








As in the main valuation, in paragraph 7(b) Equitable disclose that they maintain a general
expense reserve of £10.5m but that this relates mainly to regular premium business. Equitable
again disclose that they make no other explicit provision for future expenses on their recurrent
single premium business or for business where premiums had ceased or were no longer
payable. Equitable do not explain the method by which they have made provision in the
appendix valuation for expenses on recurrent single premium business.

Schedule 4 — appendix valuation (forms)
In the appendix version of Form 55, Equitable set out the mathematical reserves held for the
various types of non-linked contracts on the appendix valuation basis.

In the appendix version of Form 56, Equitable set out the mathematical reserves held for the
various types of linked contracts on the appendix valuation basis.
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note that the cover for the required minimum margin is 3.84. They do not identify any
concerns.

(Note: GAD’s Al and A2 Initial Scrutiny checks (and accompanying forms) and the detailed
scrutiny reports for the 1989 to 1999 returns are reproduced in Part 4 of this report.)
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reduce Equitable’s priority rating from 4 to 5. GAD answer ‘<)6 to the question ‘2 7,) -17)5)67
5%)686)( /22. 683257%8&#)1 7)5062* )+ 8/%7-21 . They identify no items that are
worrying and no items to notify to DTI, to be taken up immediately with Equitable.
Accompanying the Initial Scrutiny check are two forms (‘250 ’and ‘250 ), tabulating key
figures disclosed in the 1984 to 1988 returns. There appears to be no other correspondence on
the 1988 returns.
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Every Appointed Actuary is sent by GAD a copy of DAA3 on reserves for HIV and AIDS.
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1990

10/01/1990

DTI provide briefing to the Permanent Secretary of the Treasury, ahead of his dinner with
Equitable the following day, in the form of an extract of Equitable’s reports and accounts. DTI
explain that the general comments in their earlier briefing for the Permanent Secretary’s
previous visit to Equitable (see 13/10/1987) still apply.

19/02/1990

Equitable’s Appointed Actuary and another of the Society’s actuaries (who later becomes
Appointed Actuary) present ‘With Profits Without Mystery’ to the Faculty of Actuaries.

The official record of the discussion that took place on this paper is published on the website
of the actuarial profession at
http://www.actuaries.org.uk/files/pdf/library/ TFA-042/0139-0186.pdf

22/05/1990

A DTl official provides a Minister with a copy of Equitable’s latest accounts and a short
background note, ahead of the Minister’s lunch the next day with some of the Society’s Board
Members. The note reiterates comments made in advance of the previous ministerial visit (see
14/03/1989), namely:

The Society appears to be sound, and has expanded steadily, with the underlying trend of
expenses being satisfactory. Its strong solvency position makes it low priority in the
companies supervised by Insurance Division. Consequently, contact with the Society is
infrequent, and there appear to be no important issues.
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Submission of the 1989 regulatory returns

29/06/1990

Equitable submit their 1989 regulatory returns to DTI. Accompanying those returns are copies
of the Society’s annual report and accounts for 1989, prepared in accordance with the
Companies Act 1985 and dated 28 March 1990. These documents include the following
information about Equitable’s business and their financial position as at 31 December 1989.

Companies Act annual report and accounts

In the President’s Statement, Equitable again say that they have experienced significant
increases in new business and that the total value of assets under management increased by
£1.5bn to £5.7bn.

Equitable’s President says that recurrent single premium policyholders had been sent with their
bonus notice a letter outlining the Society’s change in approach to determining final bonus.
The President explains:

The Society has taken a positive lead within the life assurance industry in trying to strip
away the cloak of mystery behind which the with-profits bonus system has been hidden.
So far we have received high marks for effort but less uniformly high acclaim for
simplicity of explanation. We accept that we have a duty to enable the public to know
what they are being offered and we are confident that the public will buy good products
they understand.

Equitable’s President continues:

Our principles for operating with-profits business are essentially very simple. The policy
results we can pay depend on our investment performance and the efficiency of our
business operations. The investment returns are averaged over time to provide a greater
degree of security than is sought by those investing in either unit-linked policies or unit
trusts and to avoid very large differences in policy results over short periods of time. We
also aim to give a fair return to each policyholder whether the policy runs the originally
planned term or not and to hold back the minimum by way of reserve consistent with
prudent management.

In the Management Report 1989, as in the President’s Statement in the 1988 annual report and
accounts, Equitable state that they are ‘unusual in that our relatively low cost of sales has
enabled us to expand fast without financial burden to our existing members’. Under ‘New
Business’, the report says that new regular premium business for the year was £234m and new
single premium business was £408m, the latter being an increase of 212% on the previous year.
Equitable provide a table illustrating the growth in new premium income over recent years and
explain that:

... by far the major contributor to new business was the Society’s personal pension plan
which benefited immensely from the public’s increased awareness of pensions. In
addition the Society received a significant amount of new premium income in the form
of increments on old style retirement annuity contracts which are no longer available to
new policyholders, vindicating, as the President has reported, the Society’s strategy of
telling policyholders of the advantages to be gained from such contracts.

The report also sets out developments on ‘Investments’, ‘Services and Systems’ and ‘Staff’.

The Statement of Bonuses section of the report runs to two pages and covers the levels of
bonus declared and the changes that have been made to the system of allocating final bonus.
For their main line of business, Equitable again maintain declared reversionary bonus at 7.5%.
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On final bonus, Equitable write:

The addition of final bonus is intended to increase the guaranteed policy benefits and
attaching declared bonuses to the appropriate total level having regard to the Society’s
experience over the period for which the policy in question has been in force. An
important feature of our approach is that the Directors aim to achieve the highest
possible benefits. In particular, we do not consciously retain earnings to build up the
“strength” of the office or to maintain unnecessary reserves ...

Under recurrent single premium contracts the policy is essentially building up a fund of
money, although the contractual benefits may be expressed as payable at some future
date (e.g. at age 60). Part of that fund at any time will consist of the value of the
guaranteed benefits (those secured by the premiums paid and declared bonus additions).
The remaining, unguaranteed, part represents the final bonus that would be paid if the
policy benefits became payable immediately.

Equitable then go on to explain the new system, saying:

Previously the Society has determined the final bonus element under a recurrent single
premium contract at any time by reference to a specific scale of rates. That has now
been changed to bring the system more into line with the “accumulating fund” nature of
the contract. Each year the Society will announce a rate of growth at which the total
policy benefits were built up over the year of the declaration, together with a second rate
to apply for the period beyond the date of the declaration.

The guaranteed part of the total benefits continues to grow, as before, through the
operation of the basic contract terms and declared bonus additions. The final bonus
element of the policy value at any time is the difference between the total value and the
value of the guaranteed part.

Equitable provide illustrations of how the new system works for a personal pension contract
and a bond. The illustration for the personal pension states that the contract includes a
guaranteed ‘roll-up rate’ of 3.5%.

Equitable state that policy proceeds for policies maturing after 1 April 1990 will be greater than
was the case for comparable policies maturing the previous year.

The returns
Equitable’s returns are again submitted in two parts covering Schedules 1, 3 and 6 and Schedule
4 to the ICAS Regulations 1983.

