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H M T R E A S U RY 1 Horse Guards Road

London
SW1A 2HQ

18 August 2009

The Office of Sir John Chadwick
One Essex Court

Temple

London

EC4AY 9AR

Dear Sir John

Thank you for meeting Treasury representatives on 27 July. This letter is written in response
to the issues raised both at that meeting and in your letter dated 23 July. As has been the
case with previous correspondence, the Treasury is content for this letter to be published.

You have sought the Government's views on a number of points, which are set out below.
References in brackets within the heading are to the paragraph numbers within your original
Proposals Document dated June 2009.

1. The Penrose Report & Accuracy of Tables

You have raised an issue mentioned by your actuarial advisors concerning a potential
inaccuracy in the figures used in the Penrose Report. The Government can confirm that this
refers to table 6.3 of the report, which can be found at page 204. The figure of £6,976m given-
for Non-profit & Unit-linked liabilities [B] in 1998 is overstated by £1bn. Correspondingly, the
amount of With-profits available assets [C] for 1998 is understated by £1bn, and the deficit
shown in the Unfunded policy value position [E] should be lower by £1bn, at £1,200m: The
percentage shown in the final column [F] should also have been lower, at 105%.

It was this inaccuracy to which the Government alluded in paragraph 269 of its response to the
statement of complaint, reproduced at page 126 of Part four of the Ombudsman’s report.

2. Heads of Relative Loss (paras 3.1 - 3.3/3.4)

You invited further comments on the issue of whether those policyholders who have been
found by the Ombudsman to have suffered injustice resulting from the maladministration which
is the subject of the Fourth or the Sixth Findings include those who have suffered loss only
under Head B (the loss suffered as a result of the weakened financial position of the Society
because it did not take steps that it would have taken had regulatory intervention been
threatened or made). As you know, in my letter dated 17 July | had referred to the fact that the
Ombudsman frequently made findings focussing on the content of the Society's returns. The
Govemment's further views are set out below.
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The Government's ex gratia scheme is intended to provide for the possibility of making
payments where there has been a disproportionate impact on policyholders who have suffered
loss as a result of those instances of maladministration leading to injustice which have been
accepted by the Government. As explained to the Court in the recent judicial review
challenge, when preparing its Response to the Ombudsman’s Repont, the Government had to
respond to the Ombudsman’s specific findings of maladministration and injustice. As part of
that Response, the Government asked you to advise on a number of matters arising from
those findings of maladministration leading to findings of injustice which were accepted by the
Government. This is reflected in your Terms of Reference. In the Government's view it
follows that where a type of loss, or the loss allegedly suffered by a class of policyholder, falls
outside the scope of injustice identified by the Ombudsman, and accepted by the Government,
then it will be outside the scape of your Terms of Reference.

In @ number of instances the Ombudsman expressly finds that the injustice consists of
financial loss or loss of an opportunity by those who relied on the information contained in the
regulatory returns where the information contained in the returns was deficient due to
maladministration. Findings 2 and 4 are examples of this. Further, in relation to those
Findings the Ombudsman expressly states that "Where a policyholder neither relied on this
information nor suffered a loss of either type, 1| find that no injustice resulted from this
maladministration.” See 1/12/100, page 346.

As such it is the Government's view that it would be inconsistent both with the findings in the
Ombudsman's Report and with your Terms of Reference were you to consider claims that loss
had been suffered by any person or group where that loss did not fall within the finding of
injustice made by the Ombudsman and accepted by the Government.

In additien, in relation to Finding 6, you already have a copy of the Note handed up to the
Court concerning the Government's position as to your remit under this finding. This was
provided to you under cover of my letter dated 27 July, and is atiached again for ease of
refarence.

You also asked for clarification of the Government's statement (in relation to assessing
identifying loss) that "... considering the practical impact of the maladministration would be the
most logical way of proceeding.” By this | meant that in order to identify the consequences of
any maladministration leading to injustice identified by the Parliamentary Ombudsman and
accepted by the Government one must look at the actual difference which there wouid have
been had there been no maladministration.

3. The Position of Group Policyholders

You have asked for the Government's view as to whether or not individual beneficiaries of
Group pension policies should be treated as individual palicyholders. |t is the Government's
view that they should be so treated, this being a more just and reasonable method of
determining policyholder loss. The alternative would be for each group to be viewed as an
individual policyholder,

4. Evidence of Reliance by Trustees of Group Policies (3.8(i))

You have asked whether, given the responsibilities imposed on the Trustees of Group policies,
they should be held to a stricter evidential requirement than any devised for individual
policyholders to prove reliance where this is required by the Parliamentary Ombudsman in her
findings on injustice.
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The Government's view is that in principle it may be appropriate to adopt such a course but
that the answer to this will depend on the extent to which it is the case that the responsibilities
of Trustees in these circumstances could reasonably be regarded as placing on them a higher
duty or obligation to ensure the maintenance of proper records underpinning investment
decisions.

But the Government would also observe that this could lead to a situation where a number of
beneficiaries could not claim under the scheme because of the actions of the trustees, which
were not within their control.

The Government would welcome your views on these points in due course.
§. Finding 4: Retirement Ages (2.7)

The Government notes your comment regarding the need to make your own findings of fact.
In relation to access to ELAS Board papers, the Treasury consents {o access and |
understand that you will liaise further with ELAS itself.

6. Finding 6 (2.13 and 2.18)
This matter was dealt with in my letter dated 27 July 2009, which | hope clarified the matter.
7. Relative Loss: Loss of Chance (3.6)

The Government notes your comments in relation to this in your letter dated 23 July and
agrees with the approach proposed in that letter — of reviewing a range of possible outcormnes,
akin to the manner in which a court would assess the loss of a chance,

8. Excessive Reversionary Bonuses (3.9)

The Government should clarify that it did not intend to express a view as to whether excessive
reversionary banuses were declared. My letter dated 17 July was intended to express the
view that, to the extent that there were excessive bonuses, if at all, these should be taken into
account when determining any payment under the ex-gratia scheme.

9. Measuring Relative Loss

At our meeting on 27 July you sought the Government's views on two alternative means of
calculating relative loss. One method would be to make a calculation based on the likely
action which a policyholder would have taken with their investment at various key points and
how any alternative investment (or an average of such investments) would have fared. The
alternative method would be to go back to the date when the policyholder joined the Equitable
Life scheme and see how an alternative investment (or an average of alternative investments}
would have fared from that date.

In the Government's view the latter method of calculation has twe distinct advantages: (i) it will
automatically take into account any disproportionate gains made by policyholders during years
when Equitable Life paid out bonuses; and (ii) it should avoid the need to speculate as to
when different policyholders would have made a decision to change investments.
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10. Payments Received for Mis-selling Claims

At our meeting you raised the issue of how to take into account recoveries made by
policyholders in respect of mis-selling claims under the Financial Services Ombudsman
scheme. You suggested that it might be suitable for policyholders wishing to claim under the
Government's ex-gratia scheme to disclose any recovery made under the FOS scheme. The
Government agrees with this approach. It would not be appropriate, where losses are to be
considered on the basis that the policyholder would not have invested in Equitable Life but
rather elsewhere, for that policyhalder to make the gain of a mis-selling payment.

| hope that this assists with the development of your proposals. Please let me know if | can
provide further assistance.

Yours sincerely, -
Sue Lewis

020 72705273
Sue.Lewis@hm-treasury.x.gsi.gov.uk

£y




From: The Right Homourable Sir John Chadwick

Ms Sue Lewis 1 October 2009
Head of Savings and Investment

HM Treasury

1 Horse Guards Road

Lendon SW1A 2QH

Dear Ms Lewis

Equitable Life

I am now in a position Lo respond to your letter of 18 August 2009, When writing
that letter, you will not have had the opportunity to consider my [nterim Report,
also dated 18 August 2009, This response should be read with the views which |

expressed in that Interim Report in mind.

I note the observations made in your letter under headings 1, 3, 5 and 6. These do
not call for a substantive response at this stage. 1 agree, in principle, with the view,
expressed under paragraph 10 of your letter: that recoveries made under the
Financial Ombudsman Service Scheme ought to be disclosed by policyholders, in
order to ensure that there has been no element of double counting under any

scheme to be established by the Government.

Paragraph @ of your letter (“Measuring Relative Loss") refers te the proposal -
which I put forward in outline for consideration at cur meeting on 27 July 2009 and

which has subsequently been developed as the hasis for “the flexible approach”
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advanced in my Interim Report - that, rather than seeking to make a calculaticn
based on the likely acticn which a policyholder would have taken with their
investment at various key points, relative loss should be assessed by evaluating how
an alternative investment would have fared (given the same investment histery)
from the date when the policyholder first joined Equitable lifc or some other
appropriate starl date. As you recoghise in your letter, that approach would have two
distinct  advantages: (i) it would auwlomatically take inte account any
disproportionate gains made hy policyholders during years in which Equitable Life
declared and paid bonuses, and (ii) it should aveid the need to speculate as to when
different policyholders would have made decisions to change investments. If that
proposal were adopted, the points made under paragraphs 4, 7 and 8 of your letter

would not require further consideration.

