The Equitable Life Inquiry Chapter 9

PART IV: GOVERNANCE AND AUDIT

CHAPTER 9: CORPORATE GOVERNANCE

1. The chapters on lifting the veil and on reporting obligations have aimed at
explaining Equitable’s realistic financial position in comparison with its published
position and at explaining how its accounts were prepared and published without
disclosing factors material to an objective assessment of the Society’s state of affairs.
In particular, I have sought to identify the excess allocation of bonus to
policyholders over available assets that contributed to the need to reduce policy
values in July 2001, and pointed to residual weaknesses in the Society’s financial
position. In this chapter I shall explore the background further to expose the
managerial structures and policies that allowed the position to develop.

2. In looking at the governance of the Society, there are some issues to be borne
in mind. The Society has at all material times been an unlimited liability mutual
company. As a mutual, its with-profits policy values are a function of its assets less
prior creditors’ claims. Unless its assets were to fall below the level of its un-
subordinated liabilities to third party creditors, that is creditors other than as with-
profits policyholders of the Society or creditors subordinated to with-profits
policyholders, it could not become insolvent in any absolute sense. The risk of the
Society trading while insolvent in these circumstances was remote. The directors at
all times had the right to cut policy values in the with-profits fund to reduce the
aggregate liabilities of the Society to the level of its available assets. The timing of
such a step would have been critical to policyholders as a whole and individually.
The Society could have become technically insolvent in a regulatory sense well
before it reached a state of absolute insolvency, and that would have been the more
likely occasion of external intervention in its affairs. Regulation of the Society is
discussed later. But for the present it is the internal management of the Society’s
financial affairs that must be the focus of attention.

3. It is also important to bear in mind the risk that concentration on the Society’s
global financial position may divert, and in the past might well have diverted,
attention from the impact of management decisions on groups of policyholders and
on individual policyholders at the point of investment and on claims. An overview of
the business must not ignore the consequences for those directly affected. Equally,
concentration on one cohort of policyholders, for example those whose policies were
about to mature, to the exclusion of those who might be expected to remain
participants in the funds over a longer term, could also affect adversely the fairness
of the decisions reached..

4. The implications for policyholders can be illustrated by reference to the case of
a retirement annuity or personal pension policyholder approaching maturity. Until
the policyholder reached pension age, he would have remained a with-profits
policyholder and a member of the Society. His policy value would have been
vulnerable to any cut announced by the directors. On the day he reached pension
age, had he taken no fresh initiative, his benefits would have crystallised, and
become a fixed liability of the Society. Prima facie the policyholder would
immediately be protected, by the emerging contractual liability, from vulnerability to
cuts in total policy values. But the policyholder would have been confronted by
choice. He might exercise the open-market option and take his benefits elsewhere,
divorcing his future financial interests from those of the Society. He might take his
contractual rights. The annuity would begin to run, wholly or substantially backed
by fixed interest securities. He might exercise the commutation option, and
otherwise take the annuity secured by the contract. He might elect to transfer into a
with-profits annuity and become again vulnerable to policy cuts. He might exercise
any of the alternative benefits options specified in the contract. The directors’
decisions could not properly be focused on an analysis of the fund that failed to take
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account of the multi-faceted nature of the policyholder’s problem in dealing with a
complex product.

S. The Board of Equitable would have owed duties to the particular policyholder,
to all those already in pension before him, and to the body of continuing
policyholders who remained in the with-profits fund at his departure, as well as
those who might join thereafter. Those duties would have been expressed in part in
the Board’s duties in the exercise of powers under the articles of association to
determine the levels of bonus payable to policyholders generally, the maturing
policyholder in particular, and the body of continuing policyholders whose interests
would be affected by actions taken relative to the benefits of the departing member.
The arrangements made for the due recognition and performance of the Board’s
duties in these areas are topics of importance in the present discussion. These
would not exhaust the overall responsibilities of the Board. The effectiveness of
governance has to be considered in a wide context.

6. This chapter is concerned with the arrangements in place for governance of
Equitable over the period of the inquiry’s interest in respect of the recognition and
quantification of policyholders’ rights. Some issues may have a wider relevance, for
example the problems associated with wunlimited liability mutual assurance
companies carrying on long-term business. But essentially the discussion is focused
on the Society, and in particular on the delegation of areas of responsibility to the
Society’s actuary and actuarial staff. There are current proceedings in the High
Court between the Society and some of its former directors and auditors. It is not for
the inquiry to offer views on any allegation of breach of duty that has arisen, or may
yet arise, in civil proceedings. But it would be impossible to provide a complete
account of the financial history of the Society without discussing the respective roles
of management and the Board over time in relation to policyholders’ rights and the
Society’s corresponding liabilities. Whether the circumstances narrated might
support a conclusion of breach of duty, or provide exoneration from any such breach
must be left to others.

Applying general principles

7. The Cadbury definition of corporate governance! provides a convenient starting
point for the discussion:

“Corporate governance is the system by which companies are directed and
controlled. Boards of directors are responsible for the governance of their
companies. The shareholders’ role in governance is to appoint the directors
and the auditors and to satisfy themselves that an appropriate governance
structure is in place. The responsibilities of the board include setting the
company’s strategic aims, providing the leadership to put them into effect,
supervising the management of the business and reporting to shareholders on
their stewardship. The board’s actions are subject to laws, regulations and the
shareholders in general meeting.”

A statement generally to the same effect could have been made at any time during
the period of interest. However, it is immediately apparent that the definition,
adequate where the entity’s shareholders and customers are not identified with each
other, does not capture the relationships peculiar to a mutual life company, and in
particular the fact that, in the case of mutual with-profits business, the persons
with whom business is done are the persons for whom business is done.

8. Cadbury reported against a background of developing law both in relation to
the collegiate responsibility of boards and in relation to the individual responsibility
of directors. In relation to individual responsibility changes were more far-reaching.
In Bishopgate Investment Management Ltd v Maxwell (No 2), Hoffmann LJ said:

' The Financial Aspects of Corporate Governance (the ‘Cadbury Report’), paragraph 2.5.
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“In the older cases the duty of a director to participate in the management of a
company is stated in very undemanding terms. The law may be evolving in
response to changes in public attitudes to corporate governance ..."2

The standards demanded of directors individually at the end of the twentieth
century and beginning of this century cannot be applied uncritically to earlier
periods. It would be particularly inappropriate to apply current and emerging
standards in judging the conduct described in this chapter of the report. But it is
legitimate to use those standards to explore the lessons to be learned for the future
from the events of the past.

9. Fixing bonus levels for with-profits policyholders was a central element of the
range of duties imposed by the articles of association of the Society on the directors.
It is clear that balancing the interests of successive generations of policyholders of
the same class, and balancing interests among the classes at any time and over
time, imposed obligations on the Board as a whole, and on the directors individually.
The members were all policyholders of the Society, but the reverse did not hold true:
certain policyholders might never be members, and some might relinquish the
status of member while the contract that sustained membership subsisted. The
directors’ obligations were wide-ranging.

