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1.6

In my Second Interim Repgrtlated December 2009, | explained why, the contextof

advising HM Governmenbn matters arising from its Response to the Report of the
Parliamentary Ombudsman on her investigation into the prudential regulation of the
9ljdzA Gl 6ftS [AFS ! aadzaNFyOS {20ASide o6a0GKS {20ASi
Terms of Reference pmitted me to adopt what | had described (in my First Interim Report)

as the flexible approach to the assessment of relative loss suffered in respect of accepted

cases of maladministration. Under the flexible approach relative loss is assessed by reference

to the position that policyholders would have been in (whether or not they actually relied on
AYF2NXYIEGA2Y Ay (GKS {20ASieQa LlzoftAaKSR NB3IdA |
t0 20000 2NJ LINPPARSR o0& GKS CAYyDi Gtk RODIL) if, Bomiah OSa !
appropriate start date, their investments had been made (at the time or times that they were

made) in a comparator (real or notional). | stated, at paragraph 3.11 of the Second Interim

Report, that (on the basis that | was freedo so) | proposed to adopt the flexible approach;

but indicated, at paragraph 3.12, that | would keep that decision under review until the

delivery of my final advice to the Government.

The decision to adopt the flexible approach has been generallyowedd by those who have
made representations to me in response to my Second Interim Report. | remain of the view
that that is the approach which | should adopt.

At Section 6 of my Second Interim Report | set out questions which, as it then seemed to me, |
needed to address in order to complete my work. Those questions went to the nature and

extent of thesecond,fourth andfifth fA Yy RAy3a Ay GKS hYodzZRAYIYyQa w
which relative loss should be assessed (in particular, the start date andnihalate); the

identification of the comparator; and other matters. | invited representations as to the

answers that should be given to those questions.

In the light of the representations which | have received in response to my Second Interim
Reportg and of the provisional advice which | have received from my actuarial adwidesim

now in a position to indicate the conclusions which | am, at present, minded to reach on most
of the issues raised by the questions posed in Sectiortl@abfeport. But,until the delivery of

my final advice to the Government, | remain open to persuasion that those provisional
conclusions are not the correct conclusions; and | will take account of further representations
on those issues.

In Section 2 of this Third IR ¥ wSLI2 NI L | RRNB&aa GKS yI (d2NB |
second, fourth and fifth findings of maladministration (in so far as those findings have now

been accepted by the Governm@nihe provisional conclusions which | have reached on the

issues addressed in Secti@imave informed my thinking as to the comparator and the peri

over which relative loss should be assessed: those matters are addressed, respectively, at
Sections3 and 4. Section 5 addresses other matterised in earlier reports.

In Section 6 of this Report | set out some further thoughts on the issues relating to
apportionment; and, in Section 7, | indicate the advice which, at present, | am minded to give
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as to factors which the Government might takéoi account in determining whether accepted
maladministration has had a disproportionate impact on certain classes of policyholders.

1.7 There are a number of appendices to this Third Interim Report. These contain material which
has informed the contents othis report; and which (subject to review and further
consideration) is likely to inform my final advice to HM Government.

() Appendixk O2y il Aya | &adzYYFENEB 2F YIFIGSNRFEIZ RNI §
the Penrose Report, which is relevant to the tigniof the scrutiny process as applied to
G§KS {20ASie Qs foNtBeJetris 199RNBIGNS i dz

(i) Appendix B contains a summary of the advice which | have received as to the extent of
GKS NB3IdzZ F 62ND&a LIR2GSNI 62 RANBOG GKS NBLIzo f )

(i) Appendix Gs a copy ofa letter from my actuarial advisers, setting out preliminary (and
LINE GAAA2YEFE0 | ROAOS 2y YFGGSNAR NBfFGAy3a G2
findings and on the identification of a comparator;

(iv)  Appendix D contains dateelevant to other life offices that operated in the market
during the relevant period; and

(v)  Appendix E sets out data that has been provided by Equitable bifd analysed by my
actuarial advisersg as to the numbers and types of policy that were in éuduring the
relevant period and the premium payments and claims that were made.

1.8 As will be clear to the reader of this Third Interim Report, | have received extensive assistance
in relation to actuarial matters by Towers Watson (formerly Towers Petrirparticular, in
preparing this report, | have sought and received (on a provisional basis) quantitative advice
as to the effect which, absent maladministration, action by the Governmerd (i dzI NE Q&
5SLI NIYSyd 6aD!5&60 FyR (KSe 1990HzRIgH havd been NS 3 dzf |
SELISOGSR (2 KIF@S 2y K éndthe @aisbisavich it NBH bater ( 2 NB
been expected to take in response to regulatory action. It is recognised that advice of that
nature will, necessarily, contain an elemerit subjectivity: in that it reflects what, in the
professional view of the advisor, would have been likely to have happened in circumstances
which did not, in fact, occur. With a view to reducing the extent to which that element of
subjectivity might be sdito affect the reliability of their advice to me, Towers Watson has
recently appointed a panel of three senior external and independent actuaries to peer review
AGAa 62N)] O0aiKS tlyStéod L 6SftO02YS (KS | LILRAY
actuarial assumptions anthethodologyg KA OK  dzy RSNI AS ¢246SNE 2 (dazy
their conclusions (in a form which will assist me in deciding whether it is reasonable to rely on
advice based orthose assumptions andnethodology; and are likely to awsider other
FaLSoda 27 ¢ 2 ¢& MbichrylfinaBagdvicexddM Goexdnent will be based

1.9 | submit with this Third Interim Report a document containing correspondence between
interested parties and my office concerning the Second Interim Rdpo 6 a G KS
/| 2NNBALRYRSYy OS¢ 0@ / 2LIASa 2F GKS / 2NNBALRYRSY
alternatively it may be viewed on line aivw.chadwickoffice.org

1.10 Representations in response to this Third Interim Report should be made in varithgent
to:
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The Office of Sir John Chadwick
One Essex Court

Temple

London

EC4Y 9AR

Email to: info@chadwickffice.org

1.11 In order that | can take proper account of such representations in preparing my final advice to
Government, | would be grateful if thepuld reach my office by no later th&?April 2010.

1.12 | have been asked to submit my final advice in May 2010. | am working towards, and intend to
meet, that target.

1.13 For more information about my Office, please refer to its websitenatv.chadwickoffice.org.
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2  NATURE AND EXTENTSEEOND, FOURTH ANIPIH

FINDINGS

2.1 In my Second Interim Report | explained tmy Revised Terms of Referengavhich the

Government had laid before the House on 26 November 2009 as Cmg¢#é6Rired that, in

addition to the maters in respect of which | was appointed to advise in January 2009, | advise

also as to:

¢the nature and extent of the finding of maladministration and injustice in
relation to Finding 5 and the nature and extent of the finding of injustice in
relation toFindings 2 & 4 so far as those Findings are now accépted.
22 Ly {SOGA2Y H 2F (GKIFG {SO2yR LYGSNRY wSLI2 NI
findings of maladministration. In Section 5 of that report | set out my understanding of the

scope of the advice now sought in relation to those findings. Ini@e6t at paragraphs 6.2 to

6.7, | set out questions which, as it seemed to me, | needed to address in order to give that

advice.

2.3 ltis, | think, convenient to set out those questions in a more summary form:

()  What would have been the effect on Equitable E S Q& NXB I dz | (2 NBE NI G dzN
1990 to 19% if GADand the prudential regulator had taken the action whiclabsent
maladministration) wuld havebeentaken in relation to the valuation rate of interest
andthe affordability and sustainability of BHgA G 6t S [ ATFSQ& o062y dza RSOf

i) 2KFIG ¢2dd R KIS 0SSy GKS STFFSOG 2y 9ljdzAdl ¢
1994 to 1996 if GARnd the prudential regulator had taken the action whiclabsent
maladministration) wuld havebeentaken in relatbn tothe changes to retirement ages
which Equitable Life made in respect of its 1994 and 1996 regulatory reamds
reserves in respect of liabilities fardzl N} y i SSR Fyy @A ié& NI G6S& o0aD!

i)y 2KFG 62dd R KFE@S 0SSy GKS S FeuROUGAR the |j dzA G I o
prudentialregulatorhad taken the action whicfabsent maladministration) @uld have
been taken in relation to the resilience reserve calculatiansrespect ofthe 1995
regulatory returnsand the information that users of Equitéhl [ A ¥ SQa NB 3 dz | {2
were being misled?

(v) In relation toeach of the second, fourth aniifth findings, if GAD and therudential
regulator had taken theaction which (absent maladministration) would have been
taken, how likely is it that policyhokts or prospective policyholders would have
decided not to take out new policiesot to payfurther money into existing policiesr
(in so far as they were able to do so) to withdraw money from existing pgliaias
when would policyholders have takenctudecisions?

24  As | have said ithe light of the advice which | have received from my actuarial advisers and

the representations made to me in response to my Second Interim Report, | am now able to
set out my provisional conclusiolirs answerto those questions. | emphasise that these are
provisional conclusions. As | have explained, Towers Watson has appointed a panel of external
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actuaries to review its work. | shall need to revisit my provisional conclusions when that
review has taken place. | shall@lseed to take account of any further representations made
to me in response to this Thitdterim Report.

