Mr P Myners, Thursday 16" September 2004
HM Treasury,

1 Horse Guards Road,

London.

SW1A 2HQ

Dear Mr Myners,

INDEPENDENT REVIEW OF THE CORPORATE GOVERNANCE OF MUTUAL LIFE
OFFICES: CONSULTATION DOCUMENT

Thank you for sending us your Consultation Document dated 9™ July.

Please find attached our written response to this consultation. Our response takes the form of an
Executive Summary, an outline of a possible code for Mutual Life Offices, a suggested Performance
Report for awith-profit office with the equivalent expected for unit linked funds and an appendix
containing our responses to your specific questions.

We would be happy to meet you to discuss this matter in more detail if you fedl it is appropriate.

Y ours sincerely,

Stephen Maran
Chairman



THE MYNERSREVIEW: LIVERPOOL VICTORIA’S RESPONSE
EXECUTIVE SUMMARY AND PROPOSED WAY FORWARD

EXECUTIVE SUMMARY

1.1  Liverpool VictoriaFriendly Society, formed in 1843, isthe UK’ s largest
Friendly Society. The Liverpool Victoriagroup of companies has more than
2.5 million members and customers, who trust us to manage approximately
£6.9 billion on their behalf.

1.2  Thesociety provides a broad range of financial services, including life
assurance, general insurance, asset management, banking services, independent
financial planning advice and is the only Friendly Society to own a bank.

1.3  The Society isthe fourth largest mutual organisation behind Standard Life,
Roya London and NFU and has an outstanding past performance record in
terms of returns for its members (see Appendix 1)

1.4  Liverpool Victoria s conclusionsin relation to the Review are as follows:

€) To alarge extent, the problems that occurred in Equitable Life related
purely to the circumstances of that Society and the individuals who
were involved with it.

(b) A number of changes to the regulatory regime have occurred since then
which make the likelihood of arepeat of the Equitable Life situation
much more remote.

(© Adding further layers of Governance will place mutuals at a competitive
disadvantage and undermine the good practices that exist currently in
the mutual sector.

(d) While the current Combined Code works reasonably well for PLCs, itis
not all directly applicable to mutual offices.

(e Great play has been made of the role that analysts, rating agencies and
large shareholders play in providing extra checks and balances for
PLCs. Wewould agree that these bring additional challenges on the
Management and Board of a PLC. We are however less convinced,
based on the experience of our individual Board Members, that the
additional challengeis necessarily along term beneficial one for the
policyholders of the PLC. Over 50% of Liverpool Victoria s business
is sold through Independent Financial Advisers who play a significant
rolein advising their clientsin regard to the bonus policies and capital
strength of the various product providers, including mutuals.

) We do not, therefore, see that a new Governance body should be created
in addition to the existing Board or Committee of Management to
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provide an oversight role. Instead we propose that a document detailing
the performance of typical policies should form part of Mutual Life
Offices' Report and Accounts. Thiswould show the level to which the
organisation is delivering benefits to the policyholders.

(9) In summary, we would make two recommendations for the
strengthening of Mutual Life Office Corporate Governance:

A that aMutual Life Office Combined Code be put in place to
provide a governance structure which is equivalent to that
applicable to PLCs.

B that the Report and Accounts of Mutual Life Offices contain a
specific report detailing the performance of its policies over the
period under Review.

In Section 2 of this Summary, we provide a proposed Mutual Life Office
Combined Code in principle form (in accordance with Recommendation A) and
in Section 3 an example of a Performance Report (in accordance with
recommendation B).
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MUTUAL LIFE OFFICE COMBINED CODE

21  Wewould propose that the ‘Mutual Code' should incorporate the following

provisions, shown using the structure of the existing Code:

SECTION 1 COMBINED CODE MAIN MATTERSFOR THE
COMPANIES PRINCIPLE MUTUAL CODE
DIRECTORS

A.1 TheBoard

Every company should be
headed by an effective
board, whichis
collectively responsible for
the success of the

The existing provisions are
suitable for inclusion.

(NB “ provisons’ means
Main Principle, Supporting
Principles and Code

company. Provisions, as appropriate)
A.2 Chairman There should be a clear The existing provisions are
and chief division of responsibilities | suitable for inclusion.
executive at the head of the company

between the running of the

board and the executive

responsibility for the

running of the company’s

business. No one

individual should have

unfettered powers of

decision.
A.3Board The board should include a | The existing provisions are
balance and balance of executive and suitable for inclusion.
independence non-executive directors We believe that more

(and in particular prescription is desirable, for

independent non-executive | example that a majority of

directors) such that no directors should be non-

individual or small group | executive but that at |east

of individuals can one third should be

dominate the board’'s executive.

decision taking.
A4 There should be aformal, | Theexisting Code provisions
Appointmentsto | rigorous and transparent are suitable for inclusion.
the Board procedure for the

appointment of new
directorsto the board.

A.5 Information
and professional
development

The board should be
supplied in atimely
manner with information
inaform and of aquality

The existing Code provisions
are suitable for inclusion.




appropriate to enable it to
discharge its duties. All
directors should receive
induction on joining the
board and should regularly
update and refresh their
skills and knowledge.