The focus of this letter, therefore, is on the points made under paragraph 2 of your
letter of 18 August 2009 (“Heads of Relative Loss"); and, in particular, the view
there expressed on behalf of the Government that it would be inconsistent bath with
the findings in the Ombudsman’s Report and with my Terms of Reference were | to
consider claims thal less has been suffered by any person ar group where that loss
did not fall within a finding of injustice made by the Ombudsman and accepted by

the Government.
For ease of reference [ will number the further paragraphs of this letter.

Narrutive of events
1. In responding to the points made under paragraph 2 of your letter it will, 1 think,
be convenient if [ set out, first, a short narrative of events which form the

background to this respense.

2. Paragraph 2 of your letter is, of course, a response to paragraphs 3.1 to 3.4 of the
Proposals document which | issued in June 2009 (“the Proposals”). After setting
out the two distinct heads of loss to which the accepted findings of

maladministration resulting in injustice under the Fourlh and Sixth Findings in
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the Ombudsman’s Report into the Prudential Regulation of the Equitable Life
Assurance Society (“the Report”) might be said to give rise — described in the
Proposals as Head A and Head B loss - | expressed the provisional view (at
paragraph 3.4) that it seemed to me that, given the terms in which the
Ombudsman had expressed her Findings, my Terms of Relerence do not permit
me te consider Head B loss. Head B loss is loss suffered as a result of the
weakened financial position of Equitable Life because it did not take steps that it
would have taken had there been appropriate regulatory intervention. [
understand from paragraph 2 of your letter that the Government adopts that

view.

linvited representations on that provisional view. In response to that invitation [
received representations from Equitable Life Trapped Annuitants (representing
with-profits annuitants) and from Equitable Life itself: those representations can
be found in the correspondence disclosed in the second part of the Interim
Report issued on 18 August 2009. They took issue with the provisional view

which [ had expressed at paragraph 3.4 of the Proposals.

On 29 July 2009 (in a letter which is included in the disclosed correspondence] [
invited the Ombudsman’s views on the question whether the terms in which she
had expressed her findings of injustice in paragraphs 1/12/100 and 1/12/146 of
the Report (the Fourth and Sixth Findings) were intended to be read as finding
that thaose who did not rely on information in the regulatory returns - or who, at
the relevant time, had no effective choice whether or not te invest [or remain) in

Equitable Life - had not suffered injustice. | pointed out that:

The question is of particular importance to those who, at the relevant time,
held with-profits annuities that were in payment fsometimes described as
“trapped annuitants”): but there may be others who were effectively in the
same position — perhaps because withdrawing funds from Equitable would
have resulted in a prohibitive tax charge. It can be said with force that
policvholders in that position may have suffered loss by virtue of the fact that
the life office in which their savings were effectively trapped was not properly
regulated. But it is difficult lo see how it can be said that they fall within the

5




5.

description of those who have suffered infustice in paragraphs 1/12/100 or
1/12/146 which I have just set out.

[ went on Lo say tLhis:

f will need to address these questions. { am reluctant to reach a conclusion that
policyholders who might otherwise be said to have suffered loss from accepted
maladministration are excluded from consideration by the terms in which
infustice has been found in those two paragraphs without the benefit of a full
understanding, following discussion, as to why those findings of injustice were
expressed as they were.
lissued my Interim Report on 18 August 2009 before receiving either your letter
of that date or a substantive response from the Ombudsman to the question [
had raised in my letter of 29 July 2009. At paragraph 2.2 of the Interim Report [
referred to the question raised in paragraph 3.4 of the Proposals. At paragraph
2.5 | said that [ was not satisfied that 1 was yet in a position to answer the
question whether my Terms of Reference permitted me to consider any loss
beyond that which the Ombudsman had found to constitute injustice; and, at
paragraph 2.6, | emphasised the particular importance of that gquestien to
policyholders (including “trapped annuitants”) who, by July 1995, were no
longer in a position Lo wilthdraw [unds from Equitable Life under the Lerms of
their policies. At paragraph 2.8, [ again invited interested parties to make their

views known to me.

On 20 August 2009 the Ombudsman replied to the question raised in my letter of
29 July 2009. She wrote:

I can confirm that my recommendations for redress were not meant to exclude
from the scope of an independent compensation scheme any policyhalders wha
had not reffed on the information contained in the particular regulalory
returns submitted by Equitable Life to which you refer - my recommendation
for redress covered all those who had suffered refative loss; . ..

. any limitations that you might feel constrained to impose regarding
eligibility for the payments to be made (o those affected by the Equitable Life
affair do not derive from the nature of my findings and recommendations. . ..
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7. Given (i) the challenge by interested parties to the provisional view which 1 had

expressed in paragraph 3.4 of the Proposals and (ii) the firm rejection by the
Ombudsman of the suggestion that she intended to exclude from redress under
her proposed compensation schetne, those who may be said to fall cutside the
description of those who have suffered injustice resulting from the accepted
cases of maladministration under the Fourth and Sixth Findings (that is, those
described in paragraphs 1/12/100 and 1/12/146), it seems Lo e that [ cannot
accept the points made in paragraph 2 of your letter of 18 August 2009 without
further examination of the Ombudsman's findings of injustice and my Terms of

Reference.

[ should emphasise, however, that the need to determine whether the
provisional view expressed in paragraph 3.4 of the Proposals — and in paragraph
2 of your letter of 18 August 2009 - is carrect is driven by the Report-based
approach described in the Interim Report. If | were to adopt the flexible
approach which 1 commend in the Interim Report, it would be unnecessary to
determine that issue. As you recognise, at paragraph 9 of your letter, the flexible
approach avoeids the need Lo speculate whether (and, if so, when) policyhelders
would have made a decision to change investments. It avoids the need to
differentiate between those policyholders who would have decided to change
investments and those who (being in a position te do so) would have decided not
to change investments. And, given that approach, there would be less reason, if
any, to differentiate between those policyholders who (being in a position to do
so0) would have decided not te change investments and those who could not

change investments because they were in no positicn to do so.

I should emphasise, also, that - given the renewed invitation, at paragraph 2.8 of
the [nlerim Report, for interested parties to make their views known to me - |
am still not yet in a position to reach a definitive view on the question whether

my Terms of Reference permitted me to consider any loss beyond that which the
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Ombudsman had found to constitute injustice. Nevertheless, the observations

which follow may be of some assistance in defining the issues.

The Ombudsman’s findings

10. At paragraph 2.10 of the Interim Report [ drew attention to paragraphs

11.

1/12/100, 1/12/146 and 1/12/168 of the Ombudsman’s Report; in which, as [
pointed out, she had identified those whom she found to have suffered injustice
resulting Irom the accepled cases of maladministration, At paragraph 2.22 of the

Interim Report | concluded that:

.. the finding of injustice fn respect of the accepted cases within the Fourth
Finding of maladministration fat paragraph 1/12/108 of the Report] includes
only those who actually relied on the regulatory returns for 1994, 1995 and
1996 to which the finding If injustice relates. It does not include those who did
not, o could not rely on those returns.

At paragraph 2.16 [ had expressed the view that:

. .. the effect of the finding of injustice in paragraph 1/12/146 [the Sixth
Finding]. .. is that all those wiho joined Equitabie Life after 1 May 1999 or who
paid a non-contractual premium after that date and all those who, as members
of Equitable Life on 1 May 1999, had a right to withdraw funds under the terms
of their policies but did not do so {because they were denied the opportunity Lo
make an informed decision whether or not to withdraw) are persons who, if
they could demonstrate that they suffered relative loss, would have been within
the schenre which the Ombudsman recommended. Those who had no right to
withdraw funds on or after 1 May 1999 are not brought within that scheme by
paragraph 1/12/146,
At paragraph 2.23 | peinted out that it seemed likely that most of those affected
by the Tenth Finding of maladministration would already fall within paragraph
1/12/146; and that the only persons whose position might materially be
affected by the finding of injustice in paragraph 1/12 /168 were those who relied
on information provided by the FSA in deciding to leave their funds invested in

Equitable Life.

In my Interim Report I recognised that there were powerful arguments which

support the view that the terms in which the Ombudsman made her findings of

4]
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12.

13

injustice in paragraphs 1/12/100,1/12/146 and 1/12/168 of her Repert would
have had the effect of excluding from redress under the compensation scheme
which she had proposed - at least in respect of the accepted cases of
maladministration leading to injustice - (i) those who (at the relevant time)
could nol have relied on the 1994, 1995 or 1996 regulatory returns (because
there was no decision which they could take in relation to their investment in
Equitable Life) and (ii) those who had no right to withdraw funds from Equitable
Life on or after 1 May 1999. Nevertheless, given the Ombudsman’s rejection of

the premise that that was her intention, | have revisited those arguments.