The scrutiny process

25 Ly 2NRSNJ) (2 FyasgSNI GKS jdzSatAaz2ya NIrAaSR o0& (K

of maladministration, it is neceasy not onlyto consider what steps GAD and the regulator

would have taken (absent maladministration) but did not take; but also to consider how
Equitable Life would have responded if those steps had been taken. In particular, it is
important to identify when GAD and the prudential regulators had opportunities to take

action; and, if they had taken action, what steps would have been open to Equitable Life in
response to such action. In that context, it is necessary to have in mind the timing of the
scrutiny process.

2.6 Throughout the period in question, Equitable Life was obliged to submit its regulatory returns
within six months of the end of the period to which they reldiéd 9 ljdzA G+ 6t S [ AFSQ
returns related to the calendar year; and so itsures were due at the end of June in the
following year. In each of the years in question, the Society submitted its returns within a few
days of this deadline. Regulatory returns could be obtained from the Society on request
understand that regulatory returns may have been available for inspection, also, at Companies
House. Given that scrutiny by GAD or the regulator did not take place until after the returns
had been submitted, it follows that they were open to publisgaction before the scrutiny
process had begun or been completed

2.7 By the time the returns were submitted, Equitable Life had already declared a bonus for the
year to which the returns relatedThe bonus was decided at a board meeting in January or
early February of the following yearThe bonus decision was the subject of a press release
issued shortly thereafter, usually within 24 hours. Policyholders were sent Annual Statements
and bonus notices (usually March); and the bonus then became effectore 1 April.

28 ¢KS FTNNJIy3ISYSyida F2NI D!'5Qa aONHziAye 27F NBIdA |
' INBSYSyi(Ga oa{[!&aéd0d ! YRSNI (1K2aS | NN} y3ISYSyi:
required to take place shortly after submisstoninitial seutiny required the completion of

! Pursuant to Section 22(1) of the Insurance Companies Act 1982: see, among other references, Report

2/3/299 (page 65); and 2/5/911 (page 188).

%1 am informed (by the Society) that, throughout the period in question, few policyholders did ask to review

the returns; and that only 200 copies (or thereabouts) were printed each year.

% The information in paragrapt&6and?2.7 has been provided to my actuarial advisers by Equitable Life.

“¢KS {['&a NBfFIGAYy3a (2 (GKS LISNAZR Ay ljdzSatazy gSNB O2Y
commencingatRepott NI nk LI 3S HHPT YR Ay al NOK mdoppp O00GKS dam
commencing at Report Part 4/ page 240. If the date on which the 1995 SLA came into effect is material for the
purposes of this Third Interim Report (which | doubt), | assume thidliso in March 1995, when it was

AaA3YySRO ¢KS mdpyn {[! NBIddZANBR GKS AyAGAlIf aONdHziAye L
at Report Part 4/ page 233 and the description of the relevant provisions of the 1984 SLA at 2/3/360)a) to (d
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two checklists: the A1 and A2 Scrutiny Reports. Completion of the A2 Scrutiny Report
required GAD to assign the Society a priority rating which determined, among other matters,
the timetable for completing the detailed sdiny”.

2.9  The timetables laid down in the 1984 and 1995 SLAs are set out at AppendisaA.be seen
GKFG GKS GFNBSG RIFGSa T2NJ RSGFATfSR aONdziAye 2
assigned to the scrutiny process in the particdase (sedable 3: so that, in relation to the
Society during the relevant period, the target date varied from the end of October of the year
in which the returnwas being scrutinisetb the end of May of the year followifig

2.10 At the end of its review, GAD sent a detailed scrutiny report to the regulator; and raised
guestions with (or made observations to) the Society on matters arising from the detailed
scrutiny NB OS & a4 @ ¢tKS {20ASie 6NRBGS Ay NBalLkRyasS i
response could be expected to generate a further dialogue extending over a period of months;
and, usually, running into the following year. When GAD was satisfied that issi@nee and
observations had been addressed, it would inform the prudential regulator that the scrutiny
process was complefe

2.11 The dates on which relevant events occurred in relation to the regulatory returns for each of
the years 1990d 1996 are set ouat Table 4in AppendiXA. | take the events in relation to the
regulatory returns for the year 1990 (the first set of regulatory returns covered by the
h Y 6 dzR asYindiyigQ) as an illustrative example

M '4G F 62FNR YSSiAy3 2y Mo CSONHzZ NB mMdbddpmZI 9]
to the board a preliminary valuation for the Society as at 31 December 1990, together
with a bonus recommendation for 1990 The Board approved this bonus; and it
became effective on 1 April 1991.

i) ¢KS {20ASGeQa NB3Idz I 4§2NB NBGdZNYya F2NI mpdn
prudential regulator at the time) on 27 June 1991. The returns were subject to initial A1
scrutiny on 24July 1991 and A2 scrutiny on 29 July 1991. GAD submitted its detailed
scrutiny report to the DTI on 20 November 1991.

i) On 19 November 1991, GAD sent detailed questions and comments to Equitable Life.
The Society responded on 22 November 1991. There followed a period of dialogue
FRRNBaaAy3a GKS YIGGSNAR NIXrAaSR Ay D!5Qa fSi
1992 (GAD to Equitable Life) and 13 February 1992 (Equitable Life to GAD). On 24

(page 77). The 1995 SLA required the initial scrutiny process to be completed by the end of August: see Report
Part 4/ page 242; and a summary of the relevant provisions of the 1995 SLA at Report 2/4/758 (page 162).
®See Report 1/5/8&@7 (page 90).

® The target date for the detailed scrutiny of the 1991 returns was 31 October 1992; and the date for the

detailed scrutiny of the 1995 returns was 31 May 1997.

"Over the period in question this often took place at about the time that the Society deterhthe bonus

declaration for the year following the year of the returns under scrutiny.

® See Report 1/6/4%6 (pages 104.07).

%] understand this to be the effect of chapter 4/ paragraph 57 (page 133) of the Penrose Report (hereafter,

Gt SYNPafI @a8pmoo0é0d
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February 1992, GAD notified the DTI that the scrutiny process was complete in relation
to the 1990 returns.

(iv)  Before the completion of the scrutiny process in February 1992, tlaedbof Equitable
Life had considered, at a meeting on 22 January 1992, the preliminary valuation for the
{20A8G@8 a Fd om 5SOSYOSNI mddm YR F LILINE
recommendation for 1991 (of 6.5% in respect of pensions busifless)

What would have occurred absent maladministration?

2.12

2.13

2.14

It must be assumed that the maladministration on the part of GAD which is the subject of

GKS hYodzRaYlyQa aSO02yRX F2daNIK YR FAFTGEK FAYR
dialogue between GAD andetregulator (at that timethe DTI), on the one hand, and the

Society, on the other hand, as to matters which (absent such maladministration) would have

been raised by GAD in the course of its scrutiny of the regulatory returns. Those matters were:

i) thevd dz GA2y AydSNBad NIGS o6atLwéo SYLX288R |
(KS {20AS80G80Q4 o02yda RSOf{INIGA2YA Ay NBAaLSO
1996;

(i)  the changes to assumed retirement ages made in the returns for the yearsaiib4
1996;

(i) the absence of reserves for GAR liabilities in the returns for the years 1994 to 1996; and
(iv)  the resilience reserve calculations in the returns for the year 1995.

In order to reach a conclusion as to the likely outcome of the dialogue which viavie

taken place in relation to these matters, it is necessary to consider what steps could
reasonably have been taken by the regulator (on the one hand) and by the Society (on the
other hand); and what outcome each is likely to have wished to achieve.

| think it appropriate to assume that, consistently with their role, the prudential regulators

would have sought to ensure that the assumptions, valuations and reserves underlying
9ljdzAaGlrofS [ATSQa NB3IdzZ | 2 NE NI oedd/agcepted st 6 A (0 K
reasonable at that time by experienced actuaries familiar with long term insurance business as
carried on by life companies in the United Kingdom. The regulators were equipped with
extensive powers pursuant to the Insurance Companiesw’pty H 6 G KS a! OG£ 0T 0 da
of those powers was subject to important constraints. There was obvious scope for challenge

by way of judicial revielt. | think it appropriate to assume that, so far as possible, the
regulators would have sought to ache the desired outcome by persuasion rather than
intervention; and, faced with determined resistance, would not have exercised powers of
intervention without a high degree of confidence that a challenge to that exercise would fail.

penrose 4/69 (page 137).
" There was the threat of just such a challenge, from which the Society subsequently backed away, in relation

2

la ¢NBIadz2NEQad AyaradaSyoOS 2F || NBaSNWS pagelda).D! w f Al G
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2.15