A.6 Performance evalug

The board should
undertake aformal and
rigorous annual
evaluation of its own
performance and that of
its committees and
individual directors.

The existing Code provisions
are suitable for inclusion.

A.7 Re-election

All directors should be
submitted for re-election
at regular intervals,
subject to continued

satisfactory performance.

The board should ensure
planned and progressive
refreshing of the board.

The existing Code provisions
are generally suitable for
inclusion. Voting should
include provision for
delegates or other
representatives.

REMUNERATIO
N

B.1 TheLevel and
Make-up of
Remuneration

Levels of remuneration
should be sufficient to
attract, retain and
motivate directors of the
quality required to run
the company
successfully, but a
company should avoid
paying morethanis
necessary for this
purpose. A significant
proportion of executive
directors remuneration
should be structured so
astolink rewardsto
corporate and individual
performance.

The existing Code provisions
are generally suitable for
inclusion.

Provision B.1.2 and
reference to optionsin B.1.3
are inapplicable for mutuals
like Liverpool Victoria.

B.2 Procedure

There should be aformal
and transparent
procedure for developing
policy on executive
remuneration and for
fixing the remuneration
packages of individual
directors. No director
should beinvolved in
deciding his or her own
remuneration.

The existing Code provisions are br
suitable. Re B.2.4, the Listing Rules
apply but appropriate disclosures s
be made.




ACCOUNTABILI
TY AND AUDIT

C.1Financial The board should present | The existing Code provisions

Reporting abalanced and are suitable for inclusion but
understandable reference in the Supporting
assessment of the Principleto “ price-sensitive
company’ s positionand | public reports’ is not
prospects. appropriate.

C.2Internal The board should The existing Code provisions

Control maintain asound system | are suitable for inclusion.

of interna control to
safeguard shareholders
investment and the
company’s assets.




C.3 Audit The board should The existing Code provisions
Committee and establish are suitable for inclusion.
Auditors formal and transparent
arrangements for
considering how they
should apply the
financia reporting and
internal control
principles and for
maintaining an
appropriate relationship
with the company’s
auditors.
RELATIONS
WITH
SHAREHOLDER
S
D.1 Dialogue with | There should be a New requirements on
I nstitutional dialogue with mutuals:
Shareholders shareholders based on the | - establish an appropriate

mutual understanding of
objectives. The board as
awhole has
responsibility for
ensuring that a
satisfactory dialogue
with shareholders takes
place.

members group with which
it should have active
engagement to communicate
performance, policies,
strategies and devel opments
- all members should be able
to volunteer for membership
of the group and any
selection process should
open and based solely on the
individual’s commitment to
the organisation and its
member ship

- use of Report & Accounts
to disclose performance of
policies against certain key
criteria (and possibly
indices) to be established on
a clear, consistent and
industry-wide basis

- AGM approval of
Remuneration Committee
report

- publishing of the Report
and Accounts on the internet

Note that, for a mutual, the




chief executive and the
member ship services
director arelikely to have a
keyroleinrelation to
member contact.

Requirements must be
proportionate and cost-
effective. For example,
given typically very high
member ship numbers,
documents such as the
Report and Accounts should
be made available on
request and not sent
automatically to all
members.

D.2 Constructive
Use of the AGM

The board should use the
AGM to communicate
with investors and to
encourage their
participation.

References to investors
would more appropriately
be references to members.




Note that, in general, references in retained parts of the Code to “(major) shareholders’ should be

SECTION 2
INSTITUTION
AL
SHAREHOLDE
RS

E.1 Dialogue
with companies

Institutional shareholders
should enter into a
dialogue with companies
based on the mutual
understanding of
objectives.

We do not believe that these
matters are strictly relevant
to the Mutual Life Office
Code.

E.2 Evaluation
of Governance
Disclosures

When evaluating companies
governance arrangements, particu
those relating to board structure a
composition, institutional shareho
should give due weight to all reley
factors drawn to their attention.

We do not believe that these
matters are strictly relevant
to the Mutual Life Office
Code.

E.3 Shareholder
Voting

Institutional shareholders have a
responsibility to make considered
their votes.

We do not believe that these
matters are strictly relevant
to the Mutual Life Office
Code.

changed to references to members throughout.
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PERFORMANCE REPORT

See aftached.




Appendix
Repliesto the Specific questions posed by the Review
Cor porate gover nance guidance

Q1. Towhat extent doesthe current guidance on cor porate gover nance, particularly the
Combined Code, provide an appropriate framework for mutual life offices?
Would another approach be mor e effective?

We would wel come information on the extent to which mutual life offices currently comply
with the Code.
In what ways might a new code be tailored to better suit the circumstances of mutual life
offices? It would be helpful if you could identify any specific aspects of the current guidance
that you consider are either not relevant to or inappropriate for mutual life offices as well as
any additional measures that you think would be more suited to the mutual life form.
We would particularly welcome your perspective on therelevance to mutual life
offices of the “comply or explain” principlein the Code. Theprinciple, which is
designed for public limited companies, has at its foundation the existence of an
on-going dialogue between the company and its shareholders. How relevant isit
to the different circumstances of the mutual life sector?
We would wel come innovative thoughts on how the “ comply or explain” principle might be
made mor e effective for mutual life offices, for example through fostering a more meaningful
dialogue with policyholders or their representatives. Alternatively, should it be replaced?