10. General comments on corporate governance would be beyond the scope of this
report. The Cadbury Report, Hampel’s Principles, the Combined Code of May 2000,
and the Greenbury recommendations on remuneration were taken into account by
Equitable, though they were applicable strictly to listed companies, and some
reference to these materials will be unavoidable. But it would be inappropriate to
comment more generally. The comprehensive studies of the Law Commission of
England and Wales and the Law Commission of Scotland3, the report of the
Company Law Review#, and the white paper Modernising Company Law® set out the
nature and extent of directors’ duties and responsibilities as developed in the
common law and current legislation, the analysis of present thought, and proposals
for future developments in legislation and self-regulation. These have been followed
by the Higgs® and Smith? reports among other developments in thought and
practice.

11. Within this body of work, the position of unlimited liability mutual societies
has not received in-depth treatment. However, among the dwindling number of
surviving mutuals are companies of major economic significance in the financial
sector, handling the public’s savings, and in particular savings for their future
pensions. By definition, mutuals have no shareholders. The nearest equivalent
interests are those of with-profits policyholders or some class or classes of those
policyholders. In the case of Equitable, as I will discuss below, the relevant classes
of policyholders had no material role in governance

12. Underlying the provisions proposed in the Company Law Review is a structure
in which one can identify members’ interests, customers’ interests, suppliers’
interests and society’s interests, and contemplate the extent to which it is possible
to achieve a balance among them. In the case of a mutual life assurance society
interests falling into each of the categories can be identified. The external physical
and economic environment in which the office operates will not differ significantly
from that of any proprietary office. The office will have relationships with suppliers of
goods and services required for the conduct of the business. There will inevitably be

1993 BCLC 1282 at page 1285.

> Company Directors: Regulating Conflicts of Interests and Formulating a Statement of Duties:
Consultation Paper 153, Report 173.

* Modern Company Law for a Competitive Economy: Final Report of the Company Law Review.

> Modernising Company Law, Cmnd 5553.

6 Review of the Role and Effectiveness of Non-Executive Directors, Derek Higgs.

7 Audit Committees: Combined Code Guidance, Robert Smith.
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an interest in the office’s reputation: sales depend on confidence. Fair outcomes as
between members are inseparable from the business objectives of a life office.

13. But the relationship between the members and the company is unique. A basic
characteristic of mutual business is the identification of membership of the company
with the contractual relationship between the holders of participating contacts and
the office already mentioned. Membership is typically defined in terms of
participation in the profits or distributable surplus of the office. Non-participating
contracts, for example a fully guaranteed policy providing a fixed obligation to pay a
specified sum of money on a contingency, and linked contracts may not qualify the
policyholder for membership. Policyholders may be members or may be creditors of
the company or both, with those relationships arising from their policies and defined
in the constituent documents of the office by reference to those policies. This makes
the application of common rules and principles of governance difficult.

Formal structures

Policyholder Role in Governance

14. Subject to limited qualifications, Equitable’s articles defined a member as a
person who had effected a policy that at the material time entitled that person to
participate in the profits of the Society. The holder of a non-profit policy did not
qualify for membership, nor did the holder of a unit-linked policy. The proportion of
the total range of policyholders that qualified for membership at any one time would
depend on the classes of business that had been sold and remained in force at the
time. The qualifying class would of necessity be the members of a fluctuating group
of policyholders identified primarily by the terms of their contracts with the Society,
for the time being, and only secondarily in terms of the constituent documents of the
Society. They would enter the class, qualify for membership rights, see those rights
change with time, and ultimately leave the class, their position throughout
determined in terms related to investment of contributions, accrual of benefits, and
maturity or surrender of benefits under their contracts with the Society.

15. Thus their status could change while they remained in contractual
relationships with the Society controlled by the sale contract. For example, a
contract for a deferred annuity might participate in profits until maturity when it
would provide for payment of an agreed or calculated annual sum until death. At
that point the policyholder would cease to enjoy the benefits of membership. There
would, in that case, be a material change in the economic relationship between the
policyholder and the office under the same contract. Ignoring insolvency,
crystallisation of benefits would insulate the policyholder from future fluctuations in
the office’s performance and profitability. But differences between policyholders
qualifying for membership rights, or full rights, and those failing to qualify might be
less clearly based on economic rights. For example, voting rights were limited to
members with £1000 of sum assured.

16. The Society, by definition, had no share capital. The aggregate of members’
particular qualifying rights constantly changed, and was known only to the Society
at any given time. The ability of the members of Equitable to influence the conduct
of business of the Society was therefore limited. With the exception of the ordinary
recurrent business of the annual general meeting, all business was treated as
special or extraordinary, requiring special notice and, typically, an extraordinary
general meeting of the Society8. The prospects of any member or group of members
obtaining the information necessary to assess whether or not a competent
requisition could be framed and deposited were so remote that one can dismiss
them as of no practical significance. In contrast to the register of members of a
company limited by shares, where one might reasonably expect to find more or less
accurate data on membership and shareholding, the policyholders’ master file of a

¥ See articles 8 and 24, and section 368 of the Companies Act 1985.
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life office is not accessible to members, and, even if it were, in modern
circumstances it would require sophisticated software to interrogate the computer
on which it was held and extract relevant data. Without access to such data a
requisition could not be proposed except on a speculative basis. If a pressure group
sought information from like-minded members to support a requisition, it could
never ascertain from its resources how the participants’ voting rights related to the
aggregate voting rights of other members at any one time.

17. For all practical purposes, the scope for raising special business at an
extraordinary general meeting of the company depended on the initiative of
directors. Members could propose and vote on the appointment of directors. There is
no evidence that that right could be exercised effectively, other than in support of
the proposals of the directors. But members could have no practical say in the
management of the Society’s business.

Directors’ Role in Governance

18. Management of the business was committed to the directors, subject to certain
prescriptive functions reserved to the Actuary. The principal provisions were widely
drawn in the articles®. The directors had wide powers of delegation to the Actuary of
the Society and to committees of the Board, and, in the case of duties imposed on or
entrusted to the Actuary by the Articles, to others!0. Delegation to the Actuary of
powers exercisable by the Board might be subject to conditions, and was liable to
revocation, withdrawal or variation by the Board. There were similar powers to
revoke any delegation of power to a committee. In terms of statute, the appointed
actuary of the Society, who might or might not be the Actuary appointed in terms of
the articles, had independent responsibilities to regulators and relative rights that
were not amenable to the directors’ control. But all the powers of the Actuary
derived from the Board were subject to revocation, withdrawal, alteration and
variation. Delegation did not relieve the Board of its responsibilities. The provisions
for revocation and variation in particular required active monitoring of the exercise
of delegated powers if the Board were properly to manage the business.

19. Such wide powers of delegation raise important issues for the future. In their
joint report, the Law Commissions concluded that there should not be a statutory
provision setting out the circumstances in which a director might delegate his
powers to others and rely on information provided by others without incurring
liability!l. The report recognised that a director might delegate matters to an
employee of the company where the articles of association permitted it, and the
needs of the business required it, in the absence of grounds for suspicion; and that
a director might need to rely on information provided by employees and others!2.
This would be particularly relevant in a life office where actuarial judgment and
advice would inevitably be required to inform directors’ decisions. But the report
stated:

“The courts in this country have ... recently had to consider the responsibility
of a director who delegates. In Re Barings plc Sir Richard Scott VC confirmed
that the overall responsibility of a director is not delegable. He said that the
degree of personal blameworthiness that may attach to the individual with the
overall responsibility, on account of a failure by those to whom he has
delegated, must depend on the facts of each particular case. For example it
might be that personal responsibility would attach because the system in
which the failure occurred was inadequate. Similarly, in Re Westmid Packing
Services Ltd Lord Woolf MR said that each individual director owed duties to
the company to inform himself about its affairs and to join with his co-
directors in supervising and controlling them. A proper degree of delegation

? Articles 54 and 55.