2.16

2.17

2.18

I think it appropriateto assume, also, that, in response to concerns raised by GAD, the Society
is likely to have sought to make the least adjustment to the assumptions, valuations and
reserves underlying its regulatory returns that it could persuade GAD or the regulator to
acept. To the extent that it was obliged to adjust the underlying assumptions, valuations and
reserves in order to satisfy the regulator, | think it appropriate to assume that, so far as
possible, the Society would have sought to make only such changesudd @nable it to
show a position similar to that shown in its regulatory retuassn fact submitted It would

have resisted changes which would have the effect of requiring it to change the philosophy on
which the management of its business was based, in particular, it wouldhaveresisted
changes which would affect its ability to attract new busingdsam advised that it would be
reasonable to assume that the Society would have sought, where reasonable and practical, to
show in its regulatory retrns an appropriateratio of surplus to required minimum margin
C2NJ KS LJzN1J2 & S & prévisional anal$sNiEhas? beai agsyfm@d that the
appropriate ratio was at least 150% But this will be given further consideration

It is important, also, to consider at this stage the approach that the Society took to presenting
the valuation in its returns. As set out at paragraphs 5.5 to 5.8 of my Second Interim Report,
throughout the period to which the Report related, the Societgsented two valuations in its

NEJdz F i2NE NBOGdz2NYyasxs ¢gKAOK GKS hyYodzRavYly KI a

GF LIISYRAE @l tdz GA2YyéE D ¢tKA& o6+ a R2yuSingea SOI dza S

different approachfrom that prescribed by the InsuraacCompanies Regulations 1981 or,

GKSNB NBESOIyds (GKS LyadNIyOS /2YLFyisa wS3Idz

wS3AdzAE FGA2yagvo ¢ KS { 2O0A S &pprodchias thadDasig foriits S R
main valuation if, but only if, it couldemonstrate that the valuation carried out in accordance
with the approachand minimum basis prescribed by the Regulations would not be less
favourable than the main valuation. The purpose of the appendix valuation was to
demonstrate that that requirementvas met.

In practice, the presentation adopted by the Society did not disclose the size of the resilience
reserve calculated in respect of the appendix valuation. That approach was criticised by the
Ombudsman: but did not give rise to a finding of malaustration. The approach did not

give rise to a finding of maladministration because it was permitted by the Regulations and
the regulators could not have forced the Society to change its apptbach

DA@SYy (GKS { 2 Goiptededtigithe lvalllaleinlitOrniéturns any change to the
appendix valuation would only require a revision to the main valuation to the extent that the
change gave rise to a result (after allowing for the resilience reserve) which did not allow the
Society to demonstrate thathe main valuation was at least as strong as the minimum

'2The observations in this paragraph were foreshadowed at paragraphs 5.24, 5.27. 5.31 and 5.31 of the
{SO2yR LYGSNRAY wSLENI® ¢KS& INB 6FlaSR 2y [2NR t SyNRa
business was managed. | refer, byyed example, to Penrose para 19/38 (page 689) in relation to the
{20ASieQa o02ydza LRtAOED

¥ pursuant to the priority ratings in the SLAs, this would have placed the Society at about the middle of the
NB3Idzt | G§2NDa LINR 2 NR G A Sisers are dahsidledimgtimwihg tabket cenditiorts @t dz N I
prevailed at different times throughout the 1990s may have affected this target.

“Report 1/10/370 (page 270).
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required under the Regulations. It follows that, when considering the impact of any change
resulting from the concerns of GAD or the regulator, it is important to consider whether the
change would rquire a revision to the aggregate of the appendix valuation and the resilience
reserve; or whether the effect of the change would be limited to the valuation of liabilities
presented in the appendix valuation. If the latter, the change would not affestntiain
valuation.

2.19 Given the potential for tension between the outcomes which the regulator and the Society
would each, respectively, have wished to achieve in addressing the matters which (absent
maladministration) GAD would have raised in the coursetofscrutiny of the regulatory
returns for the years 1990 to 1996, my present view is that the appropriate basis upon which
G2 I LIWNRBFOK (GKS ljdzSadAz2y GaéKIFdG g2dAd R KI @S 2
assume that the regulators would have succeededrequiring the Society to adopt an
approach to valuations, assumptions and reserves that fell within parameters which would
have been accepted as reasonable at the time; but that, in the face of resistance from the
Society, the regulators would not haweught, by the exercise of intervention powers, to
force the Society to adopt valuations, assumptions and reserves at the more prudent end of
the acceptable range; or, perhaps, even towards the middle of that range.

2.20 The Society could have sought to resdao the concerns which (absent maladministration)
GAD and the regulator would have expressexdto the sufficiency of the valuation basis by
making minor changes to the liabilities disclosed in the appendix valuatidghe extent that
such minor change ¢ 2dzZ R KI @S | RRNBaaSR (GKS NB3Idz | {2 ND
instances, these changes could have been made without making any changes to the overall
result @fter including the effect of the resilience reserve) and hence the main valuatiod coul
have remained unchanged. The Sociaight have sought to argue that, if the asset stresses
which are tested in the resilience reserve calculation had occurred, the Society would not
have declared an annual bonus; and thtaerefore, it was not necessa for it to include any
margin for future bonuses in the basis used to calculate the resilience reserve. In these
circumstanceg and if this argument were acceptdry GAD and the regulatarthere would
have been no requirement to change the main vaioiat

2.21 Although I consider that this could have been a possible outcome in response to the concerns
of GAD and the regulator, my present view is that a more likely outcome would have been
that the Society would, in some years, have made changes that wawd &ffected the
resilience reserve basis (and hence the aggregate of the resilience reserve and the valuation
presented in the appendix valuatigndnd so would have required a revision to the main
valuation. But, as | have said, | think the changes madbpould have been at the less
prudent end of the reasonable range. There are two reasons why | take that view.

222 CANRGOZ a Ad asSSvya G2 YS:I GKS NBIdzZ I G2NBQ 20f
adopt valuations, assumptions and reservesahihfell within parameters which would have
been accepted as reasonable at the time. There was no requirement on the regulators to insist
that the Society adopt valuations, assumptions and reserves which fell at the more prudent
end of the acceptable rang®r even in the middle of the acceptable range. It was enough
GKFG GKS {20ASGeéeQa Glrfdad dAz2yas FaadzyLliiazya |y
at the lower end of that range. The regulators needed to do no more than the minimum
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necessanto comply with their obligations. In those circumstaneeand by analogy with the
principles which would be applicable to the evaluation of loss in litigagithrere is no proper
basis for an assumption that the regulators would have done more thaminénum that
they were obliged to do

2.23 Second,it seems to methat, if the Society had accepted the need, and had indicated
willingness, to adopt valuations, assumptions and reserves which did fall within acceptable
parameters (albeit at the less prudenin@ of the range), an attempt to exercise the
NB3IdzA Fi2NEQ LR26SNBR a2 |a G2 FT2NOS GKS {20AS80¢
range would have been vulnerable to challenge by way of judicial review; and that the
regulator could not have been cadént that such a challenge would fail.

2.24 | am aware that there is a widely held viewvhich finds expression in representations which
have been made to methat, if the regulators had acted as they should have done during the
early 1990s, the steps whithey would have taken would have revealed the existence of the
substantial shortfall of policy values as against assets at that time; and which formed the basis
F2NJ Ylye 2F [2NR tSyNraSQa ONARGAOAAYA 2F @K
conducted®. In fact, the shortfall was brought to the attention of DTI by a letter dated' 10
September 199%. But my present view is that it cannot be said with any confidence that the
shortfall of policy values as against assets would have been regarded a$iceersiifor
necessary, basis for regulatory intervention. Tlegulations in force at the relevant time
were not intended to address the relationship between policy values (which included both
guaranteed andon-guaranteedbenefits) and assets: they weiigtended only to address the
relationship between guaranteed benefits and assets. | invite further representations on this
point.

Publicationof amended regulatory returns

2.25 My present view is that the regulators are unlikely to have insisted on thmulbécation of
GKS {20ASGe&Qa NB3Idz I G2NE NBUOdzZNya F2N mppn G2
found in the fact that when, in 1999, the regulators were faced with a decision whether or not
to require a republication of returnsg having idenified a serious deficiency in the position
reported by the Society in relation to its 1997 retuthey decided not to do so. Reasons for
GKFd RSOAaAA2Y 6SNB aSi 2dzi Ay | fSGGSNI2F 1 W
hischairman:
GThis[requiring republication of corrected 1997 returngpuld demonstrate
GKS Cc{!Qa gArAtftAayaySaa (2 GlfRIShot@®iA2yY HKSN
meeting their obligations. However, there are significant doubts adether
the legislation empowersis to require companies to correct their returns
where we consider them to have been prepared on an inappropriate basis.
Each case woultave to be considered on its merits and in many cases we
doubt we would have sufficiegrounds to intervene. Therefqré is unlikely

®see particularly the figures set out at Appendix G of the Penrose Report.
'® penrosel6/77 (pages63)
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that such action would produce a cleamysition for the publig certainly in
the period before publication of the next returns.