Schedule 1 (Balance sheet and profit and loss account)
As in previous years, Schedule 1 of Equitable’s returns consists of Forms 9,10, 13, 14 and 16. Form
9 summarises the Society’s financial position at 31 December 1989 as follows:

Long term business admissible assets £5,805,205,000
Total mathematical reserves (after distribution of surplus) £4,703,112,000
Other insurance and non-insurance liabilities £128,083,000
Available assets for long term business required minimum margin £974,010,000
Required minimum margin for long term business £204,385,000
Explicit required minimum margin £34,064,000
Excess (deficiency) of available assets

over explicit required minimum margin £939,946,000
Excess (deficiency) of available assets

and implicit items over the required minimum margin £769,625,000
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Schedule 3 (Long term business: revenue account and additional information)
As in previous years, Schedule 3 consists of Forms 40 to 51, which have been supplemented by
various notes providing further information about/explanation for the figures provided.

Form 45 shows that 55% of Equitable’s non-linked assets are invested in equities, 12% in land
and 26% in fixed and variable interest securities (compared with 45%, 14% and 35%, respectively,
in 1988).

As in their 1988 returns, Equitable disclose in Form 46 that the gross redemption yields on fixed
interest securities issued or guaranteed by any government or public authority and with
durations of less than 15 years are consistently higher than for those not issued or guaranteed
by any government or public authority.

The notes to this part of the returns include a statement that no provision has been made for
the contingent liability for corporation tax on unrealised capital gains for non-linked business,
which is estimated not to exceed £28m.

Equitable also state again that they have been granted a section 68 Order which permits
them to include in aggregate form details of their ‘Personalised Funds’ in Forms 49, 50, 51
and 57, instead of the separate details for each Personalised Fund required by the ICAS
Regulations 1983.

Schedule 6 (Certificates by directors, actuary and auditors)

Three Equitable Directors provide the certification required by Regulation 26(a) of the ICAS
Regulations 1983. Equitable’s Appointed Actuary provides the certification required by
Regulation 26(b) of the ICAS Regulations 1983. As required by Regulation 27 of the ICAS
Regulations 1983, Equitable’s Auditors provide their opinion that Schedules 1, 3 and 6 of the
returns have been properly prepared.

Schedule 4 (Abstract of valuation report prepared by the Appointed Actuary)

As in previous years, Equitable present two valuations of their long term liabilities (their main
and appendix valuations). The results of the main valuation are carried forward, unadjusted,
from Form 58 to Form 14 and on to Form 9.

Schedule 4 — main valuation (text)

Schedule 4 of Equitable’s returns answers the questions set out in paragraphs 1to 19 of
Schedule 4 to the ICAS Regulations 1983 and includes Forms 55 to 58 and Form 60. Equitable
state that this valuation conforms to Regulation 54 of ICR 1981.

In response to paragraph 3 of Schedule 4, Equitable provide ten pages of information about
their non-linked contracts. Most of the information about the contracts remains unchanged
from the previous returns.

The description of Equitable’s with-profits immediate annuity business (paragraph 3(xi)) is
changed from the previous year’s returns and no longer mentions that guaranteed benefits
increase by 3.5% each year. The relevant part reads:

The basic contract provides level guaranteed benefits, which are enhanced by the
addition of bonuses, including final bonus.

Under alternative versions of the contract the guaranteed payments may be arranged to
increase at 3% per annum or to decrease at a rate of up to 615% per annum (in ¥2%
steps).

The descriptions of Equitable’s retirement annuity, personal pension plan and individual
pension plan contracts (paragraphs 3(xiii), 3(xiv) and 3(xv)) are the same as the previous
year’s returns.
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The description of Equitable’s principal guarantees of terms at the end of paragraph 3 is the
same as the previous year’s returns. As in their 1988 returns, Equitable disclose that certain
deferred annuity policies carry guaranteed terms under which future premiums could be paid.
Equitable also, again, disclose that they applied a guaranteed annuity rate to the accumulated
cash fund generated by these policies.

In response to paragraph 4, Equitable provide 31 pages of information about their linked
contracts. Most of the information about the contracts remains unchanged from the previous
returns.

As in their 1988 returns, in paragraph 5 Equitable disclose that they have tested the ability of
the Society to hold reserves which satisfy Regulations 54 and 56 to 64 of ICR 1981 in the
changed investment conditions described in DAAL. Equitable state:

In these conditions the Society would be able to set up reserves which satisfy [Regulations
54 and 56 to 64 of ICR 1981] without needing to have recourse to the assets whose current
value is shown at line 51 of Form 14 [in Schedule 1] of these Returns. No provision was
made for any mismatching between the nature (including currency) and term of the
assets held and the liabilities valued.

(Note: the entry at line 51 of Form 14 was the excess of the value of admissible assets
representing the long term fund over the amount of those funds and represented the
difference between the market value and book value of those funds.)

Equitable again state that, in determining the provision needed for resilience reserves and tax
on unrealised gains, they have taken account of the fact that the long term fund has been
valued at book value.

In paragraph 5(1)(e), Equitable disclose that a reserve for the prospective liability to tax on
unrealised capital gains is held in respect of policies where benefits are linked to the Society’s
internal funds. Equitable also repeat here that the contingent liability for tax on unrealised
capital gains in respect of other business is estimated not to exceed £28m. They consider there
are sufficient margins in the valuation basis to cover this amount and, accordingly, they again
hold no specific reserve.

As in their 1988 returns, in paragraph 5(1)(f) Equitable state that, in current conditions, they do
not consider it necessary to hold a specific reserve for the guarantee they offer on a unit-
linked annuity.

As in their 1988 returns, in paragraph 6(1) Equitable disclose that for certain non-profit deferred
annuities, the valuation rates of interest used were those assumed in the premium basis.
Equitable, again, do not elsewhere disclose the rates used in the premium basis.

As in their 1988 returns, in paragraph 7(b) Equitable disclose that they maintain a general
expense reserve of £10.5m, which relates mainly to any shortfall of future premium loadings on
regular premium business. Equitable again disclose that they make no other explicit provision
for future expenses on their recurrent single premium business or for business where premiums
had ceased or were no longer payable. Equitable again do not explain the method by which
they have made provision in the main valuation for expenses on recurrent single premium
business.

As in the previous returns, at paragraph 7(d) Equitable say:

A further valuation has been undertaken using the net premium valuation method. The
bases employed are in accordance with Regulations 55 to 64 of the Insurance Companies
Regulations 1981. The resultant aggregate liability is less than the aggregate liability on the
methods and bases described in this report. The report on the net premium valuation is
given in an appendix following Form 60 of this report.
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As in their 1988 returns, in paragraph 11 Equitable state that they have ‘no business where the
rights of policyholders to participate in profits relates to profits from particular parts of the
long term business fund'.

As in their 1988 returns, in paragraph 12 Equitable simply state that ‘the principles upon which
the distribution of profits among policyholders is made are determined by the Directors in
accordance with the Society’s Articles of Association’.

In paragraph 13 of Schedule 4, Equitable set out the levels of declared bonus and disclose that
they again had set the reversionary bonus for the main policy classes at 7.5%.