10 Articles 46, 47, 58(1) and (4).

" Law Commissions Report 173: paragraph 5.37.

12 Law Commissions Report 173: paragraph 5.30, footnote 37.
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and division of responsibility was of course permissible, and often necessary,
but not total abrogation of responsibility.”

The common law is developing to react to the changing demands of society and it
was said that matters could be left to the courts. Against this background it is
important to look at what happened at Equitable and to consider whether there are
lessons to be learned for the future.

Composition of the Board

20. Until 1967 the Board of Equitable Life excluded current executives of the
Society, including ‘the Actuary and Manager’, from appointment as director. When
Henry Tappenden retired from office as Actuary and Manager he was appointed
executive director, and retained some executive duties. This marked the first
departure from established practice. In the following year Tappenden retired from all
executive duties, but executive representation on the board was firmly established
with the appointment of Maurice Ogborn, Tappenden’s successor as Actuary, to the
Board in 1969.

21. From that time, executives came increasingly to take part in the direction of
the Society. But it was to be some time before that was reflected in any fundamental
change in attitude. Peter Martin, an experienced solicitor who was to become vice-
president in time, told the inquiry that when he joined the Board at the beginning of
1984 it was his impression that the Society was governed very much by an old-
fashioned “gentlemen and players” culture in the form that it had been since it was
constituted in 1762 (the period was somewhat exaggerated). The Board consisted of
City professionals with no specific life assurance expertise (mainly bankers and
stockbrokers) who invested the premiums. There was little connection culturally
between them and those executives who were based in Aylesbury. I accept his
assessment as reliable. The role of the Aylesbury office was wide, and included
management of the sales force, product design and administration, and the actuarial
valuation of the liabilities and provisions that quantified the long-term fund and, by
comparison with the assets of the Society, the surplus available for distribution.

22. Tappenden was one of two directors who retired from the board at the AGM
in1972. They were replaced by Barry Sherlock and the investment manager,
Anthony Passmore. With Ogborn’s retirement in October that year, Sherlock was
appointed general manager and actuary, and Roy Ranson became deputy actuary.
There was a further major change in board membership in 1976, with three new
appointments, each of whom was to play a significant part in the Society’s affairs,
Professor Roland Smith, Alan Tritton, both non-executive directors, and Ken Wills,
who was the marketing manager. Through the late 1970s and early 1980s, there
were generally three executive directors in a board of ten or eleven.

23. In the president’s report presented at the annual general meeting in 1982, it
was reported that Ranson had been appointed joint actuary (with Sherlock), and,
with effect from 1 January that year, appointed actuary in succession to Sherlock.
Ranson was appointed a director on 1 January 1985, following Passmore’s
retirement in 1984. Wills retired in 1986. Thus the report and accounts for 1986
presented at the annual general meeting in 1987 reported nine directors, of who two
held executive office, the joint actuaries Sherlock and Ranson.

24. On 1 January 1989 three new executive directors were appointed: Roger
Bowley (company secretary), Shaun Kinnis (marketing director) and David Thomas
(investment director). Of the twelve directors at the annual general meeting in 1989,
five held executive office. At what was to prove the beginning of a critical period in
the Society’s history, the balance of influence on the board had changed: though still
a minority, the executive directors now constituted a significant force on the board.
The Society’s business was evolving at the time into the modern form that was to
continue throughout the remainder of my reference period.

25. By the time these appointments were made, it was Martin’s impression that
the character of the Board had changed. There was movement towards creating a
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modern Board that operated as a single cohesive body. The “gentleman and players”
culture was breaking down. Non-executive directors were drawn from a wider
background, and there were efforts to bridge the cultural divide. According to
Martin, the Board began to be more cohesive with the appointment of Roland Smith
as president in 1986. Smith, who has since died, apparently acknowledged
limitations in his understanding of the financial side of the life business, but was
keen to understand better how it worked in business terms, and on his initiative the
Board gradually began to get much better information. They began to see more
clearly how the Society was operating month by month. Again [ accept Martin’s
assessment as reliable. It is not immaterial that it was only in and after 1986 that
the Board began to get management information of the kind Smith required.
However, the Aylesbury factor continued to make an impact. The Board received
additional information about the current management of the Society. But it
remained dependent on the actuaries for technical management, and in particular
for the critical elements of product development and liability valuation.

26. At the annual general meeting in 1994 three directors retired: Professor Sir
Roland Smith, Sir Christopher Wates and Barry Sherlock. John Sclater was
appointed president. At the annual general meeting in 1995, Sclater had a board of
thirteen, of whom five held executive office (Alan Nash having been appointed in
April 1993). However, there was a further significant change to the composition of
the board in 1997, with the retirement of Ranson and Kinnis (both 31 July 1997)
and Bowley (retired on 31 December 1997, but retained executive office). Two senior
executives at the level below the Board also retired at this time, and the inquiry has
seen some evidence that this transition was a fractious affair. At the annual general
meeting in 1998 the Board had reduced to eleven members of whom two were
executives: Nash and Thomas. That remained the position at the following year.

27. Over a critical period at the end of the 1980s and into the 1990s there was a
strong executive presence on the Board. Until 1997-98, and the reduction in
executive directors under Sclater’s presidency, executive influence on the Board had
grown from insignificant until, especially under Sir Roland Smith, it had become a
material force, stabilising at about five out of a fluctuating total of around thirteen to
fourteen directors.

Committee structure

28. Over time, the Board established committees, some of relatively short duration
and some longer term or even permanent. There was a new business committee in
the 1970s when achieving growth was a primary concern of the Board. There was a
long-standing investment committee. There was a nominations committee. Later
there was a remuneration committee. In and after 1994 there was an audit
committee. But a substantial part of the actual business of the Society was
delegated to the executive.

29. The actuarial department had substantial control of product design, and,
critically, liability valuation and related matters. The actuarial department was
intimately involved in investment policy formulation. Marketing was effectively
delegated to the marketing director and his staff, subject to report. The actuary of
the Society appointed in terms of the articles of association was not necessarily
leader of the Aylesbury actuarial department. Ogborn appears to have controlled the
actuarial function and operated as chief executive. Sherlock progressively delegated
the actuarial function to Ranson, concentrating in the London office on general
management issues. By the end of the 1970s and early 1980s Ranson had become
the single most powerful executive of the Society. He became appointed actuary in
1982, and his position was consolidated when he became a director in 1985. He
held jointly the offices of managing director and appointed actuary between 1 July
1991 and 31 July 1997. But his influence and authority were established long
before that time.
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30. From the discussion of the developing bonus policies of the Board from the
early 1980s onwards!3, it appears clearly that the Board’s dependence on actuarial
advice was total. None of the non-executive directors had relevant life office
experience, or relevant qualifications. The heavy concentration on investment
matters reflected the interests and expertise of the majority of the non-executive
directors. They were not equipped to challenge actuarial advice, and it appears that
they were advised and accepted that that was not their role. In practice the actuary
provided the board with a great deal of written material and oral explanations of the
management of the business and of the decisions that had been taken. The Board
asked questions and received explanations. But, critically, there were few decisions.
In relation to valuation, the quantification of surplus, and the allocation of bonuses
generally, the Board was almost totally dependent on the actuary for information
and for advice. It was in relation to this area that delegation was seen to operate
most comprehensively and to remain unquestioned.