Even if such action could be enforced, we would need to allow companies time
to do thenecessary work. Inractice, companies would be unlikely to be in a
position to correctheir 1997 returns much before they were superseded by
their 1998 returns (at best thend of February assuming the request were
issued immediately and instantly acceptedtbg company)Bearing in mind

that the overall financial position in the resubmitteeturns might look little
different in the majority of cases (see below) and would alréedyore than a

year out of date we believe that the costs of such an approach would be
disproportionate to the benefitg:’

2.26 It can be seen from that letter that, in 1999, the FSA had doubts as to its power (as regulator)
to force corrections to the returns. | have not identified a document which sets out the
reasoning which led to this viélly but the advice which | have receiveé summary of which
is contained in Appendix 8suggests that the true position was, indeed, unclear. Put shortly,
although the regulator had the power to force a life insurer to publish a corrected regulatory
return in cetain circumstances, it is not clear that the power would have been exercisable in
the circumstances that did exist from time to time during the relevant period.

2.27 It is unnecessary to reach a determinative view on that question. It seems clear, from the
second paragraph of the letter of 7 January 1999 (set out above), that the regulators were
conscious that, save in special circumstances or in respect of obvious errors or omissions, it
would not be practical or desirable to force thepablication of correted historic returns: in
the circumstances that, by the time-publication could take place, the returns for that year
would have been superseded by the returns for the following year. | have in mind that, during

the period relevant to the scrutiny of @ { 2 OASG & Q& NB3Idz | § 2 NB NI dzN

1996, the regulator was the DTI (and not the FSA); but | have no reason to think that the DTI
would have taken a different view.

2.28 My provisional view, therefore, is that the likely outcome of any dialogue between GAD (or
the regulator) and the Society concerning the matters that are the subject of the

hYodRaYFyQa 8S02yRT F2dNIK | yR FATEOKthaFA y RAY I &

rather than seeking to insist on the republication of historic retugnthe regulator would

have pressed for changes which would be reflected in current returns. That was, in fact, the
outcome of the dialogue relating to reserves for GAR liatslitiethe 1997 regulatory returns
which took place in late 1998. In particular, it seems to me likely that, as a result of matters
raised in the context of the scrutiny of regulatory returns for one year, the regulator would
have sought to require the Sety to adopt a different valuation method in the regulatory
returns for the following year; andoossibly, would have required an acceleration of the

' see Report Part 3/ pages 38@2. The passage quoted is found at page 341.

'8t appears to originate in the advice provided by a legal adviser to HM Treasury on 11 December 1998,
excerpts from which may be found at Report Part 3/fago H p= 2y @KAOK D! 5Qa / KAST
letter dated 15 December 1998, which is recorded at Report Part 3/ page 330.
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submission of that return pursuant to section 43(1) of the Act. Again, that was one of the
stepstakenbyi KS C{! FT2fft2gAy3 O2yOSNYy la G2 GKS
in its 1997 returns.

Changes to valuations in future regulatory returns

2.29

2.30

231

2.32

As | have said, | think it appropriate to assume that Equitable Life would have been likely to
resistchange as far as it was able to do gopossible; but not, as khink at present, the most

{2C

likelyc2 dzi O2 YS 0O2dzA R KI @S 06SSy GKIFIG GKS {20ASGeQa

all in its regulatory returns for much of the period 1990 to 19%r reasons which | shall
explain,my provisional view is that a more likely outcome would have been that the Society
would have strengthened the basis for the appendix valuation but left the calculation of the
aggregate liability, including the resilienceserve (as disclosed to GAD, but not published),
unchanged. This would not have led to a change to the main valuation; and would have had
only minor impact on the presentation of the results.

If GAD had raised the matters which the Ombudsman founshduld have raisedhad
concluded, following dialogue, that the valuations, assumptions and reserves underlying the
regulatory returns under scrutiny did not fall within acceptable parameters and had satisfied
the Society that that conclusion could notrsébly be challenged, it would have followed that
the Society would have been forced to calculate its liabilities for the purposes of regulatory
solvency more prudently. This would have led to an increase in the mathematical reserves;
and a consequent retOG A2y Ay (GKS {20ASGeqQa az2f @Syoe
reflected in the next published regulatory return.

Y I

LG Ydzald 06S NBO23yAaSR:I K24SOSNE UKI G OKlIy3Sa

would not have been made in isolation. At tkame time as adopting a more prudent
approach to the matters which had given rise to those concerns, the Society is likely to have
sought to weaken other margins which, until that time, had been calculated on a more
prudent basis than could be requiredder the Regulations.

In appropriate circumstances, and with the permission of the prudential regulator, a life
insurance company was permitted at the relevant time to take into account profits which
were expected to arise between the date of the regulgtoeturn and the crystallisation of its
liabilities’®. That is to say, subject to obtaining consent from ribgulator (in an Order made
pursuant to Section 68 of the Acthe life company was permitted to include among its assets
'y GAYLIX Ad3pedt of futurg préfits. Fof eadl of the years in question, 1990 to 1996,
Equitable Life applied for and obtained a Section 68 Order permitting it to take credit for an
implicit item in respect of future profits. In each year, the Society submitted éadigulator
calculations which suggested that it was entitled to take credit for a substantially larger
implicit item than that for which it in fact applied. In each of the relevant years, the
application was granted.

The constraints on this ability were set out in Regulation 11 of the Insurance Companies Regulations 1981
OGKS ampgyiasvS Iy REAAadzo0aSljdzSydfes wS3dz FGA2y wn 27
Gmdppn wS3Idz I GA2yaé 0D
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2.33 Despite obtaining the necessaBgtion 68 Orders, the Society did not, in fact, take any credit
for a future profits implicit item in its regulatory returns for the years 1990 to 1993. |
understand that, at that time, the market may have regarded the inclusion of a future profits
implicititem in regulatory returns as a sign of weakness. But | understand the position to have
changed by themid-1990s by then, the use of future profit implicit items was more
widespread within the industry and was not regarded as such a sign of weakness.1994
onwards, Equitable Life did take credit for future profits in its returns (in the sum of £250
million for 1994; £264 million for 1995 and £313 million for 1996).

2.34 | am advised that, if GAD had raised and pursued the matters which are the subjbet of
hYodzZRaYl yQa aso02 yirRiags & aladiimstrdtioh,Rhe Bdcigtyi ould have
been likely, by way of response, to have sought to mitigate the effect of its increased
requirement to hold mathematical reserves by including a future prafitglicit item (or, in
respect of the years from 1994 onwards, including a larger implicit item) in its regulatory
solvency calculations for the relevant years.

2.35 In addition toits with-profits businessthe Societyhad an inforce book of non profit business.
| am advised that there may have besome opportunity to release surplus on this business
through adopting slightly weaker assumption#&reasin which this could have been done
include the mortality marginrad VIR(particularly in the resilience reservehe latterthrough
a better matching of cashflows between assets and liabilittagt. | am advised thatt iis
difficult to quantify the extent to which this would be possibie practicewithout the detaib
of the operating experience at the tim&here may, in principle, have been other respects in
which it was possible for the Society to weaken the assumptions underlying its reserving
calculations; but, again, | am advised that it is not possible, nowassess with confidence
which assumptions could properly have been weakened. My actuarial advisers have not
included any such weakened assumptions in thealysis

Changes to investment mix

2.36 In addition to the above, the Society would have been abliefarove its solvency position for
the future by changing its investment mix, so as to include a greater proportion of fixed
interest assets. The regulatory rules limited the VIR by reference to the yield on fixed interest
assets and the running yield omuties: the running yield on equities would exclude capital
appreciation” Inclusion of a greater proportion of fixed interest assetand a lower
proportion of equitiesg would permit the adoption of a higher VIR in respect of liabilities. The
overalNS adzft ¢ ¢2dzZ R KIS 06SSy (2 NBRdAzOS (KS @I f dz
advised thatit is easier to match liability casb# with the anticipated income from fixed
interest assets; so that a higher proportion of fixed income assets camifpa lower
resilience reserve.

2.37 The disadvantage of switching into fixed interest assets would have been that, at the relevant
time, there was a widely held view that the loteym performance of fixed interest assets

%) am advised that, generally, the yield on fixed interest assets over the relevant period was greater than the
running yield on equitieg although the total return from equities, including capital appreciation, might have
been expected to be greater.
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would be worse than that of equitee The likely perception would have been that, if the
Society were forced to switch into fixed interest assets, the performance of its investment
fund would suffer: so reducing its capacity in respect of future bonus declarations. Holding a
high proporton of equities was perceived to give rise to a marketing advantage; and, for this
reason as well, it is likely that the Society would have been reluctant to make a substantial
switch to fixed interest assets untither options for changing other aspects$ the valuation

had been exhausted.

Financing

2.38 The Society could, in principle, have adopted various types of financing arrangements in this
period. These include reinsurance and the issue of subordinated debt. But | am advised that
it is unlikely to lave been possible for the Society to reinsure its liabilities satisfactorily
without incurring premiums that largely or wholly discounted any reserving benefit obtained
by the reinsurance. It is unlikely that subordinated debt could have been arrangddyg)tiot
it could have been used to improve the surplus position. The Society entered into a
subordinated debt transaction during 1997; and could have done so eaNieverthelessny
FROAASNEQ LINBaSyd @ASg Aa (KL (hatAnipradigeddieR y 2
Society would have issued subordinated debt during the period in question. To seek to raise a
subordinated loammight have been viewed in the market as a sign of weakness, which the
Society is likely to have wished to avoid.