As in their 1988 returns, in paragraph 13(b) Equitable disclose that some retirement annuity and
individual pension policyholders have been offered loans under a ‘loan back’ arrangement.

In response to paragraph 16, Equitable describe their new system for determining final bonus.
For the Society’s main policy classes (being: ‘retirement annuities, personal pension retirement
benefits, individual and group pension arrangements, annuities in payment and recurrent
single premium deferred annuities’), Equitable state the following:

... the final bonus entitlement as at 31 December 1989 is that amount required to increase
the proportion remaining in force on the date of benefit payment of the annuity entitled
to participate in course of payment or of annuity or other benefit ranking for bonus from
31 December 1989 or earlier and existing bonus additions (included new declared bonus)
valued at that date in accordance with the contract terms to a total policy value on that
date calculated as the sum of:

(a) The proportion remaining in force on the date of benefit payment of the annuity
entitled to participate in course of payment or of annuity or other benefit ranking for
bonus from 31 December 1988 or earlier and declared bonus additions valued as at
that date in accordance with the contract terms, together with final bonus additions
calculated on the scale introduced on 1 April 1989, increased by 20% for the calendar
year 1989;

(b) The sum of the proportion remaining in force on the date of benefit payment of
all the purchases of annuity entitled to participate in course of payment or of
annuity or other benefit applied for bonus in the calendar year 1989, valued at the
date of application, each increased by 20% p.a. for the proportion of the year from
the date of application of the individual purchase to 31 December 1989.

Schedule 4 — main valuation (forms)

In Form 55, Equitable set out the mathematical reserves held for the various types of non-
linked contracts along with information on the number of contracts in force, the benefits
guaranteed and the rates of interest and mortality assumptions used in valuing them.

In Form 56, Equitable set out the mathematical reserves held for the various types of linked
contracts along with information on the number of contracts in force, the value of current
benefits, the level of benefits guaranteed on death or maturity and the rates of interest and
mortality assumptions used in valuing them. They again disclose that they hold reserves for
non-investment options and other guarantees for many of their unit-linked policies.

In Form 58, Equitable set out the valuation result and the composition and distribution of the
fund surplus.
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Schedule 4 — appendix valuation (text)
As in the 1988 returns, Equitable explain that the appendix valuation:

... was undertaken solely for the purposes of demonstrating that in aggregate the
mathematical reserves determined by the valuation undertaken using the gross premium
method, the results of which are reported on the preceding pages, are not less than an
amount calculated in accordance with Regulations 55 to 64 of the Insurance Companies
Regulations 1981.

Equitable’s appendix valuation provides the information required by paragraphs 1,5, 6,7, 9,17
and 18 of Schedule 4 to the ICAS Regulations 1983. Equitable say that the information required
for the other paragraphs (apart from paragraph 19 — being a statement of the required minimum
margin in the form set out in Form 60 of Schedule 4 — which, having had ‘regard to the purpose
of the valuation’, has not been provided) is identical to that given in the main valuation.

In response to paragraph 5(1)(a), Equitable make the same statement as in the main valuation,
that: ‘In these conditions the Society would be able to set up reserves which satisfy
[Regulations 54 and 56 to 64 of ICR 1981] without needing to have recourse to the assets
whose current value is shown at line 51 of Form 14 [in Schedule 1] of these Returns. No
provision was made for any mismatching between the nature (including currency) and term
of the assets held and the liabilities valued'.

As in the main valuation Equitable state, in paragraph 5(1)(e), that a reserve for the prospective
liability to tax on unrealised capital gains is held in respect of policies where benefits are linked
to the Society’s internal funds. Equitable disclose that the contingent liability for tax on
unrealised capital gains in respect of other business is estimated not to exceed £28m. Equitable
say that they consider there to be sufficient margins in the valuation basis to cover this amount
and, accordingly, they again hold no specific reserve.

As in the main valuation, in paragraph 5(1)(f) Equitable state that, in current conditions, they do
not consider it necessary to hold a specific reserve for the guarantee they offered on unit-
linked annuities.

As in their 1988 returns, in paragraph 5(1)(g) Equitable disclose the ages that retirement benefits
could be taken on their personal pension and retirement annuity business.

As in their main valuation, in paragraph 7(b) Equitable disclose that they maintain a general
expense reserve of £10.5m but this relates mainly to regular premium business. They again
disclose that they make no other explicit provision for future expenses on their recurrent single
premium business or for business where premiums had ceased or were no longer payable.
Equitable do not explain the method by which they have made provision in the appendix
valuation for expenses on recurrent single premium business.

Schedule 4 — appendix valuation (forms)
In the appendix version of Form 55, Equitable set out the mathematical reserves held for the
various types of non-linked contracts on the appendix valuation basis.

In the appendix version of Form 56, Equitable set out the mathematical reserves held for the
various types of linked contracts on the appendix valuation basis.

06/07/1990 GAD complete the Al Initial Scrutiny check on the Society’s 1989 regulatory returns. GAD
note the cover for the required minimum margin is 4.77. They do not identify any concerns.
10/07/1990 GAD’s new scrutinising actuary with responsibility for Equitable (Scrutinising Actuary B)

completes the A2 Initial Scrutiny check on the Society’s 1989 regulatory returns. He gives
Equitable a priority rating of 5 (unchanged from the previous year) and identifies no items that
are worrying and no items to notify to DTI, to be taken up immediately with Equitable. GAD
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note a drop in the yields of the assets shown on Form 45 (expected income from admissible
non-linked assets). No answer is given to the question ‘Do the maturity guarantee reserves
look reasonable?’. Accompanying the Initial Scrutiny check are two forms (Form B and Form
Cl), tabulating key figures disclosed in the 1985 to 1989 returns.

11/07/1990

GAD note that Equitable’s 1989 returns show a rise in premiums receivable, compared with their
1988 returns, of £418m. GAD’s new Chief Actuary for Equitable (Chief Actuary B — who had
been the previous Scrutinising Actuary) queries this with Scrutinising Actuary B, asking ‘Can
you reconcile Equitable’s increase of £418,000k in premiums receivable!’.

23/07/1990

In response to Chief Actuary B's question, the Scrutinising Actuary says: ‘We will query this [at]
the detailed scrutiny stage’ (see 04/12/1990).

07/11/1990

Every insurance company is sent by the Government Actuary a letter announcing the
introduction of a rolling programme of visits by DTI and GAD officials to life insurance
companies.

14/11/1990

GAD meet Equitable’s Appointed Actuary and another actuary (who later becomes the
Society’s Appointed Actuary). According to GAD’s note of the meeting, prepared on 22
November 1990, the purpose of the meeting was:

... simply to obtain information about the financial position at the year end ie amount of
available assets, [required minimum margin], cost of 1990 bonus, amount of new business
written in 1990. | had asked for the meeting as a result of comments made by [Equitable’s
Appointed Actuary] to [a Directing Actuary at GAD (Directing Actuary A)] and by other
people.

Equitable state at the meeting that, at a recent date (GAD note that this possibly refers to the

end of October 1990), their total assets exceeded liabilities and mathematical reserves by £55m.