I ntroduction

Liverpool Victoria believesthat good corporate gover nance is best delivered through:

- astrong, effective board of directorswith a significant and appropriate non-executive
presence;

- arobust and all-encompassing risk management process; and

- an effectiveinternal audit function and an audit and compliance committee with a
broad remit and the ability to challenge management on key issues.

Combined Code

Liverpool Victoriaregardsthe existing Combined Code as a valuable contribution to
good corpor ate governance in the UK. The Society already complies with many aspects
of the Code and, although not bound by the Combined Code, is moving to compliance
with the provisionsthat are appropriate to mutuals over the next 12 months.

We anticipate that thereiswide diver gence across theindustry in respect of mutual
offices’ governance practices and Code compliance, as there will be among unlisted
proprietary companies.

While we believe that the principles of good gover nance are generally applicable across
different types of organisation, we would welcome a new code of good gover nance
specifically designed for mutual organisations, to ensurethat it is effective, relevant and
proportionate.



Provisionsrequiring a new approach would include those wher e, even with the
substitution of “member” for “shareholder”, the provision will not work. For example,
it would not be possible to consult with “major shareholders’ or have dialogue with
“Institutional Shareholders’ asenvisaged by the Code.

Similarly, translating the requirements for communication with shareholdersinto
communication with memberswould need careful consideration as member ship

or ganisations may have many more membersthan an equivalent-sized proprietary
company would have shareholders.

For example, Legal and General, a company significantly larger than Liverpool Victoria
Friendly Society, had (at 31 December 2003) 62,214 shareholders compared to Liver pool
Victoria’snearly 1 million members. While communication isvital, the potentially
disproportionate costs that might be faced by member ship organisations having to
undertake the same communication exer cises (for example sending a copy of the Report
and Accountsto each shareholder) could be a poor use of the members’ money.

Governance should establish minimum standardsto help avoid problems affecting the
wholeindustry. Beyond that, we believe that good cor por ate gover nance should be a
matter of commer cial differentiation and advantage but this should result from the
organisation’s superior performancein gover nance and not from the application of
different regimesto different organisations. Similarly, disproportionate cost
disadvantagesresult from the application of the gover nance regime.

Subject to the specific matters set out above, we believe that a new “ Mutual Code’

should broadly follow the existing Code but with carefully thought through requirements
for engagement with the member ship, a point which we cover in our reply to question 7.
We believe that inclusion in the Report and Accounts of details of the organisation’s
approach to member involvement might be a requirement of a new Code.

“Comply or explain” and monitoring

Recognising that organisations vary widely in many ways, we believe that the “ comply or
explain” principle should continue to be incorporated in any code specifically created for
member ship organisations. Thiswill enable action to betaken to ensurethat compliance with
the Codeis appropriate to the specific organisation. Compliance with the Code should be
subject to self-certification in the Report and Accounts. Review of thismatter could also be
included in subsequent FSA “Arrow” visits.

Monitoring of the principleis necessary to ensurethat the “explain” option isnot used simply
to avoid disclosuresthat the organisation would prefer to be kept secret. We would not favour
any “enforcement” of thecode. Theissue of any aspects of the Code not complied should be
raised by membersat the AGM and it should be for the board to discuss with the member ship
the continued use of the “ explanation” option.



Q2. What isthe best way of securing mutual life offices compliance with cor por ate
gover nance best practice?

Asnoted in theintroduction, listed companies arerequired by thelisting rulesto make a
statement on their compliance with the Combined Code. No such arrangement currently
exists for mutual life offices, whose adherence to the code is entirely voluntary. In what
ways might current or any new guidance be made more binding?

We believe that good complianceisbest achieved through theintegrity of the offices’ boards,
the involvement of the or ganisation’s member ship and the FSA.

TheFSA isalready involved to what we believe is an adequate extent through its Approved
Person’s programme and itsrisk and control initiatives, as evidenced by itsrecent “Project
Arrow” visits. However, monitoring of mutuals' compliance with any specific code applicable
to them could be achieved in the same way asthe FSA monitorslisted companies compliance
with the existing code.

A new code for mutuals could be made compulsory, asisthe current codefor listed
companies. We believethat our approach to the “comply or explain” principle (in reply
to question 1 above) will reinforce compliance with both the letter and spirit of the Code.



Board effectiveness

Q3. In your opinion should the ownership structure or the nature of the business
conducted by a life mutual affect the composition or structure of itsboard? If so how?

In particular:

Doesit have any implications for the balance on the board between executives and non-
executive directors?

How important is it that that the non-executive directors of life mutuals should possess
specialist knowledge? What specific types of knowledge are most relevant to the conduct of
life business in a mutual ownership framework? In what ways might life mutuals establish the
relevance of candidates' knowledge and see that it is kept up to date?

What board committee structure do you consider to be effective? Isthere a case for any new
or different type of committee?