In the course of that exercise | have analysed, in some detail, the structure of
chapter 12 of the Report. For convenience that analysis is provided as an Annex
Lo this letter. | remain of the view that it points strongly 1o the conclusion that
the only express findings of injustice made in relation to the accepted cases of
maladministration summarised in the paragraphs which the Ombudsman has
chosen to emphasise in bold type - paragraphs 1/12/100, 1/12/146 and
1/12/168) - exclude losses suffered by those who could not have relied on the
1994, 1995 or 1996 regulatory returns or who had noe right to withdraw funds
after 1 May 1999,

. But, if that were the effect of the Ombudsman’'s Report, taken as a whole, it

would follow that the Ombudsman would be taken to have intended to exclude
from redress under her recommended scheme (3 clderly trapped annuitants who
invested in with-profits annuities before 1 July 1991 - the date to which (in the
light of her Second Finding of maladministration) she referred in her letter to me
- and so could not demonstrate reliance on the regulatory returns which she had
found to be flawed by reason of maladministration. Given that, of all
policyhelders, elderly trapped annuitants are those who arc most likely Lo be in
present hardship and least able to remedy any losses suffered as a result of
maladministration (for instance, by postponing retirement or returning to

work), I find it impossible to think that that was, indeed, her intention.
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14. Further, it is impossible to escape the conclusion that some policyholders did, in
fact, suffer Head B losses: that is to say, losses suffered as a result cof the
weakened financial position of Equitable Life because it did not take steps that it
would have taken had there been appropriate reaulatory intervention. And it is plain
that the Ombudsman recognised that: sce paragraphs 1/12/67-81 of the Report
(and, in particular, paragraph 1/12/80 at paragraph A7) to which reference is
made in the Annex to this letter. | ind it impossible Lo sce any rational basis on
which the Ombudsman could have reached the conclusion that policyholders
who, as she recognised, had suffered loss from the maladministration which she
had identified - but who had suffered that loss in circumstances where they had
no cheice but to remain in Equitable Life - should be excluded from redress. At
the least, if that had been her intention, she could have been expected to explain
why she took that view. She did not do so in the Report; and she has not done so
in response to my letter of 29 July 2009. Indeed, as | have said, she has

disclaimed any such intention.

15.If the Ombudsman’s Report had been written on the hasis that it would be
construed as a legal instrument - which, plainly, it was not - and if | had been
asked to construe it as a lawyer - which is not my task - | would have been very
reluctant to reach the conclusion that it must be given an effect which must be
seen ag irrational. Unless driven to do so, | would not think it right to attribute to
its author an intention which seems inexplicable. Given the context in which | am
asked to advise the Government, | am all the more reluctant to proceed on the
basis that the Report must be given an effect which it cannot have been intended

to have,
16. The first of the issues on which | am asked to advise the Government is:

The extent of relative losses suffered by different classes of policvholders in
respect of each faccepted case of maladministration resulting in injustice],
taking account of, among other things, wider market conditions during the
period under consideration, and comparable insurance products available over
the same period.
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17.

18.

It is, | think, clear that the phrase "relative losses”, in that context, is to be
understood in the sense in which the concept “relative loss” had been used by
the Ombudsman in chapter 14 in Part one of her Report. My task, in relation to
this issue, is to advise as to the extent to which relevant policyholders have
suffered losses which they would not have suffered if they had invested or saved

elsewhere than Equitable Life,

[n carrying out thal task | need to have in mind that the context in which my
advice has been sought is the Government's intention, to "introduce a fair
payment scheme for policyhelders” (paragraph 5.33 of the Response). As [
pointed out at paragraph 2.5(ii) of the Interim Report, it may be said that a
payment scheme would not be fair if it excluded pelicyholders who, on analysis,
can be seen to have suflered (or to be likely to have suffered) aclual or potential
losses in respect of the accepted cases of administration. It is not, | think, an
answer to that point to assert that, on cne view of the Ombudsman’s Report - a
view which could, perhaps, fairly be described as aver legalistic - some of those
who have, in fact, suffered actual or potential losses in respect of the accepted
cases of maladministration would not have been included in the Ombudsman’s

proposed compensation scheme; which, of course, the Government has rejected.

For those reasons, while recognising that the terms in which the Ombudsman
made her findings of injustice in paragraphs 1/12/100, 1/12/146 and 1/12/168
of her Report would have had the effect of excluding from redress under the
compensation scheme which she had proposed (i) those who (at the relevant
time) cculd not have relied on the 1994, 1995 or 1996 regulatory returns
[because there was no decision which they could take in relation to their
investment in Equitable Life) and (ii) those who had no right to withdraw funds
from Equitable Life on or aller 1 May 1999, | am persuaded that Lthis is not, in
fact, the effect of those findings when set in the context of the Report as a whole,

At the least, it cannot be said with confidence that the Ombudsman intended to




exclude losses falling under Head B; and it seems to me that it would wrong for

me to treat my Terms of Reference as requiring me to advise on that basis.

No doubt you will want to discuss the contents of this letter, [ will be happy to do so

at a convenient opportunity.

Yours sincerely

14}




Annex to letter of 1 October 2009

The Ombudsman's Findings of Injustice

An analysis of Chapter 12 of the Report

Al. Chapter 12 of the Report comprises three sections:
{1) paragraphs 11-58 centain a sumumary of the consequences of each act of
maladministration taken individually;
(2) paragraphs 59-81 set out “the general consequences of the findings taken
together”; and
{3) paragraphs 82-168 set out in detail the consequences of each individual
act of maladministration.
Paragraphs 1/12/ 59 - 81
AZ. It is convenient to consider, first, the second of these sections: paragraphs

1/12/59-81. The contents are summarised at 1/12/59 (page 341):

« ... the Society's published returns were unreliable;

+ ... there were lost opportunities to address critical issues earlier;
and

+ ... regulatory decisions were taken on a basis which had
insufficient regard to the range of powers that the prudential
regulators possessed.

A3. The first of these general consequences is reflected in the Second and Fourth
Findings of injustice. 1t can only cover losses under Head A: since only those
who were at the relevant time in a position to make a decision can be said to
have sulfered loss arising from the publication of unreliable regulatory returns.

A4, The second of the general consequences is expanded at paragraphs 1/12/67-
70




A5,

Ao,

67. The second general consequence of the maladministration which {
have found is that the Society and the prudential regulators, acting
with the advice and assistance of CAD, lost opportunities to address
critical issues much earfier than they eventually addressed those issues.

68. In relation to the widely accepted causes of the Society’s closure to
new business, a low free asset ratio, a policy of full distribution, a
failure to reseive for gencrous and flexible guarantees, and the
differencial terminal bonus policy - these were all matters which the
prudential reguiators and/or CAD could have addressed through the
scruliny process in earlier vears thun 1998,

69. The Society disclosed infarmation about those matters, although on
occasion such disclostire was incomplete.  Had the prudential
regulators raised concerns with the Socicty at an earfier date, the
resulting problems might have crystallised earlfer and before they
became so acute - thus mitigating or forestalling the impact of those
problems on those who invested in the Society afterwards.

70. Sume of those fuctors might have been ameliorated by earlier action
but such action was not taken due to maladministration by the
prudential requlators and/or GAD. [Instead, they developed over time
lo become intractable, The postponed consideration of those factors
and of the options open to the Society enabled the Society to continue to
grow and to attract new business.”

While it appears from paragraphs 1/12/69 and 1/12/70 that the Ombudsman
had in mind that the consequences of maladministraticn affected primarily
“those who invested in the Society afterwards”, it is clear that these are not the
only policyholders whe could have suffered from the effects described. The
position of those whose funds were irrevocably invested in the Society might

also have heen ameliorated by earlier action by Equitable Life.

The third general consequence (set out in detail at paragraphs 1/12/71-79) is
that decisions were “taken with insufficient regard to the powers available to
the prudential regulators”. The decisions that the Ombudsman specifically had
in mind are identified at paragraph 1/12/71 (and then elaborated at 1/12/73-
79), namely:

(1)  to permit same person to held posts of Appointed Actuary and Chief
Exceutive [eclaborated at paragraph 1/12/73). This matter falls




outside the Terms of Reference; but in any event the Ombudsman

made no finding of injustice in relation to it (paragraph 1/12/88).

(2)  concerning the bonus declaration for 1998 (sce further paragraphs

1/12/74-77);

(3)  concerning the solvency position of Equitahle Life as described in its
regulatory returns for 1998, 1999 and 2000 (see further paragraphs
1/12/74-77);

{4)  as to whether to allow Equitable Life to remain open to new
business after the House of Lords’ judgment in the HHyman

litigation (see further paragraphs 1/12/78-79).

A7, At paragraph 1/12/80, the Ombudsman identifies those who were affected by
“all of the above matters” (that is, | think, te be taken as including all of the
matters considered at paragraphs 1/12/59-79):

Al of the above were consequences which impacted on the
policyholders and annuitants of the Society. However, those

consequences alse impacted an the Society itself and on third parties
such as the other users of the returns.”

