H MT R E A S U RY ' 1 Horse Guards Road

London
SW1A ZHQ

17 July 2009

ffice of Sir John Chadwick
ssex Court

=Eqdli.té.b'le Life ex-gratia payment scheme — HM Treasury’s réfjoonse to Sir John
"Chadwmk's proposals as to the approach to be adopted and the issues to be

o write on behalf of the Treasury to prov:de representatlon as to Sir John's proposals
+ concerning the issues to be addressed in order to reach a view as to the extent of the
- relative losses suffered by each refevant class of policyholder in respect of each of the
- findings accepted by the Government.. These are set out in the document issued in June
2009 entitled “Equitable Life ex-gratia payments scheme, My proposals as to the approach
to be adopted and the issues to be addressed” (“the Proposals document”). -

| deal with a few preliminary points before addressing the issues '"r‘éli"s'.ed_'_ in'that document.
Preliminary Points
The Treasury notes that Sir John does not, at this stage, inv_if ey esentatlons as to:

e how those issues should be resolved;
¢ how (if at all) relative losses should be apportloned or i
o whether some classes of policyholder should be seen -to have suffered
disproportionate impact. o
rding: a_payments scheme for
angements (“a Chinese Wall”)

Equitable Life policyholders, the Treasury has put in plac
to separate on the one hand that part of the Treasury which responded to the
Ombudsman’s Report, and which is now responSIbEe3fo akmg representations to Sir
John’s Office and, on the other, that part of Treasury which is working with Sir John while
he advises the Treasury and which will, ultlmateiy,;be respons:b!e for final decisions
conceming the design and implementation of the ex-grat ' payments scheme.

~ These representations, and any subsequently made to Slr }ohn s Office in accordance with
- Sir John's procedures are being made by the Team W|th|n the Treasury which is responsible
for making representations to Sir John. : S

- These representations are being made on the basis and to the extent that Sir John has
invited interested parties to do so. The Treasury recognises that, ultimately, it is for Sir John
to decide how proceed to address the issues under his Terms of Reference, in light of the
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comments and t‘epfeséﬁtations received from all interested parties. | confirm that the
Treasury has no objections to these representations being published.

For ease of reference | adopt the paragraph numbers used in the Proposals document
throughout. Representations are only made where the Treasury feel that it can contribute
to Sir John's consideration of the issues raised.

Paragraph 2.7

Sir John's understanding is correct. Should Sir John feel that it is necessary to make a
further finding of fact on the issue of whether the failure by GAD to question and seek to
resolve whether the changes that Eqwtabie Life made to its assumed retirement ages in its
1994 and 1996 regulatory returns did, in fact, lead to injustice then the Treasury is content
with this course. However, the Treasury is mindful that there have been a number of
investigations to date and ___Uld be grateful if Sir John would clarify the nature and extent
of the investigation he con ders necessary to make such a fmdmg As Sir John

inevitably delay matters st
thought to any process w

- Paragraph 2.9

'h'er'e' was no Section 68 concession in place at 31
""L_rfe should not have been permltted to take the

Sir John states that proposi
December 1998, W|thout w
reinsurance treaty rnto ac ) _
true analysis. of. the _remsu: hould not have been taken into account in
Equitable Life’s ret"' n ' '_..'econom|c value of the treaty was nil - in
that case it does not mat quitable was granted a concession to use it. -
However nc the'-O ere.was some economic value to the treaty
necessary in order for that economic value
sman does say, at 1/10/450, that the offset

should have bee
rather than |t havmg 0 ec

-Paragraph_ 2 3

The Treasury tak' thls opportumty to clarn‘y'the posrtron concern:ng F[ndmg 6.

ci_.oh her view that it was not reinsurance

The Ombudsmans fmdmg as to maladmmlstratlon set out at 1/11/101, namely that "..the

failure by the FSA, acting on behalf of the prudential regulators, (i) to ensure that the
financial reinsurance arrangement was not taken into account within the Society’'s 1998

returns without an appropriate concession being given, and (ii) to ensure that the credit.

taken by the Society within its returns for 1998, 1999, and 2000 properly reflected the
economic substance of that arrangement, constitutes maladministration” is accepted.
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50 accepted is the Vs fi d:ng as to injustice, set out at 1/12/146, that “...in
: respect of ‘all: those e Society or paid a further premium that was not
-after 1 May 1999, any financial loss that they have

injustice in the form of lost opportunities to take
affairs."

32 of the Government's Response. The Government's
‘with each statement made by the Ombudsman in her
ty's Returns for the relevant years would have been
hatter of conjecture. The Government's observations at
the issue of just how materially different those returns

the Government has not qualified its acceptance of the
g injustice. Rather the observations made in paragraphs
are matters that may be relevant to the work undertaken by
nment when determining the precise details of any ex-
ernment must decide as a matter of public policy the
Government may determine that such a scheme should
extent of relative losses suffered by policyholders, (ii) an
of those losses that are properly attributable to the
he Government, (iii) which classes of policyholder have
iv) the factors the Government might wish to take into
on whether disproportionate impact has been suffered. If
n which the Government has accepted the findings of
n relation fo Finding 6 is considered to be quaiified it is

] indings. The Government's acceptance of the Ombudsman’s findings in
n lng 10 is quahf;ed in that it has accepted that mformatson provided in the

tration but on the basis that the statement made in October 2001 (namely that
're_ma:ned solvent but continued to face fundamental uncertainties following the
f Lc ds’ judgement in Hyman) had the potential to mislead policyholders and others
g ‘particular, “Greater thought should have been given to making clear that

e had been a change in the FSA's understanding of Equitable Life’s state of financial
_'that policyholders and others could easily understand the difference between its
atement:-that Equrtabie Life met "regulatory solvency margin requ;rements" (made in

st ernents were correct and not maladministration. The Government accepted the finding
of njustrce on the basis set out in the Response at paragraphs 4.180 to 4.187.