We would welcome any examples you may have of good practice as well as ideas on how best
to achieve the desired outcomes.

Please notethat all our responsesreflect the views of the whole of the Society’s board but
those to Questions 3, 4, 5 and 6 are specifically endorsed by our non-executive directors.
Structure

In general, we do not believe that the owner ship structure of an organisation such asalife
mutual should necessarily affect the composition or structure of itsboard but we do believe

that the nature of its business should have a strong influence on the board’s constitution.

Board composition

Liverpool Victoria hasa majority of non-executive directorson its board and believes
that thisasan appropriate mode for all mutuals. However, we also recognisethe
importance of a strong executive representation on the board to ensure an appropriate
balance.

All of Liverpool Victoria’s non-executive director s have relevant professional
gualifications and experience (two are Actuaries, two are Accountantsand all have
consider able experience at senior levels of theretail financial servicesindustry).

Clearly, thefinancial and actuarial disciplines have major rolesto play in the running of
life companies and we believe that professional qualifications of thissort are extremely
valuable. However, we also appreciate that other qualificationsand experienceare
equally valuableto the functioning of the board, for example oper ational,
administration, legal, sales, general management and marketing.

Wedo not believethat any particular professional qualifications should be made
mandatory for such appointments. Of moreimportance arethe calibre, experience and
behaviour of theindividuals appointed to the board and the board’ s balance in sKills,
expertise and experience. We do not believethat it isthe function of a board to
reproduce all the skills present in the management of the company.



The existence of relevant expertise and experience of directors should be verified at the
time of appointment through therecruitment and appointment processes. Continuing
education should be made available to director s through the company itself and by
access to outside cour ses and monitored by an annual review process.

In accordance with the Combined Code, brief career biographies of board members
should be supplied to members and policyholders as part of the election and re-election
process.

Committee structures

TheLiverpool Victoria board has a Remuneration and Nominations Committee, an
Audit Committee and a committee focusing on thelife businessin the group. Our
experienceisthat this structure worksvery well in supporting the strong governance
regimethat existsin the Society.



Q4. In your experienceistheinformation and advice (including actuarial advice) used by
the non executive director s of life mutuals sufficient —in terms of quality and relevance —
to enable them to exer cise effective over sight of the executive? In what ways might it be
improved? If moreinformation and adviceis needed, what are the resource
implications? Do similar issues arise for the non-executives of other complex businesses,
such aswholesale banking or science based businesses?

What factors determine the quality and relevance of the information and advice used by the
non-executives of mutual life offices?

What role might use of external information and advice play in better equipping the non-
executives of mutual life offices to performtheir duties?

In its recent consultation documentl, the Morris review of the Actuarial Profession |ooks at
specific issues surrounding the FSA’s plans to re-define the role of actuaries within life offices
(particularly plans to replace the role of appointed actuary with new actuarial roles) and
whether non-executive directors have sufficient expertise and information to challenge
actuarial calculations. Thisreview is concerned with all of the responsibilities of the board of
a life mutual, including oversight of the actuarial function.

Wedo not believethat it is possibleto generalise asto the information and advice availableto
non-executive directors of life mutuals - no doubt practice varieswidely acrossthe industry.
We anticipate that the challenges faced by non-executive directorsin thelifeindustry will be
similar to those faced in other complex and technical businesses and believethat, in all cases,
the skills, experience and effectiveness of the non-executive directors are of primeimportance.

Inadequate directors are unlikely to perform competently, irrespective of the information they
aregiven. Directorsof theright calibre, with theright induction and continuing development,
will be ableto identify and obtain the necessary information, in termsof clarity, quality and
relevance, if that isnot already being supplied by management. It isvital that the non-
executive director s challenge management on issues such asthe provision of sufficient and
clear information and not mer ely accept what they are given.

Liverpool Victoria usesthe services of an external actuarial consultancy tofill the
Appointed Actuary role and believesthat this structure gives the non-executive directors
avaluable independent sour ce of information and advice, as does accessto the
company’sexternal auditors. The non-executive directorsareableto seek other
independent input that they feel necessary.

Thenew rules state that an actuarial review should be carried out as part of the audit
process. Directorswill review this, together with any other independent review of
liability valuations and capital adequacy statements. We echo the Penrose view that
director s should not necessarily be able to perform such calculations but must be capable
of under standing them.

Liverpool Victoria’sboard hasno hesitation in seeking moreinformation or adviceif it
feelsit necessary; resource and cost implications being of secondary importance to the
need for the board to have sufficient information and advice.



Q5. What istherole of the non-executive director in a complex or technical business? In
particular what istheir capacity to under stand and to challenge the executive over
technical aspects of the business?

And

Q6. What can the owners of a complex or technical businessreasonably expect of itsnon-
executive directors? How would you characterisethe practical limitations of a non-
executive director? What steps might betaken to codify what isreasonable and realistic
in this context? Should executives and non-executives have the same legal dutiesto the
company?

The Penrose report highlights the practical challenges faced by non-specialist non-executive
directorsin overseeing technically complex aspects of the life insurance business. How are
these challenges met in your experience? Are there some specific areas of business that are
mor e challenging than others? Do similar considerations apply in other businesses?