GAD note that ‘[the] 1989 returns showed a margin between the published bonus reserve
basis and a net premium valuation basis of £340[m]. This would be higher at 31 December
1990 (say £375m)’. Equitable say that they consider that some £325m new business strain could
be released in a net premium valuation. They also consider that higher valuation rates of
interest could be used in this valuation, thus releasing more free assets. Making these
adjustments would increase the excess of liabilities over assets, before declaring any bonus,
from £55m to £755m.

Equitable explain that they are considering not paying any reversionary bonus for 1990 (but
would pay an interim bonus to policies maturing in 1991). They ask if GAD would be revising the
resilience test in the light of the fall in market values of assets since the beginning of 1990.
Equitable raise the possibility of applying for a section 68 Order.

GAD’s note of the meeting continues:

When he informed me of the current position, ie that free assets were £55m assuming the
same valuation basis as last year, [the Appointed Actuary] asked me whether | had any
qualms about the position of Equitable. | had to say that | did. He asked why? I replied
that | had not looked at the figures in detail although | knew it was possible to weaken
the valuation basis. However, the society had to comply with the valuation regulations
and my main concern was whether it would be able to do this if the market fell any
further (or even remained at its present level). What about next year, for example? [The
Appointed Actuary] said he took my point and he thought that if the market fell by a
further 20% they would have problems and he would have to consider what action
should be taken. He implied that at such a point he would have to consider reducing the
level of new business taken on.
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GAD’s note concludes with two comments:

1. [Equitable’s Appointed Actuary] states that the Society is solvent. However, as he is
considering not paying a reversionary bonus this year (while at the same time paying
terminal bonuses) he must be feeling very uneasy about the current position of the
Society.

2. We are carrying out a detailed scrutiny of the 1989 returns in order to get a better feel
for the position of the society, and in particular for what margins there are in its current
valuation basis and in the alternative net premium basis.

22/11/1990

GAD send DTI the note of the meeting held on 14/11/1990. GAD add, in a covering note marked
‘Confidential’.

From what [the Appointed Actuary] says it appears that if he valued the assets on a
weaker basis, which still complied with the regulations, there would currently be
adequate free assets to cover the [required minimum margin], without a S68 order for
implicit items being taken into account. Even if the Society declared reversionary
bonuses for 1989 at the same rate as those for the previous year there would appear, on
a weaker valuation basis, to be sufficient free assets remaining to cover the [required
minimum margin]. Whether the Society is strong enough to declare a reversionary bonus
for 1989 and still have sufficient available assets to provide for future contingencies is a
matter for the Society’s Actuary and its Board. [Note: the references to ‘1989’ should
have read 1990’

We are carrying out a detailed scrutiny of the 1989 returns, and will advise you if any
further points arise.

Following receipt of this, a DTI official notes:

If the Equitable is not going to declare a bonus we need to warn the Minister before it
becomes public. Will there be publicity? What about Equitable’s advertising? Does it need
to be changed?

04/12/1990

GAD write to Equitable’s Appointed Actuary with some queries arising from the 1989 returns,
including why the number of ‘Other Creditors’ and pension surrenders has increased
considerably, whether there are any surrender/transfer guarantees relating to pension business
fund contracts and ‘... what investment return is required to support (i) the current
reversionary bonus rates and (ii) the current reversionary and terminal bonuses'.

05/12/1990

GAD provide DTI with a one page note explaining that they have completed their scrutiny of
the 1989 returns. (A copy of this scrutiny report is reproduced in full within Part 4 of this
report.) GAD say that 1989 was exceptional for Equitable because, during the year, new business
growth had set a record. GAD continue:

The Society declared unchanged bonus rates and 94% of the total cost of the bonus was
financed by a transfer from the investment reserves. If the property values remain
depressed and the equity market does not show any bullish tendencies in the [1990s] and
beyond, we think that the Society may have problems in maintaining the current bonus
rates on its with-profit life and pensions contracts.

The 1989 valuation basis was satisfactory. There was a significant margin in the published
mathematical reserves.

Against the last sentence an official has written an unclear comment which reads ‘not [unclear]
[unclear] now..
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GAD enclose a copy of their letter to Equitable of 04/12/1990 but add: ‘... we do not anticipate
that the replies will affect our view of the solvency position’. Behind this note are two pages
of manuscript calculations. On the first of these is written ‘156 — loss on 1990 investments!".

17/12/1990 Equitable’s Appointed Actuary replies to the various queries raised in GAD’s letter of
04/12/1990. He says that the increase in the amount of pension surrenders arises for two main
reasons. First, because of ‘a general increase in the level of retirements under our pension
contracts. The cash commutations paid at retirement are included in the ... figure'. Secondly,
because of:

A relatively high level of internal transfers from one type of pension arrangement to
another — in particular, transfers from individual FA70 schemes [i.e. defined contribution
occupational pension schemes pursuant to the terms of the Finance Act 1970] to personal
pensions, which is being encouraged for the smaller cases because personal pensions are
simpler to operate than FA70 schemes.

Equitable explain that:

Our pensions contracts generally carry guarantees of the amount that will be paid in the
event of actual retirement (whether on the originally stated pension date or otherwise)
or death. There are, however, no guarantees on withdrawal in other circumstances, e.g.
transfer to another pension provider. It is our aim to pay full value in those
circumstances also but there are no guarantees in the matter.

In response to the question about the required investment return, Equitable say:

(i) The rates of declared bonuses announced at 31 December 1989 require earnings of
11¥4% p.a. for our pensions business and around 8% net for our life business.

(i) As you know, for the bulk of our business we do not have final bonus scales in
conventional form. Rather, we announce a “total growth rate” in policy values which
gives the total accumulated policy value at the declaration date. The final bonus element
in that value is the difference between the total value and the value of the guaranteed
policy benefits at that date. The question of what rate of growth is needed to support
“current reversionary and final bonuses” is not, therefore, meaningful in our case. The
“total growth rates” for 1989 were 20% gross and 16¥2% net. There is no implication,
however, that these rates will be repeated in future years. Indeed for actual payments
out under pensions business we have been rolling forward 31.12.89 values at 15% pa for
most of this year but have recently cut that to 12% pa. You will also have seen from our
With Profits

Brochure that we emphasise that future bonuses must depend primarily upon future
investment returns.

19/12/1990 [entry 1] GAD thank Equitable for their letter of 17/12/1990 and say: ‘The information you have
provided is most helpful and we have no further queries on your 1989 returns’.

19/12/1990 [entry 2] GAD send DTI's Head of Life Insurance Division (Head of Life Insurance) two notes. The first is
from Chief Actuary B, following the meeting with Equitable on 14/11/1990. The note begins by
saying that:

There is one point which we think you may need to consider following our meeting with
Equitable. If, as seems possible, the society decides not to declare reversionary bonuses
this year you would need to consider whether or not there is a risk that the society may
be unable to fulfil the reasonable expectations of present and future policyholders.
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It continues:

In the event of the society not paying the reversionary bonuses this year, we understand
that the intention is to pay interim reversionary bonuses at the 1989 rates in respect of
1990 on all policies maturing in 1991, thus making up for the effect of not declaring
reversionary bonuses in 1990. The society intends to maintain payment of terminal
bonuses at the appropriate level on policies maturing. This means that for policies
maturing in 1991 there would be no adverse effect apart from any changes in the rates of
terminal bonuses that might occur. We do not have any information at this stage about
the society’s likely intentions in respect of policies maturing later than 1991. In our view
what happens at the end of 1991 and later will be largely determined by what happens to
the stock market during 1991 and later.