Change to bonus rate

239 ! FAzZNIKSNJ aidSL) 2LISy (G2 9ljdaAadlIoftS [AFSHEd AF Al
have been to reduce the bonus for the following yearprinciple, to the point of declaring no
bonus. Any reduction would have had the resulhNdb RdzOA y 3 (KS {20ASGeQa
year in which the reduction was made. But it is likely that a reduction in bonus would have
beenseenby the Society as a commercially unattractive option. Throughout the 1990s, the
Society recognised the commudal importance of its ability to attract new business with
references to its declared bonugés It seems likely, therefore, that a reduction in bonus
would have been accepted only if other options had been found to be insufficient to meet
concerns raise by GAD and the regulator.

2.40 Areduction in bonus would only have been possible in the event that the scrutiny process had
been completed in time. In the events which happened, it is only in relation to the 1992
regulatory returns that the scrutiny processs not completed in time tthave been capable
of affecting i KS F2ft2¢6Ay3 &SI NRa o602ydzaAaY (GKS aONMziAy
until 28 March 199% (after the 1995 bonus had been declared). In all other years with which
I am concerned, the etailed scrutiny process was completed before the board meeting at
GKAOK GKS F2fft2¢6Ay3 &SINRa o02ydza ¢l & RSOfI NBR

L As to which, see again Penrose 19/38 (page 689).
2 See Appendix A.
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Avyearby year analysis

2.41 | turn now to consider what, in fact, is likely to have occurred in relation to the regulatory
returns for the years 1990 to 1996 and thereafter ¢ if GAD had acted without
maladministration. In relation to each year, | have asked my actuarial adwisassé¢ss what
the regulatory returns are likely to have shown if the maladministration had not taken place.
Their provisional advice is contained in the letter which is Appendix C to this Third Interim
Report.

2.42 Towers Watsomasassessed what (absent mB&¥ A YA &N} GA2y 0 GKS {20ASiz¢

for the years 199% to 1999 would have been likely to show on the basis of two alternate
I dadzySR aOSylFINAaz2zay GKFdG Aa G2 arezr 2y (GKS
A0Syl NA2 | yRQlI a@Spashsserddd cyngtisesitwo sets of assumptions as

G2 GKS SEGSylG G2 6KAOK (GKS {20ASGeQa NB3IdzA | {2

been required to make changes in response to the actions which GAD and the regulator would
have tken but for the accepted cases of maladministratiofihe first set of assumptions

NBflGSa G2 GKS OKIy3aSa (42 GKS {20ASGe&Qa NBIGdzN
The second set of assumptions relates to the way th& S { 2 OA S i & @duld Navey | IS Y Sy

responded to these changes in the regulatory returfdy advisers have recalculated the

FLIISYRAE @lFftdzd A2y 2F 9lidAaGrotS [ AT OHthe NBI dzf |
[ 26SNJ LYLI OO aOSyl NAR2 (KS @trhsyae Sehtivdiyzsmal:S { 2 OJ
NEFfSOGa oKFEG Yeée |ROAASNE (KAY] GKS OKI y3:

maladministration) would have been at the lower end of the scale. The Higher Impact

08y NA2 aK264& K26 Ol dzh il efedif GAD hadttougg i dzNy/ &

ySOSaalNeE (2 Ayairaildz YR KFR 06SSy FofS (2
The two scenarios provide a range of possible outcomes foctimtents2 ¥ 9 lj dzA G 6 € S
regulatory returns in the absence of madiministration: the most likely outcome is thought to

lie within the bounds set by these two scenarios.

2.43 It should be kept in mind that the valuation bases constructed from the Lower and Higher
Impact scenariogrimarily affect the base assumptions used calculate the figures in
Equitable Lif@ appendix valuationAs explainedEquitable Life chos@nd was permitted)to
showalso amain valuation. In orderto concludethat a change in the appendix valuation (as
contemplated in the Loer and Higher Irpact scenarios) woultlaveled to a change in the
main valuation further assumptionswould have to be maden relation to the resilience
reserve In particular,it has been assumethat Lower Impactand Higher Impact scenario
assumptionsvould have causidas a large a change in Equitable ®ifeesiliencaeserveasin
its base scenario valuationThe detailed interactions between the base scenario and the
resilience reserve haveot been taken into account in the calculations which form the basis
for this Third Interim Report. Btthe pointwill need to be considered further beforgitovide
my final advice

2t has been assumed, for reasons already explained, that there woukllean no republication of
corrected 1990 regulatory returns.
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2.44 My actuarial advisers have assumed thathen responding tochanges to theregulatory
returns NBa dzf GAyYy 3 T NRBVYIKB! 50 A7 Q% Ny Y tak@B8he S y
following steps to achievenaappropriatesurplus/required minimum margin ratio:

(i) Take credit for an Implicit Item (or a larger Implicit Item);
@ [/ KFy3asS GKS {2&w8ieqQa aasSi YAET
(i) Reduce bonuses added to pyl values

Lower Impact Scenario

2.45 In the Lower Impact scenario my advisers have assumed that, absent maladministration, the

g2

FLILWSYRAE Qgltdd drazy 2F GKS { 2 béeb afecdin thed 3 dzt | § 2

following manner:

() thatt GAGK NBaLISOG &eeondiakddourth findingR asYtd yakaiion
interest rates, there would have been no change in valuation interest¥ates

iy GKFGZ gAGK NBa&LIS Ofourthifdding éhSFailune Yiad rdsRriieYidr Y0R8
liabilities, the{ 2 OA Sie&Qa NBAaASNWBSa ¢62dzZ R KI @S 0SSy
held in fact) to allow for GAR reseniasl995 and 1996

Giy GKFGTZ 6A0GK NI a&LIS Oiourth nding KrSchangés tdziha Hssuyhen

A

retirement age for Personal Pension Plan gol8a > (KS {20ASi&Qa NBaA:

been increased, compared to the reserves it held in fact, in the years 49989 to
allow for an assumed retirement age of 55, rather than age 60 as was actually the
casé> and

(v) that, WA 0 K NBALISOG (2 sixthh Knfing fory drettiR taken fgr Qe IRECO
treaty, in the absence of maladministration the Society would have taken no credit for
this reinsuranceén the returns for 1998 to 2000

246 ¢ 6tS M 00S8f260 AK264 GKS RSOS( Bataly eyids. 12 F 9 Ij dzA
can be seen from the table thauntil19949 |j dzZA G F 6f S [ AFSQa NBIdz I (2 NE

Impact scenario, areot materiallydifferent from the actual regulatory returnslt is only in
Mdpy GKFG G§KS {2 OA 3l dabiwthedalgst] durdzitly assuened Kal-bé A 2
150%

2.47 On the basis of those changes to the appendix valuation, my advisers have assumed that

T

O dAGEofS [ATS s2df R y2i KF@S GF1S8Sy Fye adsLe

1998. In 1998 (mainly, as a result of assuming an absence of the maladministration which is

(KS ado2as00 2 7 sixi fySR AhyYaoudzR0sljiYdlyida6 £ § [ ATSQa NB G d

sufficiently weak that a reduction in bonus (compared to that which was actdatiiared)

2 Although the Ombudsman found that GAD should have raised a question as to the valuation interest rates
used by the Society in the years 1990996, my advisers believe that there is a readgibility that, following
dialogue between Equitable Life and GAD (or the regulator) no changes would have been made;

%] am advised that there may be a case that no retirement age assumption other than 50 should have been
adopted. This is being giverrfiier consideration. But the calculations on which this Third Interim Report is
based are all premised on the assumption in the text above.

18 EquitableLife exgratia payment schemdhird Interim Report



would have been requiredlt has been assumed that the annual bonus would have been cut

to 3.5%: that being the amount of the minimum bonus consistent with meeting the
guaranteed interest rateapplicable to certainpolicies. Final bonus wouldatie remained

unchanged.