Question 5

Wedo not believe that the solution to the challenges posed by any complex or technical
businessesisto have a board ableto reproduce all of the functions of the company’s
management.

The challenge must be met by the appointment of individuals with theintelligence, skills
and experience to under stand well presented, appropriately ssmple and clear
explanations of complex or technical issues.

They should be ableto question and challenge the content and nature of any material
presented by management. If it isnot adequate, appropriate, well presented and clear
they should have absolutely no hesitation in saying so and demanding the infor mation
they need to dischargetheir responsibilities.

They should aim to have an overview of the business and not get bogged down in
unnecessary detail.

Question 6

The ownersof any business should be able to expect their non-executive directorsto
meet the requirements of therole described in answer to Q5 above. Owners must be
ableto expect diligence and integrity in performance of thisfunction.

Non-executive director s lacking the necessary skills and experience, or thosereticent
about challenging management will not fulfil the role adequately.

Clearly, the key challenges facing a non-executive director of a life company isthe
technical and complex nature of the business, most particularly in respect of accounting,
actuarial, legal and regulatory matters. These challenges are magnified by the fact that
he or sheisnot involved in the businesson a day to day basis. The non-executive
directorsshould not try to run the business at a detailed level but should help to set



strategy and question and challenge management to ensure that they are also fulfilling
their roles correctly.

We understand that some codification of the role of directorsisproposed and anticipate
that this could usefully incorporate further guidance on theroles of non-executive
directors. We believethat executive and non-executive director s should have the same
legal duties.

An outline of relevant skills and experience valuable to the boar ds of life companies
could form part of any codein thisarea. However, it should beillustrative and not
prescriptive, asthe exact constitution of a board should beleft to the company and the
board, in thelight of specific requirements and available resour ces.



Policyholder voice

Q7. What role should policyholders play in the running of mutual life companies?
Aretherepractical barriersto policyholder participation in UK life mutuals? What
action would be needed to allow mor e effective engagement?

In what ways are policyholders currently engaged? Do you have any practical suggestions on
how we could achieve a better dialogue between life mutuals and their owners across the
sector? Isthere arole for better disclosure of information? We would particularly welcome
any examples of good practice that you can provide.

It would be helpful if you could also consider what the consequences would be of
increasing policyholder involvement. In particular, what checks and balances would
there be against narrow policyholder interests prevailing to the potential detriment of
theinterests of other groups of policyholders? It isworth noting that not all
policyholders share the same inter ests — different types of policyholders may have
different objectivesfor the company —and not all policyholders are voting member s of
life mutuals (for exampleinvestorsin unit linked funds and annuitants may not be
members).

What role should the board play in ensuring equity between different groups of policyholders?
Isthere arolefor other organisations or groups to act on policyholders’ behalf? If so, what
organisations or groups would be best suited to such arole?

Role of members

We note that non-shar eholding policyholders play norolein the running of proprietary
life companies and believe that this should also apply to policyholderswho are not
member s of mutual insurers.

Mutual life company members should be able to play a similar rolein therunning of the
company, aswould their shareholder equivalentsin a proprietary organisation. This
includes the opportunity to question the board at any AGM or EGM, to join together to
propose resolutions and to vote on issues at company meetings.

Beyond this, we feel that mutual organisations could do moreto develop relationships
with members, whilerecognising that it isthe board of directorsthat runsthe company.
To help develop theserelationships Liverpool Victoria operates free member telephone
help lines and also offers a number of valuable member ship discounts on policies.
Liverpool Victoria also finances a hardship fund for the benefit of members,
administered by a committee of members.

Further services should beinvestigated to assist membersand so build closer linkswith
them. These might include member ship newsletters and support services, for example
through further development of approachesto help policyholders avoid unnecessary
lapsing or discontinuance of policies.



Liverpool Victoria’s|nvited Members Group

All Liverpool Victoria’'s Membersareinvited to put themselves forward as a potential
member of the* Invited Members Group”.

Whilethe name of the Group might suggest that Group members are hand-picked by the
company, possibly with the expectation that it will not challenge the organisation, thisis
not the case. The selection processimposed in respect of member ship of this group seeks
only to achieve quality of contribution and avoidance of potential conflicts, for example
where a member isan employee of a supplier to Liverpool Victoria.

This group has a current member ship of 58 and meetstwice a year to provide aforum
for business presentationson Liverpool Victoria'sfinancial performance, strategy and
new developments. It also provides memberswith the opportunity to make comments
and ask questions of executives. One of these meetingsis arranged for the morning of the
Society’s AGM, which members are also encouraged to attend. Some member s of this
group are also invited to act astellersat the AGM, if apoll isrequired.

Currently, 45 membersareon the waiting list for theinvited membersgroup and these
individualsareinvited to take part in regional focus groups and so participatein
meetings and surveys, providing feedback on new and existing products and services.

We see this approach as a possible starting point for the development of member
involvement in their company. A new Code for mutuals might require an explanation of
members' rights and the organisation’s approach to member involvement to be included
inits Report and Accounts.