The Appointed Actuary

31. On 24 August 1977, the Board was presented with materials relating to the
appointed actuary’s role. The minutes record receipt of a letter from the Department
of Trade stressing the need for the appointed actuary to be provided with sufficient
information on a continuing basis to discharge his responsibilities and reminding
offices that it would be a matter of concern to the department if it appeared that
decisions of significance to the interest of life policyholders had been taken and
implemented without the appointed actuary being given an opportunity of
commenting, or if the decisions were contrary to his advice. The letter enclosed the
terms of a reply to a question in Parliament and the Institute of Actuaries guidance
note for appointed actuaries. It communicated effectively the intention of regulators
at that time that the appointed actuary should have a central role in the formulation
of policy.

32. The statement in Parliament had underlined the need for the appointed
actuary to have continuous access to relevant information, and lent authority to the
professional guidance note. But the professional guidance did not remove from the
board of directors of life offices the responsibility they had for the conduct of
business: rather it underlined and supplemented those responsibilities. It stated
that responsibility for company decisions must, in law and in practice, rest with the
board of directors. But the emphasis placed on these statements by the Equitable
Board tended to convey the impression that the appointed actuary in particular had
a predominant role as a director in relation to matters that fell within the area of his
responsibilities as appointed actuary, though that was not consistent with the tenor
of the note. In reporting to the Board, the appointed actuary drew attention to his
position as such in making recommendations and tendering advice.

33. The guidance, correctly in my view, emphasised the role and responsibility of
the board of directors of life companies, and the role and responsibilities of the
appointed actuary in that context. Where the appointed actuary was a director of the
company, he had all of the obligations to the company and to co-directors that any
director with special qualifications would have. The statutory responsibilities were
additional to that.

34. The duties of the appointed actuary were spelled out in the professional
guidance note. It was said to be incumbent on all appointed actuaries to ensure, so
far as was within their authority, that long-term business was operated on sound
financial lines. It observed that every actuary acting in his professional capacity had
a duty to his profession. The appointed actuary was said to be in a special position
in that he was appointed and remunerated by the company, and at the same time
had responsibilities and obligations to the Department of Trade by reason of his
statutory duties, which arose from the department's supervisory functions aimed at
the protection of policyholders. In relation to the company, the appointed actuary

1 See Part II to this Report.
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had duties to give advice in relation to his statutory duties. Within the scope of those
duties, the appointed actuary was privileged. Paragraph 8.3 of the guidance note
stated:

“A special responsibility is owed to the appointed actuary by any other actuary
who is a director. He can be of great use both to the board and to the
appointed actuary, in assisting the board to a full understanding of actuarial
issues. He should be careful not to act in such a way as to diminish the status
of the appointed actuary.”

35. The official statements were concerned to ensure, so far as encouragement
could achieve it, that boards of directors and chief executives provided the appointed
actuary with the information required to assess the on-going financial health of the
office, to understand the terms and conditions applying to new contracts, to
understand the investment policies of the office, and to understand its marketing
strategies. In the case of Equitable these matters were largely either the business of
‘the Actuary’, who was not necessarily the appointed actuary, or materially
influenced by him. At all material times Ranson had de facto executive control of the
relevant areas of business.

36. The official statements were general in scope, and were intended for companies
with a wide range of governance arrangements in which the person for the time
being holding office as appointed actuary might, at one extreme be chief executive
and at the other a technical officer who was not a director. They had more relevance
to companies in which the appointed actuary did not have direct control of the
sources, or most of the sources, of relevant information. Sherlock was at the time
general manager and actuary in terms of the articles, and appointed actuary in
terms of the statute. Ranson had control of the actuarial function at Aylesbury, and
in 1982 succeeded to the position of appointed actuary. When the 1982 Act came
into force, he was also reporting actuary for Companies Act accounts purposes. The
Society was far from the model assumed in these original forms of guidance. But
reliance on the official statement, and on the joint professional bodies’ statement,
served to emphasise the predominant position of the actuaries in relation to the
areas of responsibility they had.

37. Successive editions of GN1 and GN8 modified and developed the guidance as
originally set out in these documents. However, for present purposes it is sufficient
to note the underlying assumptions as to the relationship between the appointed
actuary and the board that they reflected.

38. The paper With Profits Without Mystery'4 described the role of the actuaries of
the Society as follows:

4.4.1 It will be evident ... that for the successful application of a concept
such as the with-profits managed fund, there needs to be a high level of
actuarial involvement across all aspects of the business. It is, perhaps, not
surprising that the concept has developed in our office which has a long
tradition of strong actuarial control running back to William Morgan. That
control is not applied in a limited technical way but in an outward-looking
positive manner designed to foster the commercial success of the organization.
We believe that actuaries have unique insights into the operation of life offices
which make it vital they should play a central part in running those
institutions. Recent proposals to strengthen the position of actuaries in
organizations where their role has been less central are therefore to be
welcomed, but there is, perhaps, scope to develop actuarial attitudes so that
offices see the gains to be obtained in involving actuaries fully in their
businesses. We fully agree with Redington's well-known comment that "an
actuary who is only an actuary is not an actuary.”

' See chapter 4.
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The Society’s published position on corporate governance

39. The directors’ report in the report and accounts for 1994 contained a
statement on corporate governance. In it the directors acknowledged their
responsibility for establishing and monitoring the effectiveness of the system of
internal control used in the Society and the Group, the objectives of which were said
to be to provide reasonable assurance of effective and efficient business operations;
the safeguarding of assets; control of transactions; the maintenance of proper
records and the reliability of financial information used within the business or for
publication; and compliance with laws and regulations. It stated that in assessing
what constituted reasonable assurance the directors had regard to the materiality of
any financial risks incurred, the likelihood of such risks crystallising and the cost of
and benefits from particular aspects of the internal control system.

40. In relation to the accounts, it was acknowledged that it was for the directors to
select and apply suitable accounting policies; make reasonable and prudent
judgments and estimates; state whether applicable accounting standards have been
followed, subject to any material departures disclosed and explained in the
accounts; and to prepare the accounts on the going concern basis unless it is
inappropriate to presume that the Group would continue in business.

41. A more extensive statement appeared the following year, 1995. It stated that
the Board considered that the Society met in all material respects the spirit and
approach of the Cadbury code of best practice. In substance it made the same
representations about the scope of the directors’ responsibilities as the 1994
statement. It gave full details of the committee structure.

42. In 1996 the president’s statement to members on corporate governance was
relatively brief. But the Board pinned its colours firmly to the mast in the directors’
report and represented to members and the public at large that its procedures
complied with the current codes of conduct in all material respects. There was an
extended statement of the position in the directors’ report in the annual accounts.
The statement defined the role of the audit committee strictly in terms of the Board's
responsibilities for the accounts and for the accounting policies of the Society, the
contents of annual reports and accounts, the conclusions drawn from internal
control reports and the adequacy and scope of the audit. Internal control was the
ultimate responsibility of the directors, and extended to establishing and monitoring
that the Society had in place an appropriate system of controls, financial and
otherwise, to provide reasonable assurance with respect to:

e the business being operated efficiently and effectively;
e the safeguarding of assets against unauthorised use or disposition;

e the maintenance of proper records and the reliability of financial
information used within the business or for publication;

¢ compliance with laws and regulations.