Tablel. { dzY Y| NZE
scenario

£m (unless a
percentage)

1990

21

1991 1992

1993

OKIl y3Sa

1994

(i 2thed dwerAnipacd t S

1995

1996 | 1997

1998

1999

Surplus after RMM in
actual returns

223

204 501

1,344

803

1,548

1,052| 1,278

1,516

2,747

Surplus/RMM in
actual returns

196%

170%| 240%

394%

262%

364%

254% | 251%

250%

347%

Recalculated surplus
after RMM, Lower
Impact scenario

N/A

204 501

1,344

803

862

486 | 1,117

324

1,138

Recalculated
surplus/RMM, Lower
Impact scenario

N/A

170%| 240%

394%

262%

244%

169%| 231%

131%

197%

Recalculated surplus
after RMM, after
Lower Impact
strengthening actions

N/A

204 501

1,344

803

862

486 | 1,117

456

1,242

Recalculated
surplus/RMM, after
Lower Impact
strengthening actions

N/A

170%, 240%

394%

262%

244%

169%| 231%

143%

206%

Amendment to VIR

N/A

0.0%| 0.0%

0.0%

0.0%

0.0%

0.0%, 0.0%

0.0%

0.0%

Change to actual
equity backing ratio

N/A

0.0%| 0.0%

0.0%

0.0%

0.0%

0.0%| 0.0%

0.0%

0.0%

Cumulative reduction
in cost of reversionary
bonus

Higher Impact Scenario

2.48

N/A

I LILISY RA E
described under subaragraphs (i), (iii) and (iv) of paragrapi5 above:and, in addition,

that, absent administration, there would have been the following changes to the valuation
interest rates: (a) a significant reduction in valuation interest rate would have been effected in

NB & LIS O { 2 OA Dii@1908; (oNBsinaitdtIsul stilFsBificaik S

27

Gl tdzk GAZY

0KS

27

iKS

{20ASGeQa

100

100

[ ATSQ

In the Higher Impact scenario my advisers have assumed that, absent maladministration, the

NB 3 dz | {2

reduction would have been effected for the years 1994996; and (c) a small reduction
would have been effected for the years 1997999°. The effect of these changes is shown at

Table 2.

*The Ombudsman did not make a finding with regard to valuation interest rates incl9899, however, it

may bethat, if GAD had insisted on a reduction in valuation interest rates in §99B6, it would have

continued to do so in the years 1997.999.
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2.49 The Higher Impat scenario showsignificantchange to (i K S
Following the assumed changésK S

would have taken a series of steps to impragesurplus position:

{20AS8G8 04

{ 2sOrplSinn allyaars
JodAoind ydaibelovatike NJ (0 A 2
assumed minimum target of 150%. My advisers have asdutherefore, that the Society

(i) Credit would have been taken for a larger Implicit Itenmriost of the years 199X
1999 in particular, the amount of additional credit taken in the years 1991996
would have been sidtantial.

i) ¢KS Sljdza G e

61 O1AYy3 NI GA2

0G9.

wé 0

g2dzt R KI @

the actual EBR) by 5.0%; in the years after 1996, this reduction in EBR would have been

2.5%
(iii)

In both 1991 and 1996 the Society would have made a significanttied in annual

bonuses; in particular, in 1991 the annual bonus would have been cut to 3.5% (the
minimum bonus consistent with meeting the guaranteed interest rapplicable to
certainpolicies).

90Sy

FFGSN) GKSaA

minimum in 1991.

Table 2. Summary of changes to EquitaliliéeQ a

scenario

£m (unless a
percentage)

1990, 1991

S

1992

4 0 NB y Dlustroyisypalow thd 16002 tsfrget i K S

1993 | 1994 1995

1996

1997

1998

{ 2

NB (thdzNiggharimpagt

1999

rplus after RMMin
actual returns

223 204

501

1,344 803 | 1,548

1,052

1,278

1,516

2,747

SurplusRMMin
actual returns

196% 170%

240%

394%, 262%, 364%

254%

251%

250%

347%

Recalculatedsurplus
after RMM, Higher
Impact scenario

N/A | (375)

(196)

346 92

(8)

(665)

857

28 839

Recalculated
surplus/RMM, Higher
Impact scenario

N/A | (19%)

49%

170%| 118% 99%

11%

200%

103%

171%

Recalculatedsurplus
after RMM, after
Higherimpact
strengthening actions

N/A 69

305

940 458 435

439

1,417

625| 1,323

Recalculated
surplus/RMM, after
HigherImpact
strengthening actions

N/A | 122%

181%

292%| 189%| 170%

160%

269%

160%

213%

Amendment to VIR

N/A | (1.7%)

(1.7%)

(1.7%)

(1.2%)] (1.2%)

(1.2%)

(0.2%)

(0.2%)

(0.2%)

Change to actual
equity backing ratio

N/A 0.0%

0.0%

0.0%| 0.0%, 0.0%

(5.0%)

(2.5%)

(2.5%)

(2.5%)

Cumulative reduction
in costof reversionary
bonus

N/A 180

180

180 180 180
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2.50

It will be seen from the above that, on the Higher Impact scenario, the position which would
have been showinm 1991is significantly weaker than that which was actually shoWere is

a guestion as to whether a prudent regulator, acting without maladministration, would have
required a change of this magnitude in one stdp. particular, it may be that the regulator
would have been acting reasonably if it had required (or ae®pa gradual increase in the
margin over, say, three years. It may also be considered that a prudent regulator, acting
reasonably, would have given sufficient notice of such a requirement to allow the Society to
make changes to, inter alia, its investmi@olicy before the year end.

My Provisional conclusions

251

On the basis of the provisional advice which | have received from my actuarial advisers, | am
minded to reach the following conclusions:

(i) If GADand the regulatothad taken the action whicfabsentmaladministration) wuld
have beentaken in relation to the valuation rate of interesind the affordability and
adzadlr AylroAftAGe 27T 9l dzkhére woul$haye beebrm &ffedd @y dza
its regulatory returns for the year 1990

(i) If GADand the regulatothad taken the action whiclabsent maladministrationjhey
would have taken in relation to the valuation rate of interettte affordability and
adzadl AylroAftAide 27F 9l dzitielclangss td rétiferBetdages 2 y dza
regpect of its 1994 and 1996 regulatory returasd reserves in respect of liabilities for
GARs- and if the Society had taken no steps in response to that actidghe effect on
its regulatory returns for the years 199to 199 would have been within the rages
shown in the third and fourth rows (under those years) in Tables 1 and 2 set out above.

iy If GADand the regulatothad taken the action whiclabsent maladministrationjhey
would have taken in relation to the valuation rate of interette affordablity and
adzadlr AylroAftAGe 27F 9l dzitielclangss tq rétiferBetdages i y dza
respect of its 1994 and 1996 regulatory retuarsd reserves in respect of liabilities for
GARs- and if the Society had taken stepspen to it in response 6 that action - the
effect onits regulatory returns for the years 12%o 199 would have been within the
ranges shown in the fifth and sixth rows (under those years) in Tables 1 and 2.

ivv ¢KS YIddSNBE ¢KAOK F2N¥YSR UftB findinpadi@d @0 2 F

YFGSNRAFEEe FFFSOU GKS O2yiaSyida 2F 9ljdaAll of

guestion

(vy  On the Higher Impact scenario, the matters which formed the subject of the
h Y 6 dzR & Ysecgh@ &nd fourth findings would have affected the comis of

9l dA Gl otS [ATSQa NBIdzA I §2NE NBG dzNJFthat T2 NI M

those who took out new policies or paid further money into existing policies following

" Because there would have been no republished 1990 returns.
*The existence of a real possibility does notcadirse, lead necessarily to the conclusion that it is possible to
say with confidence what a properly informed policyholder would have done.
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the publication of those returns would have made different decisionsthié
maladministration had not occurred (on this scenario). But, on the Lower Impact
scenario, these matters would not have materially affected the contents of the 1991
NEGdzZNya FyR GKSNBEF2NBE g2ddZ R y2d KL @S YI SN2

(vii  On the Higher Impact scenario, the matters which formed the subject of the
hYodzZRaYlIyQa &aSO2yR YR F2dNIK FTAYRAYIEA 62«
9ljdzA Gl 6ftS [AFSQa NBIdA I §2NE NBGdzNYyEA F2N (K
scenario), Equitale Lifewould have declared a lower bonus in respect of 1991, there is
a real possibilit§f that (if maladministration had not occurred) some of those who took
out new policies or paid furtiremoney into existing policiesn the basis of the 1991
returns a the 1991 bonus would not only have made different decisions in 1992 but
would hare made different decisions isubsequent years also. Again, on the Lower
LYLI OG aOSyINxA2z: (GKS&S YIFIGGSNBR g2dd R y2i
decisions.

252 If these are the conclusions which | reach in giving my final advice to the Government, they
will or may affect the advice which | give as to the identification of the appropriate
comparator applicable from year to year | invite representations on these preidnal
conclusions.

2 See footnote28.
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3 THE PERIOD OVER VHHRELATIVE LOSS SHOBE
ASSESSED

The start date

3.1 For the reasons which | have explained in Section 2 of this Third Interim Report, my present
view is that the maladministration found by the Ombudsman in relatbn ti KS { 2 OA S G & Q&
regulatory returns; that is to say, the earliest case of maladministration which is the subject
of a finding in her Report which the Government has accegtedould not have had any
effect on decisions made by policyholders or by 8uxiety before the end of 1991. | accept
that the maladministration found in relation to the 1990 returns could have affected the
{20A8G28Qa8 RSOAaAA2YS AY CSONHzZ NB mMpdhHI G2 RSOf
which would or might have bge (I { Sy o0& (GKS {20ASG& Ay NBaLRY
as to the contents of the 1990 regulatory returns by way of adjustments in the assumptions,
valuations and reserves underlying the 1991 regulatory retunuaild have found expression
when tho® returns were submitted and published in June 1992. | accept, also, that a case
could be made that, absent maladministration, the regulator might have insisted on earlier
submission and publication: say, in or about April 1992.