Parag__raphs 3.1-3.3
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The Treasury notes Sir John's propesed Head A/ Head B approach to the calculation of
relative loss. The Treasury is conscious that the Ombudsman frequently made findings
focussing on the content of the Society’s returns and the effect that any maladministration .
would have had upon the content of those returns. The Treasury suggests that considering
the practical impact of the maladminstration would be the most logical way of proceeding,
but the issue of the Heads of relative loss is a matter for Sir John and the Treasury would not
wish to fetter Sir John's investigation where it remains within his Terms of Reference.

In relation to 3.1 (ii) the Treasury would ask Sir John to clarify whether the market
comparison he intends to make would be over the same time frame as the investment. This
could possibly lead to relative gains under Head A. The Treasury assumes that this is taken
into account under para 4.7 but would ask Sir John to confirm. '

Paragraph 3.4

Sir John has specifically asked for representations on the point he raises in this paragraph.
For the avoidance of doubt the Treasury agrees that he should not consider any loss beyond
that which the Ombudsman has found to constitute injustice.

Paragraph 3.6

Sir John has again specifically requested representations on the;"views expressed in this
paragraph. The Treasury agrees with Sir John's view that double counting should be
avoided. However the Treasury would suggest that, insofar as it is relevant to consider
losses under Head B, then policyholders shouid have losses measured on the basis which, on
the balance of probabilities, represents the most likely course of events. It would not be fair
if losses were to be measured on an extremely advantageous basis if that basis were highly
improbable.

Paragraph 3.7

' The Treasury does not disagree with the proposals in this paragraph but would have the
same concerns in relation to the exercise proposed as have been expressed in comments on
paragraph 2.7 above. The Treasury considers that it will be unfortunate were Sir John's
suggested approach to result in a further quasi-inquiry into the matter. It was in an effort
to avoid such an investigation that it was suggested, in his Terms of Reference, that Sir John
refer to the evidence contained in publicly available reports produced to date. Any detailed
investigation would add significantly to Sir John's workload and to the time taken for him to
complete his work.

Paragraph 3.8 (:) R

The Treasury would welcome a solution which would reduce the requirement for
policyholders to prove the basis on which they made decisions to invest. However this may
prove difficult given the express terms of a number of the Ombudsman’s findings on
injustice where reliance is required in order to demonstrate financial loss. In this regard the
Treasury would draw attention to 1/12/99; in the preceding paragraphs, in particular,
paragraphs 95-98, the Ombudsman sets out what she considers “reliance” to be and that
any such reliance was reasonable. In paragraph 99 the Ombudsman states: “the only
questions, therefore, are whether an individual relied on the information and did so to their
detriment. That can only be determined at an individual level.” (a\%
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TheTreasurys concern therefore is that Sir John's suggested approach would run counter to

" the Ombudsman's findings and general approach to reliance being proven at an individual

“level. However, to adopt the approach the Ombudsman suggests may impose too great a
burden "Qn policyholders. '

The Tréasury would therefore suggest that, in order to alleviate such a burden whilst
ensuring fairness to all parties, Sir John should consider various methods of approaching the
issue in a broad-brush way, possibly applying a discount to reflect the broad nature of any
assumptions made. This may speed up the process of establishing a claim without requiring
the level of individual detail which the Ombudsman appears to have envisaged. All parties
would, of course, have to accept that the consequence of this would be quicker but broader
and less tailored to individual circumstances

Paragraph 3.8 (ii)
The Treasury agrees with the proposal a."c“3'.'8(ii),
Paragraph 3.9 .

The Treasury agrees with Sir John's view regarding excessive reversionary bonuses.

Paragraph 3.10

The Treasury agrees that Sir John is not required to engage in any form of means testing. it
may be worth pointing out, for the sake of dlarity that, in his evidence to the House of
Commons Public Administration Select Committee on 11 February 2009, the Economic
Secretary to the Treasury stated that the Government's preferred option is for there not be
to a means test and that the Government was not asking Sir John to advise on whether or
not there should be a means test. What the Go rernment had in mind, and discussed with
Sir John, is that part of his wider role will be to assess the extent of losses suffered by
different groups of Equitable Life policyholders. The Economic Secretary confirmed to the
Committee that Sir John is not advising Government on means testing.

Sections 5 and 6
The Treasury would also comment more generally on the issues raised in sections 5 and 6.

In relation to those parts where Sir John must make factual findings concerning the actions
of organisations such as GAD or the Society itself, the Treasury repeats its concerns-
regarding the wish to avoid a further lengthy quasi-inquiry, set out in its responses to
paragraphs 2.7 and 3.7 above. Where this is necessary the Treasury would strongly urge Sir
John not to apply hindsight to determining the reasonableness of the decisions of those
involved, but rather to assess their actions on what a reasonable person in their position
would have done at the time.

Turning to the actuarial issues raised, the Treasury notes that the issues are, potentially,
significant. Given the lapse of time it may not be possible to produce accurate answers.
The Treasury would therefore again suggest that, wherever practical Sir John should
consider a shortcut which may produce justice which may be broader but also quicker for
policyholders. u% -
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Yours faithfully,

Sue Lewis
Head of Savings and Investment
0207 270 5273

Sue.Lewis@hm-treasury.x.gsi.gov.uk

)

(il INVESTOR IN PEOPLE