We agreethat it isimportant to appreciate that the inter ests of members may not accord
in all respectsand have already recorded our reservationsin respect of the apparently
widely-held view that the involvement of largeinstitutional shareholdersisa major asset
in the good gover nance of proprietary companies.

Therole of members groups

Wedo not believe that seatson the board for representatives of members groupswould
better servetheinterests of members. Thiscould lead to narrow policyholder interests
prevailing to the potential detriment of other groups of policyholdersand might put an
invidious burden of potential liability on any member-nominated directors. The severe
difficulties faced by the non-executive director s of Equitable L ife, who were experienced
and ableindividuals, illustrates that the role might be beyond the abilities and
experience of the majority of members, irrespective of their other skillsand
backgrounds.

We believe that the members’ interests are best represented by the existing board
structures. However, we would always encour age communication and contact between
thedirectors (particularly the non-executive directors) and members.

Balancing the interests of different groups




Life company boardswill be used to balancing the inter ests of different generations of
policyholders, for examplein with profit funds, and a competent board should equally be
ableto balance the interests of different groups of policyholders. Wedo not seea
differencein thisrespect between mutual and proprietary companies and believe that
the creation of the new PPFM documentswill assist in thisarea.

L ack of member involvement

It isopen to debate as to how many member s want to become actively involved in the
running of therelevant organisation.

We see lack of specialised knowledge and experience, lack of interest and concern over
personal liabilitiesasthe key barrierstoincreasing involvement in therunning of
organisations. We believe that these factorswill apply regardless of whether they are
shareholders of proprietary companies or members of mutual organisations.



Q8. Lord Penrose saysthat in alife mutual “ ...it isthe policyholder swho are the sour ce
of therisk capital for the enterprise.” (Chapter 20 paragraph 51). What does this mean
for therelationship between a mutual life office and its policyholder s?

What implications does the mutual form have for the way in which a firm conducts life
business? For example, should mutual life offices be more risk averse than their proprietary
counterparts? Is there evidence that they are more risk averse?

What information is supplied to policyholders on the business strategies of their offices?

In what ways are policyholders made awar e of the risks attached to the strategic decisions of
their Boards? What account is taken by boards of policyholders' attitude to risk?

Wedo not believethat it isnecessarily correct to equate the position of memberswith
that of shareholders. Thefree assets of a mutual insurer will have been built over alarge
number of years and memberswill not have subscribed specific risk capital to the
organisation, aswould a shareholder.

In aproprietary company, there will be constant tension between the inter ests of
policyholders and shareholders. Someindividualswill fit into both categoriesbut it is
likely that the majority will fit into only one with ownerswho are not policyholdersand
policyholderswho are not owners.

With a mutual officethereislikely to be a greater incidence of ownership and
policyholding as all of the ownerswill be policyholders, although there may be some
holder s of policiesthat do not confer member ship rights.

While we recognise that a difference liesin the ability of shareholderswho are
policyholdersto realise their investment in the company whileretaining their policies, it
isour opinion that matters of approach torisk are substantially common to mutual and
proprietary organisations. All life companies have to identify the needs and inter ests of
both their ownersand their policyholders and manage the business according to the
legitimate interests of both constituencies. We believe that the new Individual Capital
Assessments, which closely link risk and capital, will reinfor ce this common approach to
risk and risk management.

Wedo not believethat it is helpful to set out areas where a mutual life office might be
different from a proprietary office, just because of its mutual form. The differencesthat
do exist will beinfluenced, primarily, by the organisation’s specific position in terms of
capital, trading position, strength and philosophy rather than by its ownership or
structure. All companieswill give careful consideration to the attitudetorisk of its
members and investors.



Regulation

Q9. Lord Penrose acknowledges that the FSA’swork since 1997 “...has sought to
anticipate many of the lessonsthat might be drawn by thisinquiry and it should come as
no surprisethat it haslargely succeeded in that.” (Chapter 30 paragraph 3). In sofar as
cor por ate gover nance is concer ned do you agree?

In what ways, in your experience, is supervision by the FSA currently concerned with mutual
life offices’ corporate governance? How effective are the instruments currently at its
disposal ?

The FSA’sguidance on risk and systems of management and control and individual
responsibility for regulated functions have helped to set the appropriate framewor ks for
life offices.

The Society’srecent “Arrow” visit has also been a helpful “audit” of Liverpool
Victoria sprogressin thisrespect. We also notethe FSA’srolein the new Individual
Capital Assessment requirement that hasfurther emphasised the importance of risk
management.



Q10. Isthereafurther rolefor the FSA to play in improving firms' cor porate
gover nance?

If so, what form might thistake, and what would the practical consequences be? In
particular, what safeguar dswould exist to ensurethat, in doing so, a proper distinction
remained between the responsibilities of the FSA asa regulator and theresponsibilities
of thelife mutual’s own board?

In general, we do not believe that any further direct FSA involvement in cor porate
governanceiswarranted, except perhapsin cases of severe deficiencies being identified
in an office’s approach or performancein thisarea whereintervention is necessary to
protect theinterests of members. The FSA’s current involvement in matter s concerning
thefitness of directorsshould continue and might be enhanced further, after
consultation with theindustry.