It was stated that in assessing what constituted reasonable assurance, the directors
had regard to the materiality of any financial risks incurred, the likelihood of such
risks crystallising, and the cost of, and benefits from particular aspects of the
internal control system. The effectiveness of the system of control was said to be
reviewed regularly by the Board.

43. The presentation changed in the 1997 accounts, but in substance the message
was the same. In the 1998 account the president’s statement and the directors’
report stated that the Society was committed to integrity and professionalism in all
its activities, and that as an essential part of this commitment the Board pursued
the highest standards in corporate governance. They confirmed that the Society had
voluntarily adopted the Combined Code appended to the listing rules of the London
Stock Exchange. Limited exceptions from compliance were noted. The scope of the
audit committee’s remit as published remained the same as previously published, as
did the directors’ responsibility for internal control.
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44. In the 1999 Accounts, the Society’s adherence to the Combined Code was
repeated. The scope of the audit committee’s remit was altered to include risk
management and internal controls. The directors’ report restated the directors’
position on accountability and audit. It repeated the statement of the directors’
responsibility for internal control for the Society and the Group, and made
comments on the requirements and limitations of a sound system of internal
control. It acknowledged the directors’ responsibility, in terms of the Combined
Code, to review the effectiveness of the Society's and the Group's system of internal
control, including financial, operational, compliance and risk management controls.
It set out the steps taken during the year to review the effectiveness of the existing
system, and outlined the main elements of the Society’s control framework. These
included:

. A report on the results of the annual valuation by the appointed actuary.

J A risk management group (RMG), which assisted the Board in identifying,
managing and controlling risk.

. Regular review of significant control issues by the Audit committee, which
received reports from management and from the RMG as well as from the
Society's external auditors.

. An annual risks and controls self-assessment undertaken by management, the
results of which were considered by the RMG and the audit committee.

The position reflected material developments. The 2000 accounts reflected a similar
position, though now having closed to new business, the report took account of that
reality.

45. The developments presented in the Society’s published financial statements
reflected the response to external developments in the recognised requirements of
good corporate governance, and processes of development and change within the
Society. As earlier discussion has shown, the Board’s understanding of the annuity
guarantee issue was at best limited until the autumn of 1997, and some directors
may not have had any understanding of the position. The guarantee issue was an
aspect of liability valuation. It is primarily in that context of liability valuation that
one must consider the internal developments and seek answers to the questions
that arise from the apparent failure of the Board to identify and to react to the risks
confronting the Society as a result of its valuation and distribution policies.

Management of Risk

46. Risk management, in the most general terms, began to emerge as a significant
issue in the early 1990s, initially on a limited basis. In 1992 the auditors advised
that, with the Society’s growth and the ever-increasing size and complexity of its
operations, there was an increasing risk of error or fraud remaining undetected.
They proposed an independent systems and controls review or internal audit
function as possible solutions. They said that they understood that the Society
might be considering an independent systems and controls review function and
commended that course.

47. In response, in a paper dated 23 September 1992, Ranson wrote:

“The Society is currently considering how to achieve the general objective of
ensuring compliance with agreed operating standards. Endorsing this objective
and noting actions taken to date, the auditors recommended the formation of a
system and controls review function. We are considering this recommendation
whilst remaining committed to achieving our objective without materially
increasing costs or diminishing the accountability or responsibility of local
managers.”

A management group was envisaged rather than a committee of the Board.

48. The new unit was set up. The terms of reference were approved by Ranson on
8 February 1993. The unit was to operate strictly within the current management
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control system. On 10 February 1993 Ranson issued a memo entitled ‘Systems and
Controls Review’, which said that the unit was to cover all aspects of the Society's
UK operation, except those areas covered by the compliance officer. Members of the
unit were to have access to whatever information or explanation they considered
necessary to fulfil their responsibility, including access to any record, personnel or
physical property of the Society (although certain information might be restricted to
the unit's manager only).

49. In comments to the other senior executives, Ranson treated this as a personal
project. The terms of reference for the unit were circulated to senior executives on 17
February. They were:

“Role and Purpose of the Systems and Controls Review Unit

Systems and Controls Review is an independent appraisal function,
established within the Society, to monitor the operation and effectiveness of
systems and control procedures, pointing out, wherever possible, those that
appear inadequate.

Primary Purpose

To make the Society more effective and cost efficient by way of: providing a
service to all levels of the Society's Management in relation to ensuring
compliance of the various parts of the organisation to:

a) Society policies, as laid down by the Board of Directors;

b) Internal procedures, methods and standards set by Senior
Management;

Secondary Purpose

To assist all levels of the Society's Management by way of: pointing out
procedures, methods and standards which appear inadequate for the purpose,
assessing risks and recommending possible courses of action.”

The terms of reference were to be reviewed annually to confirm that the document
continued to be accurate and up-to-date. There is some evidence that the unit was
an answer to pressure from some directors for an internal audit system that Ranson
did not want.

50. The unit was given wide authority:

“In carrying out its duties and responsibilities the Review Unit has full and
unrestricted access to all the Society's U.K. activities, records, property and
personnel, (except that its scope does not encompass Compliance matters).”

The objective of the unit was to ensure compliance with the Society’s internal
systems. Responsibility for the unit’s operation was placed firmly with the general
management team (GMT), a team of the Society’s most senior executives. A strategy
document for the unit listed a number of possible areas for review in 1993. These
included “all aspects” of reassurance and “determining amount due, and the paying
of — annuities, maturities, surrenders and underwriting (all aspects)”. The remit
covered generally salaries, purchasing procedures, computer equipment, cars,
general office equipment, stationery and printing materials, cash control systems,
and other matters.

51. On 26 August 1993 Ranson distributed a further memorandum to general
managers and senior managers, taking matters further. He observed that it was for
the GMT to decide which risks facing the Society were acceptable and which needed
attention. He said that the Society had formulated various basic principles of
operation aimed at combating unacceptable risks. But the combination of growth
and mechanisation made it timely to address the issue, and the GMT would be
reviewing the areas of control where risk was perceived to exist. He identified
members of the executive team who would be involved.
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52. The auditors’ suggestion of an internal audit function had been rejected. The
inquiry has been informed that it had been rejected by Ranson. The unit, to become
known as the Systems and Controls Review Group or SCRG, had a wider remit than
envisaged in the auditors’ management letter. But its involvement in the actuarial
area of management was limited. It was concerned, for example, with the
implementation of benefits payments, not the determination of liabilities or surplus
or the allocation of bonus, nor with the risks associated with these factors. The
SCRG was not given an internal audit function. Ranson considered that to do so
would create expectations as to its activities and place in the organisation that
would be not be relevant to its role. Julian Hirst, the Society’s chief accountant at
the time, told the Inquiry that “The remit was different to that of an internal audit
function - its remit was to ensure compliance with office principles and policies and
to assist management”.