The note then says:

So far as policies maturing in 1991 are concerned, in our view the course of action which
the society has suggested it may take does not affect their reasonable expectations —
there is likely to be no big change in total bonus payments at maturity. The total bonus
payments added to policies maturing in 1992 or later are likely to be more affected by
stock market changes occurring in 1991 and later years than by whether or not the
society pays a reversionary bonus at the end of 1990. The society may be able to declare
a double reversionary bonus at the end of 1991 if the fund can afford it through good
investment performance, or again, a special maturity bonus for 1990 may be awarded for
claims in 1992, and so on. In effect, total maturity proceeds would be maintained though
(on the latter scenario) less would come from reversionary bonuses, with the company
having missed awarding one such bonus in 1990.

Chief Actuary B concludes:

Hence, on balance, we do not think that the society’s possible course of action, in itself,
leads to a risk that the society may be unable to fulfil the reasonable expectations of
such policyholders. If the society had another bad year (or this year’s performance is
worse than anticipated) and the company was unable to establish sufficient
mathematical reserves on current guaranteed levels of benefits (including past
reversionary bonuses) within the resources of the company, that would be a different
matter.

At present we do not have enough information about the society to be more specific and
indeed, unless the society makes more signals, we do not suggest that further information
should be sought. The society is our longest established life company and is well
respected in the market.

The second note is from Directing Actuary A. He begins by stating:

After the meeting held yesterday with the actuarial profession, in which there was
general agreement that the resilience test under regulation 55 would continue to be
calculated on the basis of a 25% fall in the value of equities in current market conditions
and present economic and political circumstances, we discussed the position of
Equitable, given that decision. You mentioned that you were concerned about their
current advertising. This was in the context that, if the Equitable were unable to pay a
reversionary bonus this year, policyholders who had taken out policies on the basis of
recent advertisements (which highlighted the returns achieved by the Equitable over the
past 10 years), might have justification for wondering whether their reasonable
expectations would be, or were being, met. You would like the Equitable to examine their
advertising to ensure no such complaint could be justified.
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It was agreed, therefore, that the most appropriate way of getting this point over to the
Equitable would be for me to telephone [the Chief Executive], informing him both about
the decision taken at the meeting yesterday and also to put the point to him about the

company’s current advertising.

The note continues:

When | telephoned [Equitable’s Chief Executive] earlier this morning, his secretary told me
that he was in a Board meeting which would last most of the day. | wondered then if in
fact the Board meeting was deciding on what reversionary bonuses should be paid this
year. [The Chief Executive] eventually telephoned me back late in the afternoon, and |
explained that | was telephoning him, rather than [the Appointed Actuary] because,
although the first point was one on which | would normally speak to [the Appointed
Actuary], the second was one on which it would be more appropriate to speak to him.

I explained that, on the first issue, | wanted as a matter of courtesy to tell him the result
of yesterday’s discussions, which confirmed the conversation | had with him a week ago
at the Actuaries Club Dinner when | told him what | thought would be the outcome of
our discussions with the profession. He said that he was very grateful for letting him
know.

The note continues:

I then went on to say that, on the second point, some officials in DTl had expressed some
concern that, if the Equitable were to forego a reversionary bonus this year, some
policyholders might wish to complain that they had been misled by the Equitable’s recent
advertising. | said that | was sure that he, [the Chief Executive], would be very mindful of
the question of advertising and marketing, with his intimate connections with LAUTRO. |
told him that what | was trying to indicate in general terms was that if the company was
of the view that it was unlikely to declare a reversionary bonus at the year end, it would
be helpful if the company were to examine its advertising and marketing literature to
ensure that it felt it was not misleading prospective policyholders in the run-up to the
announcement.

[The Chief Executive] took these comments in the kindest possible way. He said that he
was clearly anxious that the company did not mislead any potential policyholders, that it
had been their intention to concentrate on the actual payouts over the last 10 years and
it was the company’s continued intention to ensure that policyholders maturity proceeds
continued to reflect the full performance of the company over the period of the policy,
even if a year’s reversionary bonus were foregone. However, as a result of the Board
meeting which he had just left, he thought he could put my worries at rest by telling me
what the outcome of the meeting was.

The note goes on to say:

It appears that [Equitable’s Appointed Actuary] had presented a paper to the Board which
sets out the constraints on bonus policy which emanate from the valuation of liabilities
regulations themselves. The company accepts that the regulations are a matter of fact,
and have to be abided by. (He also told me that he had passed on to the Board my
comments at last week’s dinner that it would be very difficult for the UK to weaken its
valuation regulations at the present time when we are having to defend them to other
Member States in the context of the Single Market after 1992.)

He then went on to tell me that the view of the Board was that the crunch position for
the company would really probably come next year. The Board had received a report
from their investment committee which examined the most likely, and the worst likely,
outturn for 1991. As far as the most likely outturn was concerned, the view of the
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Committee was that the investment performance of the company would be quite strong.
While there were some pessimistic underlying economic indicators for next year, the
report concluded, and the Board accepted, that the most likely outturn for the year was
likely to be optimistic. What the company wishes to avoid is to declare a reversionary
bonus this year, and then to be unable to declare a reversionary bonus next year when
there is an investment upturn. In his view, although the board has not taken any final
decisions yet, he considers that it is “pretty unlikely to be in a position of not being able
to declare a bonus this year” given the optimistic assessment of investment returns
achievable by the company next year.

[Equitable’s Chief Executive] told me that there was clearly a risk in this strategy, but there
is a risk in all bonus declarations taken in similar circumstances. | did not enquire of [the
Chief Executive] what the likely financial position of the company would be at the end of
this year in terms of Form 9 solvency margin — | know that [the Chief Executive] had to go
to another urgent meeting at that time and also | do not consider the telephone to be
the best medium for discussing such matters.

The note concludes:

In summary, therefore, it seems most likely that the Equitable will declare a reversionary
bonus this year, having taken an optimistic view of investment return likely to be
achieved by the company in 1991. On that scenario, they would anticipate that they will
be able to continue to pay a reversionary bonus next year. There is clearly some risk in
this strategy, and if the Equitable goes ahead with a bonus distribution this year and the
market subsequently falls considerably, we will need to hold some urgent talks with the
company’s actuary, as we would, of course, with other companies that take similar
decisions and who are in a similar financial position to (or an even less strong position
than) the Equitable.

20/12/1990 Equitable’s Appointed Actuary applies to DTl for a section 68 Order for a future profits implicit
item of £250m, for possible use in their 1990 returns. He provides financial calculations in
support of this application, suggesting that Equitable could seek an Order up to the value of
£562.8m.