In our opinion, the running of a company isthe responsibility of the company’sboard
and it isnot appropriate for the FSA to play any further rolein gover nance beyond
promoting under standing of theissuesthrough its educational programmes and the
monitoring of performancein thisarea. Aswith other aspects of governance, we feel
that the involvement of the FSA should be consistent, irrespective of the business
owner ship structure.

We believe that the processesreferred in respect of Q9 above should continue and that
the* Arrow” process could be developed further to cover mor e aspects of gover nance.

If any Coderequired areport on the organisation’s performancein the area, submission
of that report to the FSA could be made mandatory as part of a monitoring role on the
part of the FSA.

We believe that some form of certification from the FSA asto compliance with these
variousrequirementswould be of benefit to members.



Market disciplines

Q11. Listed companies are subject to theinfluence of their shareholders particularly
lar ge shareholders and therisk of take-over. What market forces are most relevant for
mutual life offices? How effective arethey in promoting good per for mance and how
might they be enhanced?

What scope is there to enhance the external disciplines on mutual life offices? For example,
can you think of a body or group that might behave in a similar fashion to the large
shareholders of a public limited company?

Could more independent monitoring of life mutuals have a role to play? If so, by whom? What
information might they need to perform this function?

We would welcome innovative and practical ideas.

We note that considerable emphasis appearsto be placed on the beneficial role of large
institutional shareholdersin ensuring good cor por ate gover nance, to the benefit of
individual shareholders, but do not agreethat thiswill always bethe case. Theinterests
of such institutional shareholderswill not always be aligned with those of the individual
investor.

For example, the current take-over bid for the Abbey Bank islikely to be accepted, if at
all, by the votes of institutional shareholders even though it might be unattractiveto
individualswho may not want to hold shares denominated in Eurosand listed on a
foreign stock exchange.

Although we under stand that some mutuals ruleswork in thisway, we do not believe
that individualswith larger premiums, investmentsor a greater number of policies
should be given greater influence over the Society, in the way that owning more shares
might give greater influence over a proprietary office.

In respect of possibletake-over, there are many external and competitive forces that
could influence a decision on demutualisation, including the need for scale, capital
requirements and policyholder sentiment.

In the pagt, it might have been difficult for membersto form sufficiently large groupsto
influence such mattersasthese but the first demutualisation votein respect of Standard
Lifeillustratesthat they are not insurmountable.

The advent of the Internet has also made it much easier to form pressure groupsand
advertisetheir existenceto large numbers of members. Thismakesit easier for
individual membersto create a body capable of acting like a major shareholder.

Oneissue facing membersis being ableto determine therelative strength and
performance of their company in order to form aview asto the wisdom of its
continuation as a mutual or the possible benefit of an alter native trading approach.

Mor e readily comparable key information might be of benefit to membersif certain
industry indices could be compiled on an agreed, clear and consistent approach. A trade
body approved by the FSA might produce thisinformation which could be made
available to members, for examplein the Report and Accounts. We believethat thisisa



maitter affecting the wholeindustry and, if adopted, should apply to proprietary offices
aswell asmutuals.

Theroleof Independent Financial Advisers, and organisations compiling their “best advice
lists”, should not be overlooked in respect of scrutiny of mutual offices. Over 50% of Liverpool
Victoria'sbusinessis sold through IFAswho play a significant role in advising their clientsin
regard to the bonus policies and capital strength of the various product providers, including
mutuals.

In addition, there are a number of influential surveys and league tables produced by market
commentators, the FSA and firms of accountantsthat must be taken into account by
or ganisations seeking commer cial success.

Although it istrue that many memberstakelittle or nointerest in therunning of the company,
therole of membersshould not beignored. An increasing number of members are awar e of
governance principles and good practice and member s have the ultimate sanction of pushing
for demutualisation.



The potential advantages of financial mutuals

Q12. Do specific barriersexist to the success of mutual businessesin the UK? If so, how
might they be addr essed?

And

Q13. What aretheforcesthat drive demutualisation? What are theimplications of
demutualisation for membersand customers?

Theory suggests that financial mutuals should enjoy certain inherent advantages.

Consistent with this, some individual mutual businesses have enjoyed notable success.
Nonetheless empirical evidence suggests that overall the main trend in the UK is towards
demutualisation. In the UK, some 12 major life insurers have demutualised since 1990. A
similar trend has been observed in the USas well asin Canada, South Africa and Australia,
though the same is not the case in most other European countries.

Why, in your view, is this the case?

What competitive or other business advantages does mutuality confer? Do you consider that
particular types of financial sector business lend themselves to mutual owner ship structures?
In your view, what new business opportunities exist for mutually owned businessesin the
financial sector? What, if any, are the barriers to these opportunities being exploited?

What are the practical consequences of demutualisation, particularly for the interests of the
firms’ members and their customers?

In answering questions 12 and 13 we have confined our selvesto consideration of the
mutual life sector which isthe area of our expertise.

Q12

We believe that barriersto success apply more by referenceto the strategy, philosophy,
strength and management of companiesthan to their trading style.