This is a critical paragraph, because it makes quite clear that the Ombudsman
had in mind that the maladministration which she had found affected not only
those “who invested in the Society afterwards” {paragraph 1/12/69) but also
those who were already investors in Equitable Life products. To this peint of
Chapter 12, therefore, there could be no deubt that the Ombudsman was
contemplating, as potential sources of injustice, losses falling under both Head

A and Head B.
Paragraphs 1/12/82-168

A8. At paragraphs 1/12/82-168 the Ombudsman sets out the consequences
suffered by policyholders as a result of each of her specific findings of injustice,

(There is no need to consider here those findings on which the Ombudsman
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either determined that no injustice had occurred, or made no determination of

injustice.)

At paragraphs 1/12/89-100, the Ombudsman sets out her determinations of
injustice in relation to the Second and Fourth Findings of maladministration;
both of which relate to Equitable Life's regulatory returns for 1990-96. This

determination is summarised at paragraph 1/12/100:

! find that injustice was sustained by any policyholder who relied on the
informatian contained in the Society’s returns for 1990 to 1996 and
who suffered cither a financial loss or a [ost opportunity to take an
informed decision as a result of such reliance. Where a policyholder
neither relied on this information nor suffered a foss of either type, !
find that no infustice resulted from this maladministration.

The first sentence of paragraph 1/12/100 identifies, in terms, those who did
suffer loss as a result of these twe findings of maladministration: that is, those
who relied on information contained in the relevant returns and who suffered
a financial loss or a lost opportunity. The second sentence identifies those who
did not suffer injustice: that is, those who neither relied on the returns nor
suffered a financial loss. But there is an apparent lacuna: what finding (if any)
has been made in relation te thase who did not rely on the relevant returns but
who can be said to have suffered a loss as a result of the maladministration? It
cannot be said Lhat, because persons in that class are not expressly included,
they are necessarily excluded. If that were so, the second sentence of

paragraph 1/12/100 would be superfluous...

Nevertheless, the preceding paragraphs of the Report - and, in particular,
paragraphs 1/12/92-99 - suggest that the answer to that question is likely to
be no. These paragraphs emphasise Lthe requirement that pelicyholders should
demonstrate individually that they relied on the information centained in the
relevant regulatory returns, Those who suffered losses only under Head B

cannct have relied on the regulatory returns.




AlZ,

Al3.

lt might be said that paragraph 1/12/91 suggests some indication to the
contrary:

In Chapter 9 of this report, | have concluded that the purpose of this
mechanisnt was thus twofold: to enable the prudential regulators to
monitor the financial position of insurance companies and to provide
those considering investing in such a company with accurate and
complete information about each company, on which those investors
could base their investment dectsions.

The issue of reliance arose in relation to the second of those purposes, but it
did nat arise in relation to the first purpose. This could be taken as some
indication that paragraph 1/12/100 should be read so as to include those
affected by the misleading regulatory returns by reasons other than perscnal

raeliance.

Paragraphs 1/12/101-121 set out the Ombudsman’s delerminations of
injustice in relation to her fifth finding of maladministration. These

paragraphs are summarised at 1/12/121":

However, [ consider thal the loss of epportunities to take informed
decisions about their financial affairs during the period from july 1994
ta April 1999 in full knowledge of the exposure of the Society to
guaranteed annuity rates and of the risks that such exposure gencrated
constitutes injustice to policvhalders and I consequently make a finding
that policyholders  suffered such injustice as a vresult of
maladministration,

As a matter of first impressien, this would appear - as do the second and
fourth findings - to relate only to loss under Head A. Head B loss could not be
characterised as a “loss of cpportunity”. But paragraphs 1/12/105-112 contain
references (o consequences other than just the provision of unreliable
information to Equitable Life’s policyholders. So the Ombudsman’s fifth
finding might be taken to suggest thal the summary paragraphs, which appear

in bold at the conclusion of her description of the consequences of the

" Albeugh this finding has not heen aveeptad by the Governmen and it Talls outside my Terms of
Reference to tike these muatters e aceount, it seems o me that 1nust address them in sa Far as they ure
potentially able toshed light o what the COmbudsman has determined inrelation w the aeeepad findings.
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individual findings, are not to be treated as exhaustive statements of the losses

falling within her findings.

At paragraphs 1/12/122-147, the Ombudsman identifies the injustice flowing

from her sixth finding, summarised at 1/12/1406:

I find that, in respect of ail those who 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. Those
affected by that maladministration have also suffered injustice in the
form of lost opportunities to take informed decfsions about their
financial affairs.

For the reasoens set out at paragraphs 2,12 - 2.26 of the Interim report, the
better view is that paragraph extends to two categories of policyholder: (i)
those who fall within the first sentence (namely, “those who joined the Society
or paid a further premium that was not contractually required . .. after 1 May
1999”); and (ii) those who have suffered lost opportunities. For the reasons

described above, Head B losses cannot be described as a loss of opportunity.

The consequences of the tenth finding are set out at paragraphs 1/12/157-
168. There is no basis on which it could be sald that these paragraphs

canstitute a finding of loss under Head B.

Notwithstanding possible contra-indications in paragraphs 1/12/91 and
1/12/ 105-112, the foregoing analysis points strongly to the conclusion that
the only express findings of injustice made in relation to the accepted cases of
maladministration - summarised in the paragraphs which the Ombudsman has
chosen to emphasise (paragraphs 1/12/100, 1/12/146 and 1/12/168) - are

confined to losses under Head A
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Sir .John Chadwick

The Office of Sir John Chadwick
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27 October 2009

EQUITARBLE LIFE
Dear Sir John.

I'm writing 1o set out the Government’s views in response to vour Interim Report and (o vour
letter of 1 October 2009 to Sue Lewis. We are very grateful for the speed and thoroughness of
vour work te date. and welcome your Interim Report,

We remain determined to deliver a fair ex gralla payment scheme as quickly as possible, and
we look forward to receiving your linal report by Spring 2010, We are commined 10 starling
payvments as soen as is feasible. following the submiission of yeur final report.

Prefiminary Observations

The Government is grateful to vou tor extending the deadline for representations on your
interim report to enable respondents lo study the judgment of the Divisional Count in the
Judizial review proceedings brought against the Government in relation to its response 1o the
Parliamentary Ombudsman’s report into the prudential regulation of Equitable Life,

As you will be aware. the Divisional Court gave judgment on 135 October. The Court
dismissed the challenge to the Government's decision w0 reject the Ombudsman’s
compensation recommendation. We welcome this finding, as well as the finding that the
Government was entitled 1 seek vour advice in relation to the ex gratiu pavment scheme.

The Coun did. however. hold that the Government's decision not to aceept the findings of
injustice in relation to findings 2 and 4 (50 far as thev related to the afferdability and
sustainability of bonus rates and valuation interest rate). and the findings of maladministration
and injustice 1n finding 3 (relating 10 failure 1o uct on third pany credit ratings) were unlawful
as lackimg cogent reasons
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You will ol course be aware that the Goverrment has now decided 1o accept those findings by
the Ombudsman. and as such has invited vou also to have regard to:

(1} in relation to findings 2 and 4. the Cmbudsman’s finding of injustice arising [tom the
failure by GAD 10 ask guestions of Liquitable zbout the affordability and sustainability of
bonuses and the valuation interest rate which it used for retums from 1990-3 and 1994-6:

(11} in relation to finding 5. the Ombudsman's finding of maladministration arising [rom
GAD’s failure o pursue intormation before them which suggested that users of the returns
(principally Standard & Poor’s} were misconstraing the fimanciul strength of Equitable by
reason of material that was onutted from the returns: and

() the Ombudsman’s finding of injustice resulting from the finding of maladministration
referred 1o at (i)

In view ol the uncerainty over the precise meaning of the Ombudsman’s findings of
maladministration (finding 3} and injustice (findings 2 and 4) now accepted by the
Government you ar¢ also now invited o advise on the nature and exicar of these lindings.

Whiis: the effeet of the Governinent's acceptance of these additonal (indings is that there are
further matters which vou are asked to take into account whilst giving vour advice. the role
which you have been asked to perform has not charged.

Tie wcope of the scheme

The practical conscquence of the above is that the period of injustice accepted by the
Government {and covered by vour terms of reference) s extended back in time o July 199
widening the potential scope of the scheme.

For example, regarding the specific {indings of injustice made by the Ombudsmar and
accepted by the Government. your Interim Report made reference to the consequences for
those policvholders who were not in a position 1o withdraw funds. noting in partcular those
who invested in with-profits annuitics (the “trapped annuitants™). You indicated that repped
annuitants who had imvested in with-profits anruitics before July 1993 would not [all within
the classes ol person who had suffered injustice as a consequence of maladministration as
found by the Ombudsman and accepted by the Government,

The Government considers that its acceptance of the findings of injustice in relation to linding
2 means that trapped anntitants who took out a palicy after July 1991 could now potentially
fall within the class of person who hos suffered injustice as @ result of acceopted
maladministration {(subject to questions of reliance and loss and apportionment. discussed
below).
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[ would add that. although the scope has widened. there is no change to the underlving
principle of the arrangements which the Government has in mind. that they are founded with
respect to thase cases of maladministration resulting in injustice accepred by the Government.
We do not believe that acceplance of the further findings extends as far as justifving an
approach under which all pelicyholders are examined (as was one elemen: o7 the possible
“flexible approach™ discussed 1n your Interim Report). For example. those “trapped
anrutants” who teok out their with-profits annuitics before July 1991 (thought only to be a
relatively small proportion) remain outside the scope of the injustice.