These calculations include, for the estimated annual profits, the following:

(4) (8) () (A-BIHC)
Year ending Total surplus  Exceptional Surplus Ordinary
items arising from surplus
solvency
margin
fm fm fm fm
31.12.85 92.2 (a) - 56.2 36.0
31.12.86 153.9 - 56.1 97.8
3112.87 254.7 65.0 (b) 65.3 124.4
31.12.88 259.2 - 614 197.8
31.12.89 3374 - 89.9 247.5
7035

Average annual profit = 703.5/5 = £140.7m

Notes: (a) £92.2m represents one-third of the surplus for the triennium ending 31
December 1985.
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(b) £65.0m of the surplus arising in 1987 was an exceptional item arising from a
change from a policy year to a calendar year method of bonus allocation for
the bulk of the Society’s with profits business.

GAD tick the figures supplied in column (A).

The calculations state that the average period to run for the Society’s in-force contracts is eight
years. The Appointed Actuary explains:

The periods to run have been reduced to take account of premature withdrawals based
on the Society’s recent experience of such withdrawals. In respect of retirement annuity
and personal pension contracts for which a range of retirement ages is available, it has
been assumed that retirement benefits are taken at the lowest possible age, or
immediately if that age has already been attained.

The calculations suggest that the maximum figure permissible for future profits is 50% of
£140.7m multiplied by eight years — that being £562.8m.

27/12/1990

DTl ask GAD for their views on Equitable’s application for a section 68 Order.
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1991

04/01/1991

GAD provide their views to DTl on the Society’s application for a section 68 Order and state
that the amount requested ‘... is less than 50% of the maximum amount allowed in
accordance with the calculations based on the guidance notes. We are satisfied with the
calculations and advise you to issue the order. GAD attach copies of Equitable’s letter of
17/12/1990 and their reply of 19/12/1990. They state that GAD are satisfied with Equitable’s
answers to their questions in the letter of 04/12/1990 and ‘... consequently our detailed
scrutiny of Equitable’s 1989 returns is closed'.

11/01/1991

DTl send Equitable’s Appointed Actuary a section 68 Order for a future profits implicit item of
£250m, for use in the 1990 returns.

31/01/1991

DTI write to Equitable’s Appointed Actuary with a set of papers that DTI had received from a
policyholder concerning his complaint about the information he had been given when seeking
to clarify two policies he had with Equitable. DTI comment that:

The various administrative errors evidently gave [the policyholder] little confidence in
your Society. Moreover it is of concern that these errors and the faults in the
administration system and records of the Society may have affected other policyholders
of the Society.

I should be grateful for confirmation of the measures taken by the Society to rectify the
position and to ensure that none of the policyholders of the Society were adversely
affected. | look forward to receiving your comments.

21/02/1991

Equitable’s Appointed Actuary writes to DTl in reply to their letter of 31/01/1991. He
acknowledges that the policyholder is justified in his complaint. Equitable explain the steps
taken to rectify the problems that affected him and a ‘small number’ of other contracts. They
assure DTI that their actions have kept the effect on policyholders to a minimum.

28/03/1991

Equitable write to DTI to give notice of the appointment of their Appointed Actuary as Chief
Executive with effect from 31)uly that year, following the retirement of the current Chief
Executive on 30 June 1991. Equitable state that the Appointed Actuary is currently Deputy Chief
Executive and Joint Actuary. DTI forward the letter to GAD.

04/04/1991

Scrutinising Actuary B passes the letter of 28/03/1991 to Chief Actuary B with a note: ‘| think
GAD’s policy (as far as | know) is against the two offices of Chief Executive and Actuary to be
combined. We should inform [the Government Actuary] about it.

10/04/1991

Chief Actuary B advises the Government Actuary of the forthcoming appointment of a new
Chief Executive at Equitable and that the person already holds the post of Appointed Actuary.
The Chief Actuary says: ‘I understand that you have written about a similar position at
[another major life company].

11/04/1991

Equitable provide DTI with the Form A declaration (required under section 60 of ICA 1982,
which provided that insurance companies must notify changes of controllers or senior
managers of such companies to the prudential regulators for approval) in respect of the
appointment of their new Chief Executive.

17/04/1991

In response to the note of 10/04/1991, the Government Actuary writes:
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I think we would certainly want to discourage him from holding both positions, other
than on a very temporary basis. It would be appropriate for DTI to write asking what
[Equitable’s] intentions are regarding the appointed actuary position, bearing in mind the
fact that it is not now generally thought desirable for the same person to be [Chief
Executive] and [Appointed Actuary]. If they get a dusty response | will speak to [him].

19/04/1991

GAD’s Chief Actuary B writes to DTl about the letter of 28/03/1991: ‘As it is not now thought
desirable for the same person to be both Chief Executive and Appointed Actuary | think it
would be best to clarify the society’s intentions’. Line Supervisor A notes on DTI's copy of this
memorandum that consent (i.e. to the appointment of the person as Chief Executive) should
be withheld until the position is clarified with Equitable.

26/04/1991

DTl’s Line Supervisor A writes to Equitable. He says:

Since [the person] is currently the Appointed Actuary for the Society and it is considered
desirable that the same person should not be both Chief Executive and Appointed
Actuary, please would you confirm what the Society proposes regarding the Appointed
Actuary.

30/04/1991

Equitable’s Appointed Actuary telephones in response to DTI’s letter of 26/04/1991. Line
Supervisor A notes that the Appointed Actuary explained that, although Equitable have several
good in-house actuaries, it was considered they needed 12 months or so senior management
experience before assuming the role of Appointed Actuary. Accordingly, Equitable would
prefer the proposed Chief Executive to retain the role of Appointed Actuary for about 12 to

18 months.

02/05/1991

Equitable write to DTI to confirm their position, following the telephone call. The Society say
that they are of the view that the Appointed Actuary role should be regarded and operated at
a senior and influential level. Equitable confirm that the Society does not currently have an
actuary with the desired seniority but that they expect to have an appropriate person for the
role of Appointed Actuary in 12 to 18 months’ time:

Accordingly, rather than moving away from the general approach and resorting to a
purely technical interpretation of the Appointed Actuary’s role, we regard it as
substantially more satisfactory in professional and business terms for [the person] to
continue to undertake the Appointed Actuary role for a limited period longer, as
mentioned above.

08/05/1991

DTl pass Equitable’s letter of 02/05/1991 to GAD with a note: ‘Provided it is a limited period |
am prepared to accept the proposed arrangement. Have you any further comments’.

10/05/1991

Chief Actuary B passes the letter to the Government Actuary and comments: ‘This letter
confirms that [the person] intends to keep the [Appointed Actuary] role for 12-18 months,
which | think can be regarded as temporary (just). The Government Actuary in turn
comments: ‘Thank you. | think we can accept this’.

13/05/1991

GAD inform DTI that Equitable’s new Chief Executive intends to retain the Appointed Actuary
role for a further 12 to 18 months, in addition to the new post. GAD conclude: ‘As this is
intended to be for a limited period we have no further comment to make’.

16/05/1991

DTl reply to Equitable’s letter of 02/05/1991 to say that the Secretary of State has no objection
to the proposed appointment of the new Chief Executive ‘... subject to the understanding that
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[the incumbent] will only retain the Appointed Actuary role for a further 12 to 18 months as
indicated in your letter'.