3.2 If it were possible to ofain full and reliable electronic data from, say, December 1991, | would
consider the appropriate start date for the assessment of relative loss to be either April or July
1992. But, as | have indicated in my earlier Interim Reports, reliable electratsicisinot
available prior to the end of 1982 In summary, the position is that (i) for most classes of
policyholder, reliable electronic data is presently available from the end of 1992; (ii) for
members of group schemes, reliable electronic data is@mdy available from the end of
1994, (iii) for life and pensions policyholders outside the UK, reliable electronic data is
presently available from the end of 1994 and (iv) forwith-LINR2 FA (& WPAYWdzA (&
policyholders outside the UK, reliable electio data is presently available from the end of
19972

3.3 In those circumstances, my present viewhat the appropriate start date for the assessment
of relative loss suffered by those with policies in force during 1992 is December ¥@¢&re

%9, and my advisers, are aware that Equitable Life did maintain electronic records before that dafer Bu

the most part,the data in such records is stored on data tapes, and (I am advised) would now be very difficult
to access, even if the tapésvenot become corrupted with the passage of time. My present view is that,

since data relating to the vast majority of individual policyholdeteer than members of group schemés)
available back to a point not long after the earliest appropriate staté diawould be an unnecessary

diversion of time and resources to attempt to read the data tapes.

' In my Second Interim Report, | expressed the view that reliable electronic data relating to life and pensions
policyholders outside the UK was only dahle from the end of 1997. | now understand this to be incorrect:
such data is in fact available back to the end of 1994.

| understand that, where data relating to WPA policies is unavailable, it may be reconstructed without undue
difficulty.
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reliable eéctronic data in respect of policyholders is not available as at that date, the
appropriate start date (for those with policies then in force) is the nearest date to December
1992 for which reliable data can be obtained or reconstructed without disprapuate delay.

For those who first invested after December 1992 (or after the date for which reliable data
can be obtained or reconstructe@ds the case may hethe appropriate start date is the date

of first investment.

The end date

Holders oflife and pensions policies

34 In my Second Interim Report (at paragraphs 4.19 to 4.21), | raised for consideration the
representation made to me that an appropriate end date for the valuation of relative loss
would be a date which fell shortly after Equitable Lifeselbto new business on 8 December
2000: suggested dates were July 2001 (immediately after the Society imposed severe cuts on
life and pension policy values) or March 2002 (immediately after the compromise scheme was
approved by the High Coudn 8 February2002) It was said that jfoy (at the latest) the
approval of the compromise scheme, themasA Yy O2 NNB Ol AYTF2NXI A2y | &
financial state still in the public domain (as to which | express no view), that was not the result
of the maladministration found by the Ombudsmago, thereafter, a policyholder who had
the option to leavethe Society, but elected to remain, had done so on the basis of a decision
which could not be said to have been affected by maladministration.

3.5 After consideration of the representations that were made to me on this issue in response to
my Second Interinneport, | have reached the view that it would not be appropriate to adopt
an end date in the early 20004.is fairer to adopt a later end date.

3.6 There are good practical reasons why an early end date would not be appropridte.
markets at the begining of the decade were highly volatil@hatvolatility would be reflected
in the values to be attributed to witprofits policies. The calculation of relative loss during
that period would be very sensitive to the precise date selected for that purpeih the
corresponding risk of distortion. It is difficult to identify with any degree of confidence the
LINBOAAS RIFIGS 6KSYy AYyF2NXNIGA2Y Ay GKS Lzt A0
position ceased to be affected by maladministratiomn those circumstances the risk of
distortion is not acceptable.

3.7 | have been impressed, also, by the argument that, in the early 2000s, the decision whether to
remain with Equitable Life or withdraw funds was a difficult oaed oneon which it would
have bea difficult for policyholders to obtain properly informed advice. Since it was, at least
in part, regulatory maladministration which placed policyholders in this difficult position, it
couldbe considered unfair to hold them to the consequences of makidgcision which, with
the benefit of hindsight, might appear to have been the wrongne

B emphasise that | am not in a position to say whether, with the benefit of hindsight, it would have been
better for policyholders in the early 2000s to remain in Equitable Life or to transfer funds to another life office.
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3.8  For those who are still policyholders, | consider that it would be appropriate to adopt an end
date which is as close as possible to the date of any payment puisuan2 (G KS D2 GSNY Y S
gratia scheme. In respect of policyholders who have died, the appropriate end date is the
date of death; and in respect of those who have transferred funds away from the Satisty,
the date of transfer.

Holders of WPAs

3.9 At paragraphs 4.23 and 4.24 of my Second Interim Report, | raised the question of the
appropriate end date for holders of WPAEhe considerations canvassed in favour of a date in
the early 2000s do not apply to policyholders of that class; because tkey motthen in a
position to withdraw funds from the SocietyAt the time of my Second Interim Report, | had
in contemplation thatthe appropriateend date in respect of WPAmight be 31 December
2007 that being the date on which their policies werensderred to the Prudential.But |
have now revised this viewGiven that the policies have been treated by the Prudential as
continuing Equitable Lifpolicies(rather than as Prudential policies) | can see no advantage in
choosing the end date so as ¢oincide with the transfer of those policiedy present view is
that, in the case of WPAs alsoyould be appropriate to choose an end dathich isclose as
L2adaArofsS G2 GKS LI e&YSyid RI gbtiasddeNB dthepiincigpk G K S
reason for thisis to ensure that the scheme can be based, so far as possible, on what has
actually occurred and not on a hypothesis as to what oaour.

3.10 In respect of WPA policyholders who have digd forthe holders oflife and pensions
policies) the appropriate date is the date of death; save in cases where the policy provided for
payment of a continuing annuity to the survivor of joint livés.such cases my present view is
that there will need to be two distinct payments under the scheme: oneh® deceased
policyholder in respect of lost income during his or her life; the other to the survivor in respect
both of lost income during the period after the death of tfiest life to dieand of the loss of
prospective future income.
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4 COMPARATOR

Selection of an appropriate comparator

41 In my Proposals document, and in the two earlier Interim Reports, | explained that losses

adZFFSNBR o0& LRfAOCEK2fRSNA +a | NBadAd 2F GKS
capable of arising under two distinceads. | described those heads of loss, for convenience,
Fda a1l SFR ! f 2aasS aHeadlAyoBs isdobsSuiffered.by pol@yhaiders vihd but

for maladministration, would not have invested in Equitable Life or (if they were able to do so)
would have withdrawn their existing investment in the Society and invested the proceeds
elsewhere. Head B loss is loss suffered by policyholders who, at the time of the relevant acts
of maladministration, were already invested in Equitable Life; and who woatdhave
decided to withdraw their investment.Policyholders who may have suffered Head B loss
include (i) those who would have made a positive decision not to withdraw; (ii) those who
would have made no decisiofperhaps because they would not have becomeare that

there was a decision to be mageand (iii) those; including, in particular, the holders of WPA
policiesq for whom there was no decisidhat they could make.

4.2  Relative loss under Head A is to be assessed as the difference between the tvitee a
relevant end date of the investment in Equitable Life which the claimant, in fact, made (or did
not withdraw, as the case may be) and the value of the notional policy which the claimant
would have had if he had made a comparable investment in andifieesffice.

43 As | explained at paragraph 4.11 of my Second Interim Report, the starting point for the
YSFadz2NBYSyid 2F NBfIGAGBS t2aa dzyRSNJ I SFR ! Aa
O2YLI NI 2NEUV 6KAOK (KS LByitd dhéosexns ahSieinativddal R K1 ¢
Equitable Life at the time when (absent maladministration) he would have decided not to
invest in the Society (or to withdraw his existing investment in the Society, as the case may
be). | pointed out that the choice aih alternative life office may have differed from year to
year. But | think it appropriate to make the assumption, having regard to what may be
described as the inertia factor, that once a policy holder had made the decision to invest in an
alternative Ife office, he would thereafter have made the further investments that he did
make in Equitable Life in that same alternative office, and not in some other alternative office.

4.4  Relative loss under Head B is to be assessed as the difference between tHesakteat the
relevant end date of the Equitable Life policy which the claimant has and the value which that
policy would have had if the Society had been regulated as it would have been absent
maladministration.

45 As | explained in paragraph 4.12 of neg&d Interim Report, the appropriate comparator for
the measurement of relative loss under Head B is not the Head A compafdtat.is because
the relative loss suffered by a policyholder who would not (or could not) have made a
different investment deision (absent maladministration) does not fall to be measured by the
position in which he would have been if he had invested elsewhere: his relative loss is to be
measured by reference to the position in which he would have been if Equitable Lifeebad
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regulatedwithout accepted maladministratian The true comparator for the measurement of
relative loss under Head B is Equitable Life as it would have been had the accepted
maladministration not occurred.