53. The group took up the work and produced substantial reports, for example a
report on investment procedures and controls circulated in draft for comment on 1
March 1995. Within the scope of its remit, a great deal of work followed the setting
up of the unit in this and other areas in 1994 and 1995. But the limitations on its
remit had practical consequences. The group did not assess policy in the context of
the Society’s general aims. It did not have the role of ensuring that procedures were
being complied with: that was the job of managers. It could not follow up issues that
might involve risk, since it was not to “provide solutions”.

54. Meantime, the Board established an audit committee in January 1994. It met
on 26 January 1994. At that date the SCRG was dealing with areas that might
otherwise have been seen as the province of the Board’s audit committee. The
corporate governance statements in the 1994 and 1995 accounts could have given
the impression that the SCRG remit was a Board rather than a management
function. The Cadbury Report on corporate governance had been published two
years earlier. The Society was not a listed company and was not obliged to set up an
audit committee, in adherence to the Cadbury rules. However, from witness
evidence, it appears the executive came under pressure from the Board to comply
with Cadbury. There was a desire on the part of the Board to present the Society as
a modern company, conducting its business in line with the latest thinking and
decisions on governance. The approach reflected a growing appreciation of the need
for the Board to play a more central role in relation to the Society’s business as a
whole.

55. Hirst told the inquiry that non-executive directors were familiar with
governance in the general market place, and that there was pressure to have an
audit committee and some sort of audit function. Internally it was felt that, whilst
the listing requirements didn’t apply, Equitable was a public interest company and
went out to demonstrate corporate governance on this basis. He suspected that
some executives would have been less happy about the proposal on the grounds that
it was thought to undermine management’s responsibilities. “It was against the
ethos of the Society.”

56. The Society’s ethos was reflected, typically in my view, in the informal
arrangements for contact between the executive management and senior members of
the board. According to Hirst, the president and vice presidents were invited by the
executive to an annual lunch with the external auditors on completion of the audit
in early March. Apart from this, there was direct reporting to the Board on actuarial
and related matters without the intervention of any committee.

S57. Despite Ranson’s apparent reluctance to set up an audit committee, in
January 1994 he wrote the instigating and defining document for its existence. The
purpose of the document was said to be to “consider the need for and to make
recommendations regarding the formation of an Audit Committee to the Board”. It
reviewed past practice and commented on the “potential pitfalls” as well as the
benefits of having an audit committee.
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58. The desirability of establishing an audit committee was attributed to the
growth of the Society, and the need to provide comfort, through a process of
independent and objective review, that financial reporting and control were
operating correctly. The comfort was said to be for directors, and particularly non-
executive directors, reflecting the provenance of the pressures to set up the
committee. However, there was a “fine line between an effective oversight role and
the responsibility of management to manage the business” and Ranson warned that
an audit committee could not relieve the Board of its collective responsibility for
financial reporting and control processes, and:

“It is also essential that an audit committee should not stand between the
auditors and the executive directors or in any way inhibit access by the
auditors to the full board.”

The answer, he said, was to ensure that the committee was properly constituted.

59. On 26 January 1994 the Board approved terms of reference for the audit
committee. The main duties of the committee were set out in Ranson’s paper:

[43

a) To review the Report and Accounts before submission to the Board, with
particular regard to:

i. Any changes in accounting policies and practices.
ii. Major judgmental areas.
iii. Significant adjustments resulting from the audit.
iv. The going concern assumption.

v. Compliance with accounting standards.
vi. Compliance with legal requirements.

b)  To discuss problems and reservations arising from the audit, and any
matters the external auditor may wish to discuss.

c) To review the external auditor's management letter and management's
response.”

These remained the committee’s terms of reference until 1996.

60. Revised terms of reference were adopted on 24 April 1996. The revised format
defined the objectives of the committee as ensuring that the financial systems
provided accurate and up to date information on the Society and Group financial
position and that published statements represented a true and fair reflection of this
position; that appropriate accounting policies and internal controls were in place;
and that the Society met in all material respects the spirit and approach of the
Cadbury and Greenbury Codes. The committee was authorised to investigate any
activity within its terms of reference; to seek any information it required from any
employee related to any matter within the committee's terms of reference; to obtain
any relevant legal or accounting professional advice; and to invite outsiders with
relevant experience and expertise to attend meetings if it considered this necessary.
The duties, (a), (b) and (c), set out in the 1994 terms of reference were repeated. In
addition, the committee’s remit extended:

«

d) To consider, at a high level, other topics likely to be of relevance to the
Report and Accounts of the Society.

e) To consider the appointment of the auditors, including terms of
engagement, and the audit fee.

f) To discuss with the external auditors before the audit commences the
nature and scope of the audit.
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g)  To review the statutory returns to the Department of Trade and Industry
before submission to the Board.

h) To receive reports from the Systems and Controls Review Group,
including an annual report on the major reviews undertaken in the
previous year and those planned in the future; and to receive reports or
specific topics commissioned by the Committee or by the Board for
consideration by the Committee.

i) To review the Society's current practices in relation to internal control,
calling upon such reports as the Committee shall deem appropriate from
management, the Systems and Controls Review Group and the external
auditors. Thereafter to review the Society's statement on internal control
(to be included in the Report and Accounts) prior to endorsement by the
Board.”

61. For present purposes, the significant additions, reflecting major changes in
approach, and indicating the limitations of the 1994 remit, were (g), the review of the
regulatory returns; and (h) and (i) that established a formal relationship between the
audit committee and the SCRG, bringing that group’s internal control functions into
the audit remit.

62. The terms of reference were further extended and amended on 28 June 2000.
As appears from the published financial statements, this formulation reflected
decisions taken in 1999. The formal paper identified objectives for the committee: to
ensure, firstly, that the published financial statements represented a true and fair
reflection of the Society’s financial position, and, secondly, that appropriate
accounting policies and systems of internal control were in place. The committee
was authorised, among other things, to investigate any activity within its terms of
reference. This extended to the review of reports by management committees
covering internal audit, compliance and business risk management and
consideration of the cumulative assurance that could be derived on the operational
effectiveness of matters related to risk and control.

63. Specifically in relation to risk management and internal control systems, the
committee’s remit extended to review of:

A the overall framework, policies and processes established by management to
embed an effective system of risk management and internal control, covering the
nature and extent of the risks facing the Society and the Group;

A the extent and categories of risk which the Board regarded as acceptable for the
Society and the Group to bear;

A the likelihood of the risks concerned materialising and the ability of the Society
and the Group to reduce the incidence and impact on the business of risks that
did materialise;

A the overall culture and attitude towards control established within the Group
and relevant aspects of third party service suppliers;

A the business continuity plans and related testing of their maintenance and
operation, covering the Society and the Group;

A the timeliness of any corrective action being taken by management to manage
risks or to address any shortcomings in internal control,;

A the costs of operating controls relative to the benefit thereby obtained in
managing the related risks;

A the policies and processes necessary for the Society and the Group to comply
with their relevant regulatory and legal requirements, including taxation;

A and, where directed by the Board, other matters such as the Society's and the
Group's code of corporate conduct and business ethics.
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64. In relation to the regulatory obligations of the Society and the Group, the audit
committee’s remit extended to the review of reports from management addressing:

A the relationship with the Financial Services Authority (FSA) and other relevant
regulatory bodies; the Society's and the Group’s compliance with the Financial
Services & Markets Act 2000 and related legislation;

A the systems and controls established by management for compliance with the
regulatory requirements as specified in the FSA handbook;

A the culture of compliance within the Society and the Group, and other relevant
third parties;

A and the Society’s and the Group's overall compliance position, having particular
regard to FSA's annual regulatory themes.