That said. the Gosernment weleemes and fully supports vour aim of effering advice which
will cnable it to design ex gratia payvment arrangements swiltly and cfficiently.  This is
discussed further beiow.

Tire Interint Report

In vour report, as part of the tlexible approach. vou set vul a propused method of calculating
refazive losses which circumvents the need for detailed and time consuming calculations. The
Government has considerable sympathy and is supportive of the need for introducing a simple
caleulation process. However, we also believe that it is important to maintain the link between
findings ol injustice and ex gratia payments, and would ask you to consider the best way of
achieving this consistent with the principles of a scheme that's simple. luir and quick to
deliver.

The Government is. in principle. attracled by vour observation at paragraph 2.28 that. in
considering those who made new money investment decisions’, one can make 2 general
assessment of the Tikelihood that particular classes of pelicyholder relied on the regulatory
returns. One can then make an adjustment to reflect the degree of likeliheod. The Government
is minded to take the view that a general assessment is both fairer and more expeditious than a
requirement for proof in cach individual case. The Government is minded 1o 1ake the view
that such an approach to reliance may be consistent with the approach to refiance advocated
by the Ombudsman.

With regard to the approach 1o be taken. the Government has considered vour proposals with
carc. Fellowing vour approach of avoiding unnecessary caleulations we weuld suggest that
the Tollowing quesiions would allow the key issues 1o be addressed expeditiously:

(1) [f the regulators had acted as they should have done in relation o each of the findings
of maladministration. what would have been the consequences and. in particular, how would
Equitable have respended? [n relation to findings 2. 4, and S for example, this means whether,
and if so to what extent. the regulatory returns would have differed if the maladministration
had not occurred.
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Gy How would people have rescted in those changed circumstances? In relation to
findings 2. 4 and 3. that means whether people would have reacted differently in the light of
different returns in each of the relevant vears. The Government is again attracted in prirciple
by the view that an appropriatc approach might be 1o make a gencral assessment of the
question whether particular classes ol policyholder would have made the decision not to
imvest or to withdraw. It woeuld be necessary to consider the likelihood that classes of
policvholder would have decided to withdraw {f the acts of maladministration found by the
Ombudsman and accepted by the Government had not occurred. The Government is aware
that such a judgement is likely o be to a degree subjective. and considers that this may be
made on the “balance o1 probabilities” for cach class ol pohicvhalder,

fui)  Tlaving regard to the way in which people would have been likely to react. wha: loss
can they be satd 10 have sultered? It may be that, if the conciusion 1s ultimaiely reached that a
particular group ol policyholders would not have invested in bquitable Life (or would have
withdrawn} at a certain poinl, then the appropriate approach 1 caleulating loss would be to
consider the ditference in returns between an investment during the relevant peried with
Lquitable Life and an investment inn a comparable socicty:

We do net think these questions will require definitive answers, and  belicve their
consideration would be consistent with a scheme that is simple. tair and quick 1o deliver. We
look forward to discussing this further with vou.

(ther Issues arising from the Literinm Report

Further comments on other issues raised in vour Interim Repon are given belaw.

Scope of the finding of infustice in Finding 6

In relation to finding 6. the Government considers that 1t 1s likely to be necessary W consider
the extent to which the returns would have been different if the ceredit for the re-insurance
treaty had not been permitted in the relevant retumns. This would include considering whether
there might have been other steps Equitable could have taken 1o continue to pay a bonus. This
contingeney might fail to be taken into account by making 4 percentage adiustment 1o reflect
the likelthood that Equitable might have been able to take other steps. Therealier.
consideration would need to be given what those policvholders would have done. and in
particular. if they would have invested in Equitable Life. in the light of the changed
circumstances. On the question ol withdrawals. the Government wishes to give further
consideration to the question whether it is right 1o sayv. as yvou do at para 2,16, that those who
the Ombudsnian found 0 have suffered injustice under finding 6 include those who had a
right o withdraw tunds but did not do so.
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Witndranvals generadly

Mere generzlly in relation w questions of withérawal {for the purposes of anv of the relevant
findings of injusiice) il vou were to conclude that a significant proportion ol policyholders
would have sought w withdraw funds. if the regulatory returns had been ditfferent ir a
particelar year. the Government considers that it would also be necessary 10 assess the
consequences of such withdrawals when considering loss. In particular. one would have 10
assess whether large scale withdrawals would have led 10 a diminution in the value of
policvholders™ funds and whether Equitable would have imposed exit penalties on
policyhelders. which would have affected the value of the tund policyholders were able to
withdraw,

Morcover, the Government takes the view that, in considering both decisions o invest new
money and decisions to withdraw, it will be necessary (o consider what decisions would have
been taken on a vear by vear hasis.

Apportionment

The Government has considered veur proposed approach 1o apporlioniment. The Government
agries with your comments in paragraphs 3.3 te 3.6, However. there are other respects in
which the Government takes a different view und would seek vour further advice.

First, you indicate at para 3.7 that you would only apportion loss to a third parly where that
party has acted in breach of a regulatory or professional obligation. You would not regard
improvidence or mismanagement as sufficient to treat a third party liable. The Government
would suggest that action in breach of a regulatory or protessional obligation are examples of
sitcations which would justify apportionment, The Govemment also considers that the
process of apportienment should consider the role and respensibility of others in relation to
the circumstances that emerged at kguitable Life as well as the company jtsel?,

Ir. particular, the Government would suggest a firmer approach to the role of Equitable’s
maragement. The Governmen: believes that vou can and should rely on the conelusions of
Lord Penrose’s report in providing advice about the extent to which Equitable was. as Lord
Penrose put it. principally the avthor of its ewn misfortunes. The Govermment is content that
you should rely on Lord Penrose’s analysis in reaching conclusions about the extent of the
responsibility of management for policyholders™ Josses: and indeed would wish vou to do so.
This analysis would not require vou to conduct a further mvestigation or make further
findings about the conduct ol management.

You have indicated that one reasen why vou de not think it is appropriate o attribute any
responsibility to the management of liquitable is the collapse of the litigation which Equitable
brought agamst thern. The Gosernment takes a different view. The litigation which Equitable
brought against its tormer Jdircetors was concerned 1o consider whether any director had acted
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in breach of the legal duties he owed to Equitable. However., Equitable’s management could
pe held to have comtributed to the situation in which Equitable Life and its policvhelders
found themselves even if individual directors had not acted in breach of their legal obligations
and even if their actions did not give rise to a legal Hability, As a company. Equitable ok
decisions which led Lord Pearose te conclude that it was principally the author of its own
mistortunc. It is not necessary, in order to apportion responsibility for loss to Lguitable. to
identify particular persons who were responsible for those decisions. Further it is not
necessary to wdentify persons who were legally liable to the company in respect of those
decisions.

The Government also considers that you should have regard to poor decision-making by the
Appointed Actuary in deciding what proportion of less it would be appropriate (o apportion o
the nublic bodies. Under the tepislative scheme created by the Insurance Companies Act. the
appointed actuary occupies a central role who could be relied upon by the prudential regulator
to monitor the overall financial position of the company on & continuous basis (and to cnsure
that the size of the long term business fund. and the way in which it was invested. were such
as to ensure that the finure liabilities of the company towards policvholders. including
meeting their reasonable expectations could be met with a high degree of probability.) The
appointed actuary was himsell a watchdog within an insurance company. In these
circumstances, it would not he appropriate to apportion losses te the acts of the appointed
actuary only where he had not acted in good faith. The Government takes the view that vou
¢an and should have regard te all the [indings made by the Institule of Actuarics against Mr
Ranson and Mr Headdon.

The Government also agrees that it may be approprisle to apportion responsibility to
Equitable’s actuary and that, in this regard. you should corsider the lindings of the Joim
Disciplinary Scheme against Ernst & Young.

Conclusion

The Government remains very grateful to you for the work that vou are undertaking and the
detailed and thorough vonsideration of maiters in discharging vour task under the terms of
reference and looks forward 10 vour next interim report.

My officials would be happy to discuss with vou the matters addressed in this letter if that
would be helpful,

SARAH MCCARTHY-FRY MP
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From: The Right Honourable Sir John Chadwick

4 November 2009

Ms Sue Lewis

Head of Savings and Investment
HM Treasury

1 Horse Guards Road

London SW1A 2QH

Dear Ms Lewis
Equitable Life ex gratia payment scheme

We are meeting tomorrow afternoon (5 November 2009) to discuss the Government’s views —
set out in the letter dated 27 October 2009 from the Exchequer Secretary — in response to my
Interim Report and my letter to you of 1 October 2009, I thought it would be helpful if, in
advance of that meeting, | were to identify a matter which I would like us to address at that
meeting.

