparison to illuminate their decision.
Policyholders will never know what
numbers they came to, or whether the
FSA directors did the sum at all. They
kept no record.

my tenth finding is that the misleading

information B about the SocietyOs
solvency position and its record of
compliance  with  other  regulatory

requirements B that was produced by the
FSA, acting on behalf of the prudential
regulators, during the period after the
Society closed to new business
constituted maladministration.

The PO has found that during 2001 the
FSA gave policyholders unqualified
assurances regarding Equitable LifeOg
solvency and compliance with its
solvency requirements, which had no
sound basis.
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Protecting consumers or providing them with accurate information in accordance with
its statutory objectives does not seem to be a high priority for the FSA. What is?

At an emergency meeting of the Tripartite Standing Committee comprising FSA,
HMT and the Bank of England on 25/07/2001:

The issue of whether there are arguments for an injection of public funds into
Equitable is discussed. The note records:

O[FSAOs Chairman] said that something between £3 and £5bn would make [Equitable]
solvent. [FSAOs Director of Insurance] said that it was difficult to assess what
additional contribution to the pot might be necessary to make a s.425 scheme
attractive to [Equitable] policyholders. But while the insurance industry would
probably not be keen on a rescue, it might be readier to consider this if the
government was involved. [FSAOs Chairman] said that if the government put money
into the_company, it would be interpreted as a problem with the past regulatory
regime.O

The FSA is financed by the financial services industry and its directors are appointed
by the Treasury.
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SCHEDULE 13 - EMAG’S SUBMISSION TO THE PO REGARDING REDRESS
[Reproduced in Full]
The With Profit Fund

We estimate that the With Profit fund at 31 December 2000 comprised:

With Profit Fund at 31 Dec 2000 Regulatory Estimated
Returns Total Value
£m £m % of Fund

Pension Investment Policies

GAR Pensions 5,030 7,085 25.9%
Non GAR Group Pensions 3,341 4,074 14.9%
Non-GAR Individual & Personal Pensions 5,730 6,988 25.5%
14,101 18,147 66.2%
Pensions in Payment Policies
Drawdown Policies 1,860 2,268 8.3%
With Profit Annuities 3,222 3,929 14.3%
Life & Investment Policies 2,524 3,057 11.2%
21,707 27,401 100%

It will be observed that two thirds of the fund was represented by the SocietyOs
mainstream Pension Policies and after adding Drawdown and WP annuities, almost
90% of the fund was represented by some form of pension policy.

Below is our estimate of the make up of the fund, by premium year.

Remaining Contractual Terminal Total
Investment  Premium Value Bonus Value
£m £m £m £m
pre 1990 N/A 1,682 2,959 4,641
1991 470 864 291 1,154
1992 656 1,112 344 1,456
1993 868 1,357 377 1,733
1994 1,016 1,472 353 1,825
1995 1,406 1,896 406 2,302
1996 1,913 2,402 453 2,855
1997 2,437 2,861 413 3,274
1998 2,649 2,944 256 3,200
1999 2,581 2,734 85 2,819
2000 2,108 2,144 - 2 2,142
16,105 21,468 5,933 27,401
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Although the above figures are derived from the Regulatory Returns and Accounts

the division of total value and the allocation between premium years has been

estimated by EMAGOs accountants. Actual figures should be available from the
Society and we recommend that the PO obtains them.

Approach to Redress

It will be appreciated from the above that there are issues upon which it would be
unreasonable to expect policyholders to prove their individual case, e.g. whether they
were influenced by the returns and whether, if they had known Equitable LifeOs true
financial position, they would have removed their investment or invested elsewhere.

It would also be unreasonable to inflict the sort of compensation scheme traditionally
applied by the FSA to mis-selling, which could take another 8 years, to policyholders
who are now in their 60s, 70s and 80s and who have already suffered OoutrageousO
treatment at the hands of the Treasury and the regulators.

The approach EMAG suggests to the PO is as follows:

1. Take the areas where she has found maladministration leading to injustice
and make a broad brush estimate of the total loss arising to policyholders at
16 July 2001.

2. Add an estimate of the Oremoval costsO in respect of those that have
subsequently moved their funds elsewhere. This would include Market Value
Adjustments, other penalties and re-investment charges.

3. Apply a series of appropriate discounts for things like the proportion who were
not influenced by published data and those who would not have invested
elsewhere and apply those percentages to the total to arrive at a
compensation sub-total as at that date.

4. Add something for outrage and interest to the resulting sum to arrive at a
current compensation OpotO, which the Treasury should pay immediately to an
appropriate independent scheme administrator.

5. Distribute that compensation OpotO upampolicy by policy basis in accordance
with a sliding scale based upon values immediately before the big cut of the
16 July 2001.