65. In formal terms, the remit of the audit committee was altered and extended
over the period that it existed. The 2000 edition had regard to the position that
existed after the acquisition by Halifax of substantial interests in the Society’s
former business and the administrative arrangements put in place to deal with the
residue of the business, the with-profits fund. Leaving aside the specific provisions
required to deal with the new regime, significant developments included the review
of the overall framework, policies and processes established by management to
embed an effective system of risk management and internal control and compliance
with regulatory requirements. Risk management in the widest sense had become an
aspect of the audit committee’s remit. And compliance with the new FSA regulatory
regime increased the commitment of the committee to review of regulatory matters.
In context, the 1994 committee had a restricted remit, excluding significant areas of
management from review.

66. The decisions on establishing an audit committee and developing its duties did
not proceed in ignorance of what was happening elsewhere. Hirst explored other
offices’ risk assessment systems. He obtained copies of the terms of reference of the
audit committees at two other life groups from their group accountants . He referred
to “the somewhat daunting task of ‘managing risk”. He reported to Bowley on his
findings to date on 1 February 1996. He reported that Scottish Widows addressed
risk management as part of the responsibilities of their audit committee, and that
they were in the process of introducing a very structured approach to managing
risk. He referred to observations he had made in the autumn of 1995 that the
boards of some offices were concerned about the nature and extent of the comfort
which they required in relation to internal financial control and, accordingly, had
commissioned wide ranging reviews of the control/risk management systems
operating in their organisations. Equitable’s 1996 review did not take such a radical
approach. Not until 2000 was the remit widened to include risk assessment in full.

67. Management structures continued to evolve, and a number of groups came
into existence in 1995 and 1996. The minutes of a meeting of one such group, the
‘Control of Systems & Procedures Group’, on 27 April 1995, disclosed that the SCRG
was then reporting to it. It was noted that there did not appear to be a consistent
approach to access controls. There did not seem to be a defined office policy. The
minute stated:

“Central guidance on principles needed. Security of the controls is currently in
the Management Services area; in other organisations it might more normally
be part of the Audit function...

Control should probably be in DCD's area (under guidance from the GMT).
Detailed rules would be needed from the central group. Also monitoring would
be needed.”

The group made proposals for centralised control.

68. Co-ordination of the work of the groups dealing with security risks and
controls was discussed in December 1995. Bowley was keen to bring more focus to
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the work, and proposed that the ‘Control of Systems and Procedures Group’ and the
‘Risks and Controls Group’, which now incorporated the SCRG, should be
amalgamated. In a memo from one of the constituents of the Risks and Controls
Group supporting the proposal for amalgamation, it was observed that the latter
group discussed important issues, but lacked any real structure or formal
acceptance of its existence. The writer stressed the need to obtain approval from
Ranson because:

“Without acceptance by RHR of what the group is trying to achieve, and how it
plans to operate, an enormous amount of time would be wasted.”

The Securities Risks and Controls Group (confusingly the SRCG) was to be set up in
response to management’s wish to develop internal controls and the risk
management framework, and to provide comfort to the audit committee in which
Peter Davis (a non executive director and chartered accountant) in particular was
concerned about the lack of accountability of the existing SCRG.

69. Proposals for the formation of the new group were taken forward in January
1996. The agenda for the first discussions incorporated extensive documentation. It
explained the existing groups. The Control of Systems and Procedures Group had
emerged from a review of payment authorisation procedures and had commissioned
a study of risks perceived by line management. The Risks and Controls Group had
been formed following SCRG reviews on "data" and risks. Neither group had written
terms of reference. They appeared to overlap, but in total they failed to cover the
relevant areas comprehensively. The proposal was formalised: that the two groups
be joined with the object of discussing all aspects relating to security, risks and
controls. This new group could report to the managing director and through him to
the audit committee on its activities and findings. The proposals for membership
reflected the range of its intended functions, which covered the company secretary’s
area, accounting, policy data and internal review (which meant the SCRG),
individual business and international administration, actuarial areas and group
business.

70. Meanwhile the position of the existing SCRG within the new arrangements was
the subject of debate. There had been an objection to a topic selected for review by
the SCRG. Driscoll, the assistant general manager who was responsible for the
SCRG, responded on 26 January 1996. He was concerned to assert the
independence of the SCRG from the new group. He argued that that was set out in
its terms of reference and was also the basis of operation presented to and
understood and effectively ratified by the Society's audit committee. (The implication
was that the June 1996 terms of reference had already been adopted in practice.) It
was critical to proper discharge of the duties of the unit. The unit was ultimately
accountable on the one hand to Ranson and on the other to the audit committee. He
argued that the existence of the new risks and controls group changed nothing as
regards the independence of the function. He would not accept that it was
appropriate for that group in effect to dictate what reviews would or would not be
undertaken. He preferred co-operation between the two groups. It was a powerful
assertion of the role of SCRG. But it did not divert the progress of the new proposal.
The formation of the new group, the SRCG, proceeded.

71. The SRCG met on 5 February 1996. Bowley commented that the proposal for
the new group followed the memo from Ranson to assistant general managers and
senior managers dated 26 August 199315, and the establishment of and reporting by
SCRG. He commented on the need to be in a position to give comfort to the audit
committee on relevant matters. The group could assist the GMT by providing
material for decisions. SCRG would not be “constrained” by this group, but the new
group would have the opportunity to feed in views to SCRG on areas for
investigation. The terms of reference were substantially as proposed already:

' See paragraph 51 above.
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“l. To draft statements of the principles/standards* to be applied to ensure
the Society's security objectives and internal controls are effective.

2. To identify areas where risk is perceived to exist* and to review the
management of that risk and its effectiveness against the standards set by the
GMT.

3. To review the adequacy of security and control measures within systems
(mechanised and manual) in accordance with the Operational Principles
issued [on 26 August 1993] and to develop these Principles into documents
capable of practical application.

4. To review the Society’s (and subsidiaries') arrangements for deterring, for
identifying and for handling fraud, whether internal or external.

S. To make recommendations to the GMT regarding the above.

6. To provide assistance for the GMT to make periodic reports to the
Audit Committee on the levels of risk perceived and on the Society's and
subsidiaries' management of these risks.

*where not already defined or identified”

The initial tasks for the group were listed: (1) to make recommendations for
principles/standards to apply on access, management control, and authorisation;
(2) to summarise the SCRG review recommendations; and (3) consideration of
SCRG's proposed future reviews.

72. The audit committee began to express an interest in becoming more involved
in the area of risk at about this time. On 5 March 1996 Hirst wrote to Bowley
commenting on a proposal by Alan Tritton on 1 March 1996 that an item be
included on the agenda for the audit committee relating to risk management. The
issue had been raised at the January 1996 board meeting. Hirst enclosed a lengthy
paper in which he asserted that existing arrangements were comprehensive and well
established and required little change. He mentioned the formation of the new SRCG
and suggested that the terms of reference of the audit committee should be amended
to include regular reporting by that group to the audit committee.