31/05/1991

Equitable write to DTl in reply to the letter of 16/05/1991. Equitable say that it appears that the
Secretary of State’s acceptance of the Society’s appointment of Chief Executive is conditional
on the person only continuing in the role of Appointed Actuary for a further 12 to 18 months.
Equitable state:

Whilst it is certainly the Society’s current intention to separate the roles and appoint
another Appointed Actuary in that timescale, we would not wish a condition to that
effect to apply to [the person’s] appointment as Chief Executive.

In making no objection to [the] appointment, the Secretary of State appeatrs to accept
that [the individual] is a “fit and proper person”. We cannot see that this will change if for
some at present unforeseen reason, [the person] does not cease to be the Appointed
Actuary within the timescale mentioned. There is, we believe, a point of principle here.

Naturally we recognise certain advantages in splitting the roles, which as | have indicated
we intend to do, but would appreciate your acceptance of [the person’s] appointment of
Chief Executive without the condition implied by your letter of 16 May 1991.

Line Supervisor A passes the letter to the DTI Line Manager with responsibility for Equitable
(Line Manager A), with a note:

I do not think we can accede to [DTI's acceptance of the appointment without condition].
GAD consider 18 months is exceptional! Suppose [he] falls ill — no Chief Executive — no
Appointed Actuary — a successor should have been groomed by now to take on role of
Appointed Actuary. | suggest we initially telephone [Equitable] to express our views — |
could not contact [the company] today.

11/06/1991

Equitable’s Appointed Actuary writes to GAD’s Directing Actuary A, marking the letter ‘PRIVATE
AND CONFIDENTIAL'. The Appointed Actuary refers to discussions they had had, when sitting
together at lunch during a recent Institute of Actuaries seminar, about a number of things,
including:

... the recent valuation and bonus declarations. It is very difficult, if not impossible, for
your colleagues and yourself to get any “feel” from the published results of the kinds of
discussions about actuarial management going on within life offices and it occurred to
me that you would find copies of some of our relevant board papers helpful
“background” reading. They extend beyond the purely appointed actuary role to that of
financial and actuarial management. Some of the figures were seen by [Chief Actuary B]
at a meeting before the year end [see 14/11/1990].

The papers are of course confidential and offered as a good will gesture to promote
greater understanding and | should prefer restricted circulation within your department.

I realise, of course, that you cannot forget your supervisory role when reading these
papers but | hope you will be able to accept them as an example of “steering” a board to
acceptable conclusions. | have to hope also that | have not given a hostage to fortune!

The Appointed Actuary encloses with the letter Board papers from September and
November/December 1990 (referred to by Equitable’s Chief Executive in the conversation on
19/12/1990) and from January and February 1991, which were relevant to Equitable’s recent
valuation and bonus declarations. He also encloses a paper, dated March 1991, to the Equitable
Board on investment considerations for 1991. These papers are reproduced in full in Part 4 of
this report.
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In the disclosed September 1990 paper entitled ‘Valuation and Bonus Declaration at 31
December 1990, the Appointed Actuary explains: ‘The recent falls in world stockmarkets could
mean that we may face a more difficult position at the end of this year than has applied for
some time. Although the current position is very uncertain, it seems highly likely that the
earnings on the fund at market value will represent a negative return over 1990. In view of
that position, | feel it appropriate to begin discussion of some possible alternative courses of
action rather earlier than normal.

The Appointed Actuary goes on to discuss: the Society’s approach to smoothing the return on
the with-profits fund; the rate of bonus that he would like to declare; and the benefits of
allotting bonus in the form of final bonus. On the final point, the Appointed Actuary advises
that final bonus:

... Is not guaranteed, requires no capital to finance it and is only paid out on policies
leaving the fund. Hence it is very well suited to the situation where future earnings are
being anticipated. If it eventually emerges that we have ‘got it wrong” the damage is
limited and room for future manoeuvre is retained.

The Appointed Actuary then advises the Board:

In technical terms, any presentational problems created by declaring a bonus can almost
certainly be mitigated by weakening the valuation basis. There are, however, constraints
on the extent to which that can be done. Once done there is then also no leeway
available in a future year. Further technical measures are also available to help the DTI
Return presentation (but not the Company Act balance sheet). The use of such measures
has to be publicly stated and could be construed as a sign of weakness. Again, these are
largely “one off” measures.

The Appointed Actuary says that, if Equitable choose to allocate the entire bonus in the form
of final bonus, their solvency position would be around £300m stronger.

The Appointed Actuary concludes by summarising the points made, as follows:

e unless there is a significant upturn in markets, it will be an uncomfortable year end
for bonus purposes

* interest rates have been relatively high for the whole year and policyholders might
expect benefits based on returns ranging from about 12% to about 15%

e that could argue for maintenance of declared rates at last year’s level of £7.50%

e it might be possible technically to produce the required surplus for such a declaration
but this would necessarily be a “one off” operation. A bad year in 1991 would almost
certainly lead to even greater discomfort at the end of 1991

e declaration of a marginally lower rate would not really provide adequate savings in
surplus. Declaration at a significantly lower rate would be difficult to justify and
would inevitably look weak

e we now show policyholders how their policy values roll up from year to year at an
overall rate of return. It should not really matter to what extent that roll up rate is
consolidated by way of declared bonus or left in unconsolidated or final bonus form
providing policyholders have confidence in us

e allotting the 1990 return in wholly unconsolidated form would retain a significant
amount of freedom, freedom which might eventually be required in respect of 1991

e it seems to me, at this point in the year, that a case could be made either for
maintaining declared rates at £7.50% or for having no declared bonus at all. Both
courses of action contain significant risks. Maintaining declared rates would result in
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a significant technical and financial weakening of the Society whilst having no
declared rate would run significant public relations risks. There seems no objective
basis for an intermediate position and such a position would bring in train both types
of risk.

In the introduction to the disclosed November/December 1990 paper entitled ‘Valuation and
Declaration at 31 December 1990, the Appointed Actuary says that there has been no
significant improvement in investment conditions since his last paper to the Board. He says that
‘consequently, it becomes increasingly likely that we shall not be “[bailed] out” by a dramatic
improvement in conditions before 31 December 1990..

Under ‘Solvency and DTl requirements’, the Appointed Actuary writes:

The current regulatory regime does not permit the sort of action taken at the end of
1974; there are now significant constraints. Any consideration of the position needs to
begin with an understanding of those constraints.

(Note: in response to the economic conditions during 1974 and in order to be able to maintain
consistent rates of bonuses whilst maintaining an adequate solvency position, Equitable had
changed their valuation basis. These changes included increasing the valuation rates of interest
used from an average rate of just under 6% in the 1973 valuation to 10% in 1974. In his witness
statement to the Penrose Inquiry, Directing Actuary A said: 1 do not know what specific sort of
action, as happened in 1974, is referred to ... but | can guess ... In general terms, the paper is
referring to the fact that, since 1974, the UK had adopted new regulations governing the value
of assets and liabilities, and had introduced a solvency margin regime. These placed
considerable constraints on companies which did not exist in 1974; similarly, in 1974, a degree
of flexibility was given to supervisors not allowed when the paper was written in 1990. |
believe that regulators in 1974 allowed companies to value liabilities on a much weaker basis
than would be allowed today, consistent with the yields available then. Reading from current
newspapers, it seems the FSA is making some special arrangements now, to stop companies
from having to sell equities at the present time and so further depress the market. No similar
action was envisaged by DTl in 1990’.)