In her letter of 27 October 2009, the Exchequer Secretary emphasises the Government’s view
that “it is important to maintain the link between findings of injustice and ex gratia payments”.
As an example, she points out that “those “trapped annuitants’ who took out their with-profits
annuities before July 1991 . . . would remain outside the scope of the injustice.”

In my letter of 1 October 2009 (together with its annex), I set out the reasons which had led me
to take the provisional view that, on a proper understanding of Chapter 12 of the Ombudsman’s
Report (read as a whole), those found to have suffered injustice resulting from accepted cases of
maladministration are not restricted to those who can be said to have taken decisions in reliance
on Equitable Life’s regulatory retumns.

In the letter of 27 October 2009 1 am invited, “in view of the uncertainty over the precise
meaning of the Ombudsman’s findings of . . . injustice (findings 2 and 4) now accepted by the
Government”, to advise as to “the nature and extent of these findings™.




It would aid the progress of my work if you could confirm to me whether. in the context of
giving that advice (and more generally). I am to determine the question addressed in my letter of
1 October 2009 — whether, on & proper understanding of the Ombudsman’s Report those found to
have suffered injustice resulting from aceepted cases of maladministration arc. or are not,
restricted to those who can be said to have taken decisions in reliance on the regulatory returns:
or whether. in the light of the letter of 27 October 2009. I am required to accept the
Government's view that they are so restricted.

If that is a question which 1 am asked to determine, then it would be of assistance it 1 were to
receive a detailed analysis of the reasoning which has led the Government to ditfer from the
provisional view which [ expressed in my letter of | October 2009, [n particular, it would be
helpful to know the extent to which the Government places reliance on the judgment of the
Divisional Court in the judicial review proceedings (handed down after my letter of 1 October
2009): in this context, [ have in mind, for example, paragraphs 71, 84, 86 and 106 of the judgment,
might be said to suggest that the court had understood the Ombudsman’s Report to adopl an
exclusively reliance-based approach to the findings of injustice.

It [ am to adopt a reliance-based approach. then there is a further. practical. problem which will
need to be addressed. Despite the invitations in both my June Proposals and my Interim Report. ]
have yet to receive representations from any interested parties as to what would have happened if
the maladministration found by the Ombudsman had not occurred: that is to say that | have
received no response of substance to the questions identified in the Appendix to my Interim
Report, Tn the circomstances, [ do not currently see any way by which [ could reach a conclusion
on the “key issucs™ mentioned in the letter of 27 October 2009 other than by instructing third
party professionals with relevant experience of the market. If this is 1o be done. then — given the
need to provide final advice to HM Treasury in the Spring of next year — [ need to dentify
suitable advisers and give the necessary instructions as soon as possible.

[lock torward to discussing these matters at our meeting tomorrow.

Yours sincerely.

"9
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24 November 2009

Sir John Chadwick

The Office of Sir John Chadwick
One Essex Court

Temple

London

EC4Y GAR

Dcar Sir John
Equitable Life

As you know, on 27 October the Exchequer Secretary wrote to you asking that, in the light
of the judgment of the Divisional Court, you take certain additional matters into account
when providing your advice to the Government. These additional matters related to
Findings 2, 4 and 5 as set out in the Ombudsman’s Report, which had originally been
rejected by the Government, cither in whole or in part, but were now accepted by the
Government in the light of the Court's judgment. Part of the additional advice sought
concerns the proper interpretation of the COmbudsman's findings in the light of the
judgment of the Divisional Court.

tn your letter dated 4 November, you have asked whether you are required to accept the
Government's view that injustice should be restricted to those who can be said to have
taken decisions in reliance on regulatory returns. As set out in previous correspendence, it
has been the Government’s view that it would be inconsistent with the findings in the
Ombudsmarn’s Report and with your Terms of Reference if losses suffered by any person or
group were considered as part of the ex gratia payment scheme where that loss did not fall
within the findings of injustice made by the Ombudsman and accepted by the Government.
This remains the Government's view, in principle.

However, the judgment of the Divisional Court indicates that such findings are to be
interpreted in the context of the report as a whole, and in the context of the preceding
discussion within the Ombudsman’s Report, where broader concerns may have been rzised.

In your Interim Report you provided advice concerning the “flexible approach” in relation to
the calculation of relative loss. You raised two key issues - the correct interpretation of the
injustice identified in the Ombudsman’s Repert and the practicalities of delivering a scheme
that would be both simple to operate and capable of being established quickly. That advice,
ard the further observations set out in your letter dated 1st Octaber 2009, which included
advice to the cffect that adopting the “flexible approach” is within your Terms of Reference,
pre-dated the Divisional Court's judgment. | woula there‘ore invite you to review your
acdvice in the light of the judgment and of the Government's recuest for advice concerning
the natvre and extent of the Findings (or parts of Findings} now accepted by the
Government in the wake of {re judgment,




(n response to your specific gquery, the Government seeks your independent advice and so
would not require you to accept any particular view. It does, however, need to ensure that
the planned payment scheme responds to the injustices identified by the Ombudsman {as
accepted by the Government) and is practical to operate.

We have also been discussing possible alterations to your Terms of Reference to give effect
to the judgment of the Divisional Court. | would be grateful if you could confirm, with
reasons, as a matter of urgency, whether any change beyond those set out in the attached
draft is necessary to ensure that your Terms of Reference allow you to carry cut the advice
you have been asked to provide.

Yours faithfully,

e (g U

Sue Lewis

Head of Savings and Investment
0207 2705273
Sue.Llewis@hm-treasury.gsi gov.uk




F'rom: The Right Dunowrable Sic John Chodwick

Sue Lewis 24 November 2009
HM Treasury

1 Horse Guards Road

London

SW1A 2HQ

Dear Ms Lewis
Equitable Life

Thank you for your letter of 24 November 2009. [ confirm that | am conlent with
the proposed changes to my Terms of Reference set out in the draft decument
attached to that letter.

I do not take the view that any changes to my Terms of Reference, beyond those set
out in your draft, are required to enable me to give the advice sought by HM

Treasury.

My letter of 1 October 2009 to 1M Treasury, to which you refer, contained a
number of ohservations as to the scope of my original Terms of Reference. In your
letter of 24 November you invite me to review those observations in the light of
the judgment of the Nivisional Court and the request for advice concerning the
nature and extent of the Findings {or parts of Findings) now accepted. | will do so.

I intend to issue an update of my progress to HM Treasury within the next few
weeks. [ will take that opportunity to set out the approach to the assessment of
relative loss which [ intend to adopt; and to state the reasons which lead me to the
conclusien that that approach is within my revised Terms of Reference.

Yours sincerely

el
s







froem the Ombudsman: Ann Abraham

The Right Honourable Sir John Chadwick Parliamentary
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London
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(_.;2‘) August 2009

Equitable Life

Thank you for your letter of 29 July 2009, in which you asked for a meeting with me to
discuss three issues related to the work that you are doing to advise Her Majesty’s
Treasury on an ex gratia scheme for those affected by the Equitable Life affair.

As | have said before, | would be happy to meet you in order to help you to understand
the content of my report. Members of my staff have already met your officials to help
them gain such understanding.

| remain happy to meet you to discuss the content of my reports, if that would be helpful
to you. If, after reading this letter, you think that such a meeting would still be useful,
my staff will be happy to arrange a convenient time with your officials.

I thought, however, that it might be more helpful if } were to provide in this letter an
answer to the three questions that you have raised, to the extent that it is appropriate for
me to do so.

You asked me to address three specific issues:

» to confirm your understanding that my July 2008 report did not address the
question as to what the regulatory returns submitted by Equitable Life would
have contained had GAD pursued the issue of the changes to the retirement age
assumptions made in the returns for 1994 and 1996;

e to confirm whether my findings of injustice in relation to the fourth and sixth
findings of maladministration were meant to exclude from the scope of any
compensation any policyholders who did not rely on information in the relevant
regulatery returns; and

Millbsank Tower Enejuiries. 0345 015 4033
Millbank Fax: 0300 061 4000
Lorsibon SWIP 40P
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+ 1o express any views | might have on your preliminary assessment that it would
be impractical {and would lead to significant detay) te conduct an inguiry into
policyholders’ reasons for decisions made up te fifteen years ago when coming
to a view as to who might be entitled to a payment from any future ex gratia
scheme,

Before responding to those requests, | should emphasise two things. The first is that my
role is now over in relation 1o the substantive issues covered by your terms of reference,
as | said in my report to Parliament in May 2009, which | sent to you at the time,

My July 2008 report contained my definitive determinaticn of the relevant complaints and
my final assessments of the related actions of the public bodies responsible for the
prudential regulation of Equitable Life, The recommendations which | considered to be
appropriate in all the circumstances were also set out in that report. 1 have nothing
further to add to all that. As you know, that is why | have made no representations to you
as part of the consultation process on which you recently embarked.