4.6 In my First Interim Report, | raised the posdyibf creating a model comparator against
whichto measure Head B loss: that is to say, a model comparator which sought to track the
way that Equitable Life would haveerformedif there had not been maladministration. | am
now satisfied thait would notbe sensiblé¢o attempt this. To do so would be likely to involve
many subjective assumptions; and the better course is to avoid subjective assumptions so far
aspossibleLy GKS 6aSy0S 2F | Y2RSt aNBO2yaidNHzOUGSF
bS G2 ARSYy(GAFTe GKS fAFTS 2FFAOS 2N 2FFAOSaA oali
most closely resembled Equitable Life as it would have been had the accepted
maladministration not occurred. The actual performance of that office (or thoseesjfiwill
provide some measuref the performance of Equitable Life as it would have been absent
maladministration. But it will not provide a true measure unless the office (or offices) taken
as the Head B comparator would have taken similar decisionslatian to its business as
Equitable Life itselfvould have taken. It will be necessary to consider whether some
adjustment to the relative loss measured by reference to the Head B comparator is hecessary
in order to ensure, so far as possible, that tresessment of relative loss under Head B is,
indeed, an assessment of loss resulting from maladministration and does not include loss
resulting from improvident management decisions.

Applicationof the comparator

4.7 | have explained, at paragraphs 2.24 to22d@ my First Interim Report, why | have taken the
view that it would not be possible, either in principle or in practice (within an acceptable time
frame), to determine which claimants would, in fact, have made different investment
decisiors had the accefed cases ofmaladministration not occurredand why an alternative
methodology¢ based on a general assessment of likelihood that policyholders of the same
class who made (or might have made) investment decisions at or about the same time would
have madedifferent decisions and an appropriattiscountfactor to reflect the degree of
likelihood¢ cannot be seen as satisfactory. | do not intend to revisit those matters in this Third
Interim Report.

4.8 It seems to me that the most sensible course is to takeew ¥ based on the conclusions
which (after further review) | will need to reach on the matters set out in Section 2 of this
report ¢ as to the year in which or by which it can be said with some confidence either (i) that
a properly informed policyholden( potential policyholder) would have decided not to invest
new monies in an Equitable Life policy or (ii) that a properly informed policyholder would have
decided to withdraw from Equitable Life by surrendering or transferring his existing pélicy.
GLINENI @8 AYF2NY¥SR LRtAOK2t RSNEXZ Ay GKFIG O2yaGS
aware¢ from information sent to him by the Society or provided by his professional advisers
or from reading commentary in the financial pregef the financial positio of Equitable Life
as it would have appeared from regulatory returns in the form that they would have imeen
had the accepted cases of maladministration not occurréde test, | think, is to ask what, on
the balance of probabilities, a properly inforch@olicyholder would have done if the financial
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position of Equitable Life; as (absent maladministration) it would have appeared from
published returng; had been brought to his noticd.invite comment on this approach.

The datefrom which the Head A cmparator should be applied

4.9

4.10

4.11

4.12

LG asSSyvya G2 YS 0KIFd L FY NBIJdZANBRT o0& GKS (SN
from 1 May 1999, no properly informed policyholder would have decided to invest new

monies in an Equitable Life policyThat, | think,is the necessary consequence of the
D2@SNYyYSyiQa | OOSLIilyOS 2F GKS hYodzZRYlIyQa TFA
finding of maladministration. The finding (so far as material in this context) is at Report

1/12/146 (page 351):

G L FAY Respédk of @lEthogeyivho joined the Society or paid a further
premium that was not contractually required in the period after 1 May 1999,
any financial loss that they have sustained constitutes injustice in consequence
of maladministration® ® & ¢

As | understand it, he significance of 1 May 1999 in this context is that it was on that date that
GKS hYodzZRaAYlFYy GNBFGSR 9ljdZAGroftS [AFTSQa NBIdz |
notice of the public

¢tKS hYodzRavYl yQa T A Y RA2)146 isddsed oy l@dzantldsions in thy  w S LIz
two immediately preceding paragraphs (Report 1/12/144,145):

GL Y AF0AAFASR OGKFG albeé mopdpdpZ o0& KAOK
would have been fully public had no maladministration occurred, istiaatri
juncture ¢ and that the acts and omissions of the prudential regulators in
respect of the financial reinsurance arrangement played a central role in the
ability of the Society to continue to attract business after that date.

| consider that the prushtial regulators failed to fulfil their obligations in
respect of the way in which the financial reinsurance arrangement was treated
GAUKAY (GKS {20ASGeQa NBGdNYya F2N mpohy > md
acted properly, the attractiveness of the Sogcias a potential investment
vehicle would have been wholly undermined. The investments which were
made were undertaken in a context which was distorted as a result of
YFEFTRYAYAAUNI GA2Yy D¢

hy GKS o6lFara 2F GKS hYodzRaywhigQas | Rave/sRid, yhad | G w
Government has acceptegll take the view that it would be appropriate to measure relative

loss by reference to the Head A comparator in respect of all new monies invested in or after

1999. | do not think it sensible to seek toff#irentiate between monies invested before and

after 1 May in that year.

The Ombudsman did not find, in terms, that existing policyholders would have sought to
withdraw from Equitable Life after 1 May 1998he was, as it seems to me, careful to confine
her findingof financial loss (as opposed to loss of opporturiibyhew money investmentMy
present view is that it is not possible to say with confidence (that is, on the balance of
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4.13

4.14

4.15

4.16

probabilities) that a properly informed policy holder would have dedite withdraw on the

olaira 2F GKS {20ASi{e Qa(asNieyd dabuld (havblBbeenNaDsedzNy a  F
maladministration). Put shortly, my reasons are, first, that, in order to reach that conclusion it

would be necessary to take account of the (substaritio Y N] S& @I t dz§ | Radza(
the Society would have been likelyitnposein the event that a large number of policyholders

sought to make a withdrawal at the same time (which, on this hypothesis, is what would have
occurred). And second, ineatis likely to have led many policyholders to remain in Equitable

Life even if negative information concerning its financial position had been publishedist

be kept in mind that, even after the closure to new business in 2000, mahpot most¢
policyholdersdid not withdraw funds from the Society.

My present view, also, is that those factors point against a conclusion that it can be said with
confidence that the properly informed policyholder would have withdrawn funds in 2001 had

the FSAnot@ @A RSR (GKS AYyFT2NNIGAZ2Y GgKAOK A& GKS adzo
| accept that, if, during the latter part of 2001, the FSA had either refused to provide
AYF2NXYIEGA2Y | o02dzi 9ljdzAdlofS [AFSQa lLodfAade
indicated that Equitable Life was unable to meet its regulatory solvency margin, it is likely that
there would have been a larger number of withdrawals than in fact there weat the
{20ASGeQa NBalLkRyasS G2 GKIFG ¢ et RVAKITisI$hinkg SSy G 2
impossible to say with confidence that a properly informed policyholgdaced with a
substantially higher MVAwould have decided to withdraw funds from the Society. It would,

I think, be wrong in principle, to assess tledative loss of each policyholder who relied on the
c{!Qa ailladSySydta o6laadzyAy3a GKIG a2YS RAR azvo
different information from the FSA.

[aN

My present view, based on the provisional conclusions which | have reached on the matters

set out in Section 2 of this Third Interim Report, is tbatthe Lower Impact scenarib is

impossible to say with confidence that (absent maladministration) thepery informed

holder (or potential holder) of a life or pensions policy would have decided not to invest new

monies in an Equitable Life policy in the years before 1999; or that (absent maladministration)

the properly informed policyholder would have déed to withdraw from Equitable Life in the

years before 1999.! Y RSNJ G KS | AIKSNJ LYLI OG {OSYyIFNR2Z A
decisions would have been affected from the time of the publication of the returns for 1991.

| recognise, however, in adessing the question whether the information concerning the
financial state of Equitable Life that would have been in the public domain in the years before
1999 (absent maladministration)would have led to different new money investment
decisions, it may & appropriate to reach different conclusiem relation to the purchasers of
WPAs In particular, | recognise that the purchase of an annuity is an irrevocable step of such
importance to the purchaser that the factors which will affect his decision (angarticular,

the risk he might have chosen to accept) are not necessarily the same as those affecting a
decision to invest a relatively smaller sum in an existing life or pensions policy.

| invite representations as to the date from which the Head garator should be applied.
In all cases in which there is no proper basis to apply the Head A comparator, the appropriate
comparator is the Head B comparator.
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Head Acomparators

4.17 As | have said, the purpose of the Head A comparator is to measure rétess/by reference
to the position in which policyholders would have been if they had invested in comparable
policies offered by other life offices active in the market at the relevant time. Since life and
pensions policies were offered by a much widenga of offices than were WPAs, it is
appropriate to consider separately Head A Comparators for life and pensions béfsirets
one hand and for WPAs on the other hand.

Life and pensions business

4.18 At paragraph 6.12 of my Second Interim Report, | idexttii number of characteristics which
| consideredmight be relevant in identifying an appropriate comparator. My present view is
that the Head A Comparator should bebasket of life companies chosen by reference to a
subset o