The benefit of this approach is that once the compensation pot is agreed and
transferred to the scheme administrators, calculation could be handled mechanically
from the information held upon Equitable LifeOs computers, now in the possession of
Halifax Financial Services. The downside is a lack of sophistication to deal with all
possibilities.

EMAG sees it as vital for the fair treatment of Equitable Life policy holders as a whole
that compensation can be calculated, apportioned and distributed without undue
delay, even if it involves the acceptance of some rough edges to the calculations.
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The Amounts

The table below illustrates the principle of calculating the OpotO.

Opportunity
Financial Loss Loss
Staying with Not Moving to a
Equitable Competitor
£m £m £m £m
The loss incurred through staying with Equitable
was crystallised with the 16% policy value cut on 16
July 2001 on the then fund of about £24bn. 3,846
Part could not be recovered by the Society as
relating to Contractual Values (570)
Part related to excessive bonuses voted in the early
1990s but still reflected in continuing policy values (1,100)
2,176
A rough estimate of the loss in investment value to
2001 of not moving to a competitor might be 3,600
Removal Costs
Loss of 16% policy value cut from contractual
values 400
Re-investment costs on about £15bn at say 4% 650
1,050 1,050
Losses Incurred by policyholders 3,226 4,650
Discounts
For those not being influenced in any way by the
Returns, Accounts, Newspaper reports etc 5% (161)
For those who would not have invested in / moved
to another provider, even if they had known
Equitable Life's true state 30% (1,395)
3,255
For the difficulty in proving that the alternative
provider would have done better 10% 326
3,065 2,929
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Most Losses relate to Lost Opportunities - take an
intermediate figure (say) 3,000

Discount for the fact that Ranson and the Directors
were primarily responsible. However the regulators
allowed a problem with a small company to
escalate six-fold over a decade, then adopted

cover-up and delay. 10% 300
2,700

Outrage - at say £500 for individual policyholders

and £250 for group scheme members 500
3,200

Interest 1,300

Compensation 'Pot’ 4,500

The estimate of loss in investment value of £3,600m is derived from an examination
of the published results of competitor companies by EMAG's accountants. A similar
estimate produced by/for the FSA in 2001 produced an estimate of £5,000m. EMAG
has found estimates based upon FSA internal information to be unsatisfactory, since
they are always alleged to be 'confidential' and therefore cannot be independently
scrutinised. The percentage discount in respect of the responsibility of Ranson and
the Directors is based upon EMAGOs CounselOs opinion.

Special Cases

In view of the POOs strong findings onhe Financial Re-insurance Contract, there are
good grounds for adding back some of the discounts in respect of monies invested
after 1 May 1999 (about £3,500m) and assuming a higher rate of interest.

With Profit annuitants have been particularly badly hit. They are not able to move
their investments to other providers and have been stuck with Equitable Life until
2007. Their underlying funds were cut in July 2001 in the same way as other
policyholders. This resulted in pension cuts in subsequent years. Also during those
years the Equitable Life fund was invested in fixed interest stocks, which could not
support the assumed growth rates. Finally they missed out on the Stock Market rise
from 2003-2007 and have been transferred to the Prudential, which has Stock Market
exposure, just in time for markets to fall. A special addition will be needed to reflect
these matters.

Pivotal Date

The obvious date up to which to calculate compensation is 16 July 2001 when policy
values were cut by about £4 billion. This was the action taken by the new board of
directors to restore the balance between assets and policy values. It is the most
convenient point at which to identify those who lost and to quantify by how much. The

EQUITABLE MEMBERS ACTION GROUP Page 61

Prepared by Burgess Hodgson - Chartered Accountants




THE PARLIAMENTARY OMBUDSMAN’S REPORT ON EQUITABLE LIFE

EMAG’S COMMENTS AND PROPOSALS FOR REDRESS

records of the policy values themselves, the terminal bonus element and the amount
by which they were cut should be readily available from Halifax.

Lost Opportunities

It is imperative that whatever formula is used to assess losses from not moving to
alternative providers should be based on public information, not from FSA
confidential sources. EMAG members have suffered at the hands of the FOS and
the FSA in producing computations of loss which cannot be checked.

Regulatory Contribution

EMAG is advised that in cases of maladministration it is traditional for those found

guilty to meet the whole cost of the loss, even though others were partly responsible.

However, in a case such as that of Equitable Life where the amounts are very

substantial indeed and where the primary responsibility for the SocietyOs demise
rested with its actuaries, notably Roy Ranson and its directors, the matter of whether

it is reasonable for the public purse to bear the whole cost does need to be

considered.

Lord Penrose demonstrated that in the early 1990s the directors voted bonuses
substantially out of proportion to the SocietyOs profits and assets. This was done in
order to maintain the SocietyOs marketing advantage. The responsibility for this must
lie primarily with Mr Ranson and the directors. It must, however, be pointed out that
at this stage the Society was relatively small in size and with total funds of about £5
billion.