The second is that the approach | adopted in my report was cumulative. | said in my
report that it would not be appropriate to take each matter in isolation. | remain of that
view.

The conclusions set out in my report demonstrated failings which went to the heart of the
responsibilities and obligations of the public bodies responsible for the prudential
regulation of Equitable Life. | found that maladministration pervaded the exercise by
those bodies of their functians throughout the period covered in my report - and that my
findings were of such individual and cumulative significance that they demonstrated a

general failure by the relevant bedies ta discharge their statutory functions in a proper
and effective manner.

In essence, the view expressed in my report is that, absent the serial maladministration |
had determined occurred from July 1991 onwards, no reasonable investor would have
joined or remained with Equitable Life throughout that period - going instead to another
life insurance company.

My answers to the three requests you made in your letter have to be seen in this context.
In relation to each matter:

» | can confirm that my report did not contain a determination of what outcome
would have transpired had GAD pursued the rationale for the abrupt changes in
the retirement age assumptions made twice by Equitable Life in its regulatory




returns for 1994 and 1996 - it did not need to do so to establish a particular
finding of maladministration;

+ | can confirm that my recommendations for redress were not meant to excliude
from the scope of an independent compensation scheme any poticyholders who
had not relied on the information contained in the particular regulatory returns
submitted by Equitable Life to which you refer - my recommendation for redress
covered all those who suffered a relative loss; and

+ | do not think that it weould be appropriate for me to express any views on the
apprcach you should take on guestions as to how individuals should demonstrate
eligibility (or should be deemed eligible) for any future ex gratia payments,
beyond repeating what my report says - which is that it should be recognised
that what | termed some ‘rough edges’ would be needed in order to deliver
speedy justice.

| would make one final, additional peint. | do nct share your view that the tribunal |
recommended should be established would have needed to seek to examine each finding |
made in isolation in the way envisaged in the Government’s response to my report and in
your Proposals document.

Instead, any such tribunal would have been engaged on a process of devising a method of
identifying the performance of a hypothetical or real alternative investment vehicle - and
then of assessing and paying the claims of each individual to the extent of the relative
loss that they were assessed to have sustained.

As | see it, any limitations that you might feel constrained to impase regarding eligibility
for the payments to be made to those affected by the Equitable Life affair do not derive
from the nature of my findings and recommendations. Any such limitations instead derive
directly from the timited approach adopted by the Government in its respense to my
report.

| hope that you find the above helpful.

L
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Ann Abraham
Parliamentary and Health Service Ombudsman
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I'rem: The Right Honourable Sic John Chadwick

Ms Ann Abraham 27 August 2009
Parliamcentary and Health Service Ombudsman

Millbank Tower

Lendan

SWI1P 4QFP

Dear Ms Abraham
Equitable Life

Thank you for your letler of 20 August 2009. 1 am very grateful for your response
to the three matters on which [ invited your views.

[ have noted the two points which you make on the second page of that letter and |
acknowledge that your response must be seen in the context of those points. | will,
of course, bear that in mind.

| note, also, your view that any limitations that | may feel constrained to impose
regarding eligibility for payments to be made under the Government's proposed ex
gratia scheme do not derive from the findings and recommendations made in your
Report.

My recent interint report — a copy of which you will have received - was issued
before 1 had received your letter. | think you may find that the approach which 1
am now minded to adopt in relation to the assessment of relative loss does not
differ substantially from that indicated in the penultimate paragraph of your letter.
| suspect, therefore, that it may no longer be necessary to resolve matters in the
Report which had caused me concern.

Nevertheless, [ would welcome a meeting to discuss the contents of your Report. |
will ask my office to make contact with your staff to arrange a convenient time
after you have returned rom leave.

Yours sincerely

Signed on behalf of Sir John Chadwick




Prom: The Right Doncurable Sic John Chadwick

Ms Ann Abraham 11 November 2009
Parliamentary and Health Service

Ombudsman

Millbank Tower

London

SWI1P 4QP

Dear Ms Abraham
Equitable Life

In your letter of 20 August 2009 you indicated that you would be happy 1o discuss
the content of your Report at a meeting. In my reply, dated 27 August 2007 |
welcomed a meeting for that purpose. I am glad to learn that it has been possible to
find a mutually convenient slot in our diaries; and that we arc to meet on Thursday
19 November 2009,

I also expressed the hope that, if 1 were to adopt the flexible approach to the
assessment of relative loss canvassed in my Interim Report, it would not be
necessary to resolve the particular issues which were the subject of concerns
raised in my carlier correspondence. 1 am afrald that that hope has not been
realised: there remains an issue which does need to be resolved. The purpose of
this letter is to identify that issue.,

In your letter, you addressed the question (among others) whether reliance on
regulatory returns - directly or indirectly — was a necessary condition for injustice
in relation to the fourth finding of maladministration. You wrote:

“My recommendations for redress were not meant to exclude from the
scope of an independent compensation scheme any policyholders who
had not relied on the information contained in the particular
regulatory returns submitted by Equitable Life.”

In the light of that clear statement of your intention, [ thought it would be helpful
to my understanding of the position if [ were to set out, in some detail, my analysis
of the reasoning in Chapter 12 of your Report. On 1 October 2009, | sent that
analysis to HM Treasury with a letter explaining why, as it seemed to me, [ could
reach the conclusion that there was no necessary inconsistency between the
statement of intention in your letter of 20 August 2009 and the terms in which the

9"




relevant findings of injustice had been expressed in the Report. Copies of my letter
and its attachment are enclosed with this letter. | would be grateful if you would
treat them as not for disclosure outside your office at this stage. | expect to be
making them publicly available — as part of an annex to my next interim report -
within the next few weeks; and [ would prefer them 1o be read in that context, as
part of the exchange of views arising from the representations received in
response to my earlier report,

The position has moved on since my letter of 1 October 2009. In particular, the
Divisional Court has handed down its judgment in the judicial review proceedings.
On reading that judgment, it scemed to me that it could be said that the Court had
treated your finding of the injustice consequent upon your second, fourth and fifth
findings of maladministration as a determination that injustice there found was
suffered only by those who relied on the relevant regulatory returns. By way of
example, [ would draw your attention to paragraphs 71, 86 and 106 of the
judgment dated 15 October 2009.

The approach of the Divisional Court to that finding may, 1 think, be said to accord
with passages in the Report of the Public Accounts Select Committee (HC 41-13;
which suggest that the Committee look the same view, | have in mind, in particular,
the passage at paragraph 60 of the PASC Report:

“A number of the regulatory failures identified by the Onibudsman
caused injustice onfy to individuals who relied upon misleading
information that was in the public domain as a result.” [emphasis
added]

The PASC quoted paragraph 1/12/100 of your Report as an example of such a
finding.

In the light of the views expressed by the PASC and the Divisional Court, T would
welcome the opportunity to discuss whether my analysis of your reasoning (in the
attachment to my letter of 1 October 2009) is correct. | would also he grateful if, in
the context of that discussion, you could direct me to those passages in your
Report which contain the view [expressed in your letter of 20 August 2009] that:

“abscnt .. serial maladministration .. no reasonable investor would
have joined or remained with Equitable Life from 1991 onwards".

You will appreciate the significance of this issue in the context of the task which |
have been appointed to carry out. | am very conscicus that was not a context
which you had in mind in your Report. But the same issue would have arisen, as it
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seems to me, in the context of a compensation scheme established in accordance
with the recommendations made in your Report.

I look forward to discussing these matters with you on 19 November,

Yours sincerely

9%




F'rom: The Right Dunowrable Sic John Chodwick

Ms Ann Abraham 19 November 2009
Parliamentary and Health Service

Ombudsman

Millbank Tower

London

SWI1P 4QP

Dear Ms Abraham
Equitable Life

I am very glad to have had the opportunity, at our mecting this morning, to discuss
the matters raised in my letter of 11 November 2009. [ found the discussion very
helpful; and [ am grateful to you for giving your time for that purpose. 1 will give
careful consideration to the points made.

We agreed that you would put in a letter references to those parts of your Report
which you thought of direct relevance to the matters discussed; in particular (i}
that you had not restricted the finding of injustice resulting from
maladministration in the years up to and including 1996 to those who had relied
(directly or indirectly) on regulatory returns (whatever paragraph 1/12/100,
taken in isolation, might suggest) ; and (ii] that it was your view that, in the period
covered by your Report, no reasonable investor would have joined or remained
with Equitable Life but for the maladministration which you found to have
occurred from and after July 1991,

Yours sincerely

9/




Frem the Ombudsman Ann Abraham

Parliamentary
Sir John Chadwick @ and Health Service
One Essex Court Ombudsman
Temple
London
EC4Y 9AR ,
27 November 2009

% —
DJOV Su C)o‘-f\
EQUITABLE LIFE

I am writing further to our earlier correspondence, your letter of 11 November 2009, our
meeting on 19 November 2009 and your follow up letter of the same date. | hope that cur
meeting on 19 November 2009, during which we discussed the contents of your letter and
also other aspects of the work you are undertaking, was helpful to you. | agreed to write to
you as soon as possible to confirm our discussions.