That said, a key advantage of mutual officesisthe absence of the need to provide a
return to shareholders. We note that the comments accompanying this question refer to
“theory” suggesting that mutuals “should” enjoy some advantages but we believe that
thiskey advantageisvery real and significant and iswell exploited for the benefit of the
member ship. For Liverpool Victoria, these benefitsinclude enviableinvestment returns,
amembers help lineand hardship fund, member ship discounts and an approach to
claimsthat putsthe emphasison helping the claimant.

Benefits also exist where a mutual isableto serve a small niche market that might
otherwise be overlooked or treated less favourably by proprietary offices.

Wewould refer you to an articlein the Daily Telegraph on Saturday 24™ July which
showed that thetop 5 companiesin termsof return on 25 year endowments maturingin
2004 were mutual offices. Liverpool Victoria wasthe company giving the best returns.

Thekey disadvantages of mutuality might include:
- thecurrent unfavourable media focus on the mutual sector (and with profits business
in particular) asaresult of issuesin just two companies;



- thepossibledifficulty of raising capital in the market; and
- theunavailability of share option schemesfor staff.

We believe that a successful outcometo the work of the Review should be positioned to
assist in tackling thefirst of these disadvantages. Restoring the position of trust widely
enjoyed by mutual insurerswill also help to addresstheissue of the UK population’s

savings gap.

It isour very strongly held view that the benefits of mutuality outweigh the potential
disadvantages. It should be bornein mind that a number of proprietary insurershave
found themselvesin severe difficultiesin recent years. The current issueswith Equitable
and Standard Life should not be allowed to under mine recognition of the general success
of the mutual form of trading.

It should also be noted that we believe that a healthy mutual sector isof significant
benefit to the UK population by having a moder ating effect on premiums across the
whole market.

Q13

We believe that previous demutualisations have resulted from either financial weakness
dueto an inappropriate strategy or thelack of capital, or thereceipt of a particularly
attractive approach from another organisation.

While a generation of membersisableto realisether proprietary interest in the
organisation, our view isthat thisislikely to prove to be a short-term gain taken by
relatively few at the cost of long-ter m disadvantage of generations of policyholders.

We would welcome investigation into approaches that might deter “ car pet-baggers’ in
order to safeguard any free estates built up over many years being enjoyed by only one
generation of policyholders. We believe that thiswould enhance the stability of mutuals.
We understand that thereisan approach in Francethat ring-fences some part of this
free estate on a demutualisation, transferring it to another mutual organisation.



General governance principlesfor financial mutuals

Q14. What specific gover nance arrangements currently apply to other financial

mutuals? In what ways do their gover nance arrangementsdiffer from those that apply to
life mutuals? Which if any of the optionsfor life mutuals could be applied morewidely in
thefinancial mutual sector? What would the consequences be?

Thereview'sterms of reference giveit thetask of considering what general
governance principles might be applied to other types of mutual. Wewould, in
particular, welcome information on any gover nance arrangementsthat are
specific to other types of financial mutual, aswell asyour views on whether any of
the generic options outlined in paragraphs 3.34 to 3.47 of thisdocument might
have somerelevance to those mutuals.

Thisisamatter outside our direct experience.

Market structure

Q15. Do small, affinity group based, mutual life firmsface different gover nance issues
from the largest firmsin the sector?

The UK life market is the largest in Europe and the third largest in the world, with total
premiums of £35bn in 2003-042. Although a number of large mutual insurers converted to
stock ownership in the 1990s, mutuals still account for a significant proportion of UK life
business and include four of the top twenty life offices by total UK net premiumsin 2002. At
the same time, the mutual life sector contains many much smaller firms that are often based on
particular affinity groups.

In your view, is governance inherently stronger in firms of a certain size or with a certain
policyholder base? It would be helpful if you could provide specific examples to illustrate your
response.

In principle, we do not believe that small mutual offices face different gover nance issues
but the experience of some Liverpool Victoria directorswould suggest that, in practice,
differences may exist in terms of the way the challenges are addressed.

These may result from the dependence on one sour ce of business or the difficulty faced
by small organisationsin engaging the range of skillsand the diversity of experience
necessary for today’ s difficult business and regulatory environments. We anticipate that
thisisalso likely to be true of smaller proprietary offices.



Practicein other countries

Q16. Areyou awar e of effective gover nance regimesfor life (or other) mutualsin other
countries? Isthistheresult of aformal (regulatory or government) requirement or isit
voluntary driven by theindustry? Arethere aspects of the arrangementsin other
countriesthat it would be desirable and practical to adopt in the UK?

We are interested to know to what extent the UK differs from other countriesin terms of the
governance of its mutual life firms. While the principles of governance of stock companies are
broadly similar across the OECD, it isless clear whether there are separate governance
requirements for life or other mutuals either in addition to or instead of the arrangements for
stock companies. We would wel come any examples from over seas from which we might learn.
Are you aware of any specific examples of good practice among individual mutual
organisations overseas?

Thisisamatter outside our direct experience but we anticipate that organisations such
as The Association Internationale des Societies d’ Assurance Mutuelle at 114 ruela
Boetie, F-75008 Paris (tel: 0033 142 560449) will be ableto provide information and
assistance.