73. The proposed paper stated that Tritton’s proposal was that, while the
formation of a formally constituted board sub-committee - a risk management
committee - might be inappropriate, the audit committee would be willing to
consider the topic specifically at forthcoming meetings. The audit committee would
take account of the detailed reports which had already been produced or which were
planned, and consideration would be given to widening the terms of reference of the
audit committee in an appropriate way. The paper contended that the Society had
established various mechanisms, forming part of the internal control framework, to
identify, monitor and manage business risks. The mechanisms were part of the
framework described in the corporate governance statement in the 1995 report and
accounts. Included in the list of topics covered, Hirst mentioned the monitoring of
actuarial management reports. These considered, inter alia, solvency; the
implications of revenue and solvency projections for investment policy; and the
bonus declaration and policy considerations relating thereto. He referred to the
proposals to widen the audit committee remit to include the review of the Society's
statement on internal control (to be included in the report and accounts) prior to
endorsement by the Board; and the receiving and monitoring of reports from both
the external auditors and the SCRG. He outlined the purpose of the SCRG. This did
not include actuarial management matters.

74. The rationale for the new SRCG was set out. There were principles of operation
formulated to combat the risks that the GMT had decided were not acceptable. The
relevant operational principles had been issued to assistant general managers and
senior managers by Ranson on 26 August. He said it had become clear that a formal
mechanism was needed to give comfort to the GMT and to the Board that the
Society's security and risk management objectives had been and were being met and
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that internal controls were effective. He drew attention specifically to one of the
terms of reference requiring the group to provide assistance to the GMT to make
periodic reports to the audit committee on the levels of risk perceived and the
Society's and its subsidiaries' management of these risks. In the circumstances, no
material changes were proposed to the Society's existing approach to identification,
monitoring and management of risk other than to extend the terms of reference of
the audit committee to include the following:

"To receive reports from the Security, Risks and Controls group on the levels of
risk perceived and on the Society's and its subsidiaries management of those
risks; and to receive reports on specific topics commissioned by the Committee
or by the Board for consideration by the Committee."

75. The terms of reference of the new SRCG were set out at length, supporting a
conclusion that a single group, which addressed all areas of the Society’s operations,
would assist the identification and investigation of potential security risks and
enable concerns to be promptly addressed, and give SCRG (the existing review
group) a formal route specifically to raise issues needing general management
action. The assertion of management was that it was preferable that risk
management should come through management and staff working within the
“checks and balances that operate within the organisation”, rather than through a
committee’s consideration of the detail. It was said that:

«

. in general the understanding of risks and through it decisions as to their
management or recommendations concerning this, where reserved for Board
decision, is more likely of success when undertaken by management and staff
in performance of their duties, within the checks and balances that operate
within the organisation.”

Detail would not address “the issue which would be key to the Board”. The proposed
statement concluded:

“The Society's approach to the management of the risks in the operation of its
business is established, wide-ranging and comprehensive.

Existing procedures enable appropriate reporting to the Board in relation to
operational and financial risks, although it is recommended that the Terms of
Reference of the Audit Committee should be extended to enable it to review
reports from the newly formed Security, Risks and Controls group.”

76. On 25 March Tritton wrote to Bowley. He said that he had come to be
increasingly of the view that, provided the Society had very tight internal operational
controls, duly sanctioned limits for counter party or settlements risks, derivative
exposures and so on, then the responsibility for the business risks incurred by the
Society were properly the concern of the Board as a whole and not that of a
committee. He saw no reason for a risk management committee per se. The risks
referred to could and should be dealt with by the audit and investment committees.
Bowley replied on 29 March. He agreed that, given the financial nature of the
Society's business it was unlikely to be sensible to divorce risk assessments and
controls from the Board and the existing committees.

77. Tritton’s letter revealed no knowledge of Hirst’s proposals, nor of the extent to
which the new committee structure had proceeded. On 18 March 1996 the SRCG
met. The minutes noted that the audit committee had been briefed about the group,
but that item 6 of the group's terms of reference (to provide assistance to the GMT
and to make periodic reports to the audit committee on risk and on the Society's and
subsidiaries’ management of risks) had not been included in the audit committee
papers and should therefore be taken as an "in brackets" addition to the terms for
the group's use only. The file copies of the terms of reference at the time similarly
excluded item 6.

78. On 15 April Bowley reported that a paper on risks was being prepared for the
next meeting of the audit committee. On 5 June there was a further internal memo
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copied to senior management expressing concern on the scope of the remit of the
SRCG. Following some debate, the minutes of the SRCG for 18 June 1996 recorded
agreement among management on the way forward. They would prepare internal
controls and related guidance, including details of a self assessment approach and
instructions as to what managers needed to do; a paper on current office rules,
initially relating to confidentiality, access and authorisation and any related
guidance. The requirements for effective instructions were set out. SCRG was to
review the self-assessment results as part of the process of being able to give
reasonable assurance to general management and directors on internal controls.
Forms for the self-assessment exercise were to be drafted. Detailed procedures were
worked out. The analysis of risks continued.

79. Directors meantime continued to express interest in the management
structure. On 13 June 1996, Peter Davis wrote to Bowley asking about the SCRG.
He had identified areas that were within the scope of SCRG review but were
regarded as falling outside the remit of the audit committee. He wanted to know the
procedure for following up points which were outside the focus of the audit
committee, so that the Board could be satisfied that there were no points that were
accidentally omitted from follow-up procedure. He wanted a specific mechanism for
the Board (or the audit committee) to have assurance in relation to compliance with
DTI guidance notes, which the Board was required to certify in the DTI return, and
wanted to know whether SCRG provided this. And he asked for a sight of any
background papers on the establishment of the SCRG, and whether there were
minutes of any decision not to have an internal audit function.

80. On 1 July 1996 Bowley wrote to Ranson enclosing his draft reply to Davis,
explaining “why we do not have internal audit and how we set about controlling
corporate risk”, and asking whether it might be shown to Tritton who had asked to
see the reply in draft. There was extensive internal discussion. On 8 July Bowley
circulated a document re-stating the ‘Office Principles of Operation’. The principles
covered confidentiality; access to data and authority to initiate change; and
requirements for authorisation of actions, with illustrative discussion of the
principles in operation.

81. On 12 July Tritton wrote to Bowley approving the reply to Davis. He outlined
his own views on risk. He identified the business risk incurred by the Society as
properly the concern of the Board. He considered that the operational risk incurred
by the Society in the furtherance of its business could legitimately be delegated to
the audit committee, who needed to take a view as to the management and control
of these operational risks. He commented that at the end of the day, the most
important thing was for the Society not to get caught out by a major loss, which with
the benefit of hindsight it should have foreseen and controlled.

82. Bowley sent a copy of Tritton’s letter to Ranson on 16 July, commenting that it
gave a clue to Tritton's views on risk. Bowley suggested that there was clearly some
confusion in Tritton’s mind about the part management should play and the extent
of monitoring. That would need to be addressed through “the 'risk' note” and
discussion of it at the audit committee.

83. The SRCG met on 22 July, and agreed the form of papers to go to Ranson for
scrutiny and agreement. The documents were sent to Ranson on 1 August 1996.
The covering memo referred to the paper on risk management presented at the
March 1996 audit committee meeting which gave the background to the formation of
the SRCG, and to the audit committee’s discussion of the need to give
directorsreassurance as to the effectiveness of controls and any statement to be
made in the report and acc