My response to your letter of 11 November 2009

[n your letter of 11 November 2009 you raised two specific points with me, both of which
concern the content of my letter to you of 20 August 2009. Those were:

+ whether | agreed with the analysis of my report that you have undertaken since
receiving my letter, which you set out in correspondence you have had with the
Treasury which you shared with me; and

+ the identification of passages from my report which substantiated the view that |
expressed in my letter to you that ‘absent... serial maladministration... no
reasonable investor would have joined or remained with Equitable Life from 1991
onwards’.

| have prepared a response on those two points which is set out as Annex A to this letter.
| hope that this is helpful to you. If your officials require any further assistance with the
detail of my report, my staff will be happy to help them.

e Y Millbank Tower Telephone: D300 0614211
i i P SR Millbank Fax: Q300 0614067
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Other matters

When we met we also discussed other, more general matters and | thought it might be
helpful if | were set out my position on those matters as well. | have done so in Annex B to
this letter.

Conclusion

| hope that the answers contained in Annex A to this letter fully address the questions you
posed in your letter to me of 11 Novemnber 2009.

| also hope that Annex B to this letter, which sets out my position on some more general
matters we discussed at our meeting will be equally helpful in assisting you to base your
work on a fair reading of my report which looks at its subject matter and my conclusions in
the round, and to proceed on a full understanding of the way in which my
recommendations for redress were framed and the basis on which they were made.

If, within the limits to my cngoing engagement that | have explained before, there is
anything further | can de to be of assistance to you, please let me know.

ijwzcj

Ann Abraham

Parliamentary and Health Service Ombudsman

AT
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Annex A
Response to the points raised in Sir John’s letter of 11 November 2009

In his letter to the Ombudsman dated 11 November 2009, Sir John Chadwick raised two
points on which he invited her further comments. This note sets out the Ombudsman’s
response to both these points.

The first was whether the Ombudsman agreed with the analysis Sir John had undertaken of
her report, which was set cut in correspondence he had had with the Treasury. In
particular, Sir John said that he was keen to establish, in the light of certain developments
since that correspondence, whether the Ombudsman remained of the view expressed in her
letter of 20 August 2009 that she had not intended ‘to exclude from the scope of an
independent compensation scheme any policyholders who had not relied on the
infarmation contained in the particuiar regulatory returns submitted by Equitable Life’.

In his follow-up letter dated 19 November 2009, Sir John confirmed that he wished to
receive confirmation that the Ombudsman ‘had not restricted the finding of injustice
resulting from maladministration in the years up to and including 1996 to those who had
relied (directly or indirectly) on regulatory returns (whatever paragraph 1/12/100, taken in
isolation, might suggest)’.

The second point raised was the identification of passages from the Ombudsman’s report
which substantiated the view that she expressed in her 20 August 2009 letter that
‘absent... serial maladministration... no reasonable investor would have joined or
remained with Equitable Life from 1991 onwards’.

In his follow-up letter, 5ir John confirmed that he sought confirmation that it was the
Ombudsman’s view ‘that, in the pericd covered by [the] report, no reasonable investor
would have joined or remained with Equitable Life but for... maladministration’.

Sir John’s analysis, the scope of redress and policyholder reliance

As regards his analysis of her report, the Ombudsman made clear in her meeting with

S$ir Jehn on 19 November 2009 that, while she would not necessarily have approached the
guestion in the same way as Sir John, she did not disagree in broad terms with his
conclusion.

Indeed, there is no contradiction between the statement made by the Ombudsman in her
letter to Sir John that she had not intended to exclude from the scope of her
recommendation for financial redress those who had not relied on the regulatory returns
and the single paragraph of her report that he cites as perhaps suggesting otherwise.

This is because the Ombudsman’s statement related to her recommendation for remedy,
which as is explained in the Ombudsman’s covering letter was made to reflect all the
individual and cumulative findings of injustice made within the report, while the material
Sir John cites relates only to ene of many individual findings of injustice.




As is clear from Chapter 14 of Part 1 of the report, there was no gualification to the
Ombudsman’s recommendation that a compensation scheme should be established. The
Ombudsman intended that all those who had suffered a relative loss would receive
appropriate financial compensation once their case had been assessed by the independent
scheme.

On a related point, it also should be emphasised that the concept of “reliance’ should not
be interpreted narrowly. There was no suggestion in the Ombudsman’s report that the
concept of reliance should be interpreted in a way that would require policyholders to
demonstrate that they had made specific investment decisions at a particular time long
passed on the basis of information that they themselves had abtained from scrutiny of the
regulatory returns,

As the Ombudsman explained in paragraph 97 of Chapter 12 of Part 1:

... the reliance that an individual (or his or her advisers) placed on the information
contained within the Society’s returns when considering their financial options could have
been as a result of the comparative analyses of life insurance companies, company
profiles, ratings produced by agencies, or advice derived by actuarial consultants and
others from their reading of those returns.

The Ombudsman’s recommendation for remedy reflected all of her findings and her
curnulative conclusions as to the effects on policyholders and annuitants of a decade of
regulatory failure. Only some of those findings made any mention of reliance on the
returns, and in any case the concept of reliance was applied in a very broad manner by the
Ombudsman within her report.

There is thus no direct link between an ability in an individual case to prove reliance on
the returns in a narrow sense and her intention as regards eligibility for financial redress
for all the injustice the Ombudsman found was sustained.

Identification of passages in the report

As for passages from the Ombudsman’s report which substantiate a view that ‘absent...
serial maladministration... no reasonable investor would have joined or remained with
Equitable Life from 1991 onwards’, it should be pointed out that the Ombudsman made no
such explicit finding within her report. Nor did her letter to Sir John suggest that she had.
She said in that letter that ‘in essence’ such a view was supported by the content of her
report.

The Ombudsman’s role was to determine whether maladministration had occurred and, if
s0, whether injustice had resulted from that maladministration. It is a different task, one
on which the Ombudsman could not have embarked, to assess the responses of each
individual Equitable Life policyholder in the hypothetical situation that would have existed
had no maladministration occurred,

That the Ombudsman’s findings covered the whole of the period from July 1991 and went
to the heart of the role of the regulators is not in any serious doubt. Nor is there any doubt




that the report concludes that the effects of the regulatory failures identified by the
Ombudsman included hiding from public scrutiny the issues which, although they grew in
seriousness over the period covered by the report, were present from at least July 1991.
Had complete and accurate information about the position of Equitable Life been available
from that date, professional observers would have heen able to identify the risks that were
always present in relation to the financial pesition of the company.

This is demonstrated by the following passages from Part 1 of the report:

the paragraphs {11 ta 58) of Chapter 12 where the specific consequences of
maladministration are set out - it is clear from those paragraphs that the
Ombudsman considers there to be a direct link between regulatory failure and the
lack of public information about the prablems which were later to lead to the
closure of Equitable Life.

the paragraphs (59 to 81) of the same Chapter where the general consequences of
maladministration are set cut - this further reinforces that connection, explaining
that the effects of maladministration inciuded that, throughout the peried from July
1991:

the financial position of Equitable Life ‘looked very different to those
considering investing in it’ than the real position (paragraph 66); and

. the failure to consider the growing problems facing Equitable Life ‘enabled the

Society to continue to grow and to attract new business” (paragraph 70}.

the paragraphs (82 to 168) of Chapter 12 where specific findings of injustice are
made, within which the Ombudsman explains:

that the subject matter of her findings were ‘central to any assessment of the
financial condition of the Society’ (paragraph 93);

. that maladministration ‘undermined the ability of the users of the returns to be

able to rely on the information contained within those returns as being
complete, accurate and compliant with what the law required’ (paragraph 94);

that, if maladministration had not occurred, ‘the financial position of the
Society, as published in its returns, would have indicated the potential
exposure of the Society to the growing liabilities that... guarantees produced’
and that this was ‘a critical factor for any potential investor to take into
account...’ {paragraph 114);

that the failure to address this meant that ‘existing and potential policyholders
lost the opportunity to take informed decisions about their affairs in full
knowledge of all the factors related to the Society’s financial position that
were relevant to such decisions’ {paragraph 119}; and

that, had the regulators acted properly in relatien to the financial reinsurance
arrangement, ‘the attractiveness of the Society as a potential investment
vehicte would have been wholly undermined’ and that their failure to do so

$5




does from:
» the governance of the company;

« through the sustainability and affordability of its bonuses and the provision it made
far valuable and flexible guarantees and the policies it adopted to handle the
liabilities associated with those guarantees;

s to the way in which impermissible methods were used to hide the fundamental
weakness of Equitable Life; and

= the way in which it was permitted to continue to take on new business.
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