The financial weakness that excess bonuses created made it difficult for the Society
to show the necessary degree of financial strength on its regulatory returns and
accounts. The PO has found that the regulators were mal-administrative in failing to
identify the devices used to conceal that weakness from public knowledge. This
failure was not just an isolated incident, but as the POOs report shows, continued for
the subsequent nine years.

The initial regulatory failure was taken by Roy Ranson as a green light to carry on
expanding the SocietyOs with profit business based upon imprudent bonuses and a
fictitious marketing track record. The regulators carried on failing to deal properly
with the SocietyOs Returns for the following nine years, during which time its size
expanded six fold from £5 billion to £30 billion. During this time it drew in 500,000
individual and one million group investors, mostly people saving for their retirement.

The regulators cannot reasonably claim that they didnOt know what was going on.
Both Lord Penrose and the PO demonstrate that they were well aware that bonuses
were too high and the Society had insufficient assets to support them. They had
opportunity after opportunity to take a stronger line but failed to do so. In EMAGOs
view, the Treasury, the FSA and GADOs approval of the worthless financial
reinsurance contract as an asset valued at £800 - £1,000 million amounted to
connivance with Equitable Life to cover up its appalling financial state.
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In EMAGOs view, supported by Counsel, the thousands of millions of pounds
involved, the time over which the fault was allowed to continue, their connivance with
the cover up and subsequent delaying action require that the regulators should bear
a heavy percentage of the blame and the cost.

Interest

The PO in her publication OPrinciples for RemedyO requires simple interest to be
added at a reasonable rate to the date of payment. EMAG believes that because of
the nature of the loss, the amounts involved and the long Treasury inspired delay,
compound interest would be more appropriate.

Computation of Compensation
a) Pension Investment Policies (two thirds of the WP Fund)

The most accurate approach would be to apply a compensation factor to each
premium paid since 1990. This however depends upon the availability of premium
payment data. If this is not available or would involve undue delay, then the terminal
bonus content of any policy provides a reasonable indication of the Ovintage® of
policies generally and should be used.

It is a feature of Equitable LifeOs bonus methodology that the policies with the largest
terminal bonus content did best from the over-bonusing and those with the smallest
suffered worst from the policy value cut. It would be possible to work out a sliding
scale of compensation to counteract these effects. This could then be applied directly
to each policy based on its value in July 2001 and its terminal bonus content.

b) Pensions in Payment Policies (about 23% of the WP Fund)

These were single premium policies made by policyholders upon their retirement, in
order to provide a pension for life (or in the case of Drawdown) to age 75. The vast
majority were taken out after 1990 and did not benefit from the over-bonusing.
Compensation would be based upon the amount of that premium and the date of
payment.

c) Investment Policies (most of the rest)

Compensation would be based upon the policy value before the big cut and the
terminal bonus content, in a similar fashion to Pension Investment Policies

Distribution
The above would enable compensation to be apportioned and distributed primarily

from the information available on HalifaxOs computers and without the need for
anyone to make a particular claim and without policyholder input.
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EMAG’S COMMENTS AND PROPOSALS FOR REDRESS

The main features of distribution should be:

a) The money and the administration should be in the hands of a suitable
body, independent of the Treasury the FSA and Equitable Life.

b) The data required for apportionment between policies should be
contained on HalifaxOs computers.

c) No claim or other input should be required of policyholders

d) The formula should be a simple arithmetic one, open to inspection.

As regards payment, we suggest the following:

1) Continuing With Profit Annuities
That part of the compensation representing lost income since 2001 should
be paid to policyholders direct. The balance should be passed to
Prudential for addition to the appropriate fund and policies.

2) Continuing Policies Generally
The share of the compensation pot should be passed to Equitable Life for
addition to the appropriate fund and policies.

3) Pension Policies transferred to other Providers
The policyholder should have the option of having the relevant
compensation share transferred to his new provider or paid to him as
cash.

4) Encashed Policies, Deceased Investors
The relevant compensation share should be paid to the policyholder or his
estate as cash.

5) Group Schemes
These should be dealt with on a group basis. Distribution to individual
members should left to the respective trustees.

Recipients and Tax

Where compensation is paid into an ongoing pension fund there should be no
question of tax being deducted or of any policy holder being able to claim tax relief in
respect of the payment. Eventually the policy holder will benefit in the form of a
higher pension and HMRC will of course assess tax thereon in the normal way.

As regards payments in cash to individuals or their beneficiaries, we recommend that
some notional tax be deducted on an average basis and that the resulting
compensation be made tax free.

The Treasury should ensure that any necessary changes to the tax laws are put in
place to enable this to happen. Elderly and much wronged Equitable Life
policyholders should not be burdened with future battles with the tax man.
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