Equitable’s Appointed Actuary explains:

The primary requirement is for the office to demonstrate an excess of assets over
valuation liabilities. In fact there must be excess assets at least equal to the so-called
“minimum guarantee fund” which, in the Society’s case, is 1/6th of the solvency margin
(i.e. around £40m out of some £240m projected at 31 December 1990). If the actual excess
of assets over liabilities is greater than the “minimum guarantee fund” but less than the
required solvency margin, then a special dispensation can be obtained from the DTI
(called a S68 order) to bring so-called “implicit items” into account. In our case we could
use an estimate of future surplus. The use of such orders might be regarded as showing a
weak position by external commentators.

Assets must be valued on the basis set out in regulations which is, effectively, a market
valuation. There is no room to manoeuvre on that side of the comparison. Any
difficulties on the public presentation can, therefore, only be overcome by changing the
value placed on the liabilities.

The Appointed Actuary says that he has:

... freedom in the value placed on the liabilities, subject to the following regulatory
constraints:

Part three: chronology of events 51

1991



L661

(a) the reserves established must, in my professional opinion as the Appointed
Actuary, represent a proper level of provision for the liabilities based on “prudent
assumptions”;

(b) the reserves must, in any event, be no lower than those produced on a basis laid
down in regulations, coupled with additional requirements specified by the
Government Actuary in relation to AIDS and “mismatching”. Mismatching is
concerned with looking at the situation if there is a +3% change in interest rates
associated with a 25% fall in the value of equities and property. We must
demonstrate that our reserves are at a level such that the assets backing those
reserves would still cover reserves satisfying the valuation regulations in the changed
conditions.

It is not necessarily the case that a valuation satisfying constraint (b) above will also
satisfy constraint (a). In current conditions it is, however, unlikely that, given a free hand, |
should want to place a value on the liabilities higher than that on the statutory basis.

Equitable’s Appointed Actuary states that he has:

... carried out projections on a range of bases to assess the effect of further market
movements over the remainder of the year. These indicate that, except in the event of a
further sharp fall in markets before 31 December 1990, | should be able to set liability
reserves at a level which would enable a bonus to be declared at last year’s level and still
satisfy all the regulatory requirements. Looking at this year alone, it is, therefore, fairly
unlikely that we shall be unable to do what we should like.

Under the heading ‘Looking ahead to 31 December 1997, the paper includes projections of the
position in the following year under different capital movement assumptions. The Appointed
Actuary explains: ‘In the projections | have assumed capital movements of -10%, 0% and +10%,
in 1991. The income yield on the fund will be around 7% at current levels and so these
movements are broadly equivalent to overall earnings of -3%, 7% and 17% respectively’. The
projection for 1991 is presented as follows:

Capital movements in 1991

+10% 0% -10%
90 and 91 90 and 91 90 or 91
+5% declarations declarations declarations
covered covered covered (but
not both)
Capital movement
in December 1990 0% 90 and 91 90 or 91 neither
declarations declarations  declaration
covered covered affordable
(but not both) but still
solvent at
3112.91

The Appointed Actuary goes on to discuss the Society’s approach to smoothing the returns
and the form of the allocation of bonuses.
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In the disclosed January 1991 paper entitled ‘Valuation and Declaration at 31 December 1990',
the Appointed Actuary re-examines the issues discussed in his earlier papers. He reports that
the first draft figures show a return on the Society’s investments of -8/2%.

Equitable’s Appointed Actuary states:

As previously discussed, it is intended to increase the rate of interest used to value the
liabilities in order to reflect the high asset yields resulting from current depressed asset
values. | anticipate that the reduction in liability reserves arising from that will enable
bonuses to be declared at 1989 levels without any transfer from the Investment Reserve.
Indeed, | would expect the liability reserves, including new declared bonuses, to be
substantially below the closing fund of £5582m. That is, there will be a larger margin
between asset and liability values in the DTl “Form 9” than simply the amount of the
Investment Reserve. Work is in progress on a detailed evaluation of the position and it is
intended to provide further figures at the board meeting.

The Appointed Actuary sets out a ‘Review of the market’. From the bonus declarations already
made by certain other companies, he says that:

(a) There is no evidence of an industry-wide move to cut declared bonus rates.

(b) Offices generally are acting to smooth out, to a significant extent, the effects of low
1990 earnings. Indeed, [a named other insurance company] has publicly spoken of earnings
of 14% p.a. over each of the next 4 years and their 1991 results appear to imply at least
that level of earnings deemed for 1990.

Under the heading ‘Considerations of the appropriate action for the Society’, Equitable’s
Appointed Actuary reports the following:

In previous discussions we have felt that a deemed rate of growth in the region of 1/12%,
which is consistent with the earnings underlying our declared rates, might be appropriate
for 1990. The actual outcome for 1990 and the actions of our competitors to date
reinforce my view that this would represent a degree of smoothing consistent with our
stated approach to with profits business and the market ...

Application of a total growth rate of 12% for pensions and endowment assurance
business would give the following changes in total policy proceeds on 1 April 1991
compared with those a year earlier:

Term Change in policy results 1990 — 91
Personal pension Endowment assurance

% %

5 -8.1 N/A

10 -94 -13

5 -2.6 +0.3

20 +0.4 +2.3

25 +14 +3.4

From the results quoted for other offices in paragraph 6 it would appear that these results
should broadly maintain our competitive position, and might marginally improve it.

As noted above, there is no general market move to cut declared rates. Dramatic action,
such as passing the declaration altogether, would, in my view, carry an unacceptably high
risk of a collapse in confidence. The only circumstances in which it might be appropriate
to re-open that question would be in the event of a dramatic collapse in markets during
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the next few weeks. (One office ... has publicly stated that it is awaiting further
developments in the Gulf before finalising its bonus announcement.)

I have previously argued that current conditions give no logical basis for a cut in declared
rates. That remains my view. If we were to be one of the few offices to make a reduction
in declared rates whilst maintaining the overall level to be allotted, then the publicity
that would attract could well counteract the effects of the overall announcement which,
as noted above, seems likely to be reasonably competitive. We might, therefore, attract
considerable adverse publicity for a relatively trivial financial benefit this year.

The course of action described above is not, of course, without risk. Although it has been
possible to reduce the liability valuation to permit a declaration at last year’s level, the
scope for further weakening in the face of another year of low earnings would be
seriously constrained. In crude terms, the viability of the action described above relies
upon the achievement of better investment returns in the relatively short-term future.
We are at risk of needing to take drastic action if those better returns do not materialise.

As discussed in December, one can look at projected scenarios for 1991 in order to put
those risks into perspective. In broad terms 1991 earnings would need to be:

(a) At around 15% to allow the Society to declare again at 1989 rates and present a
similar level of strength to that at 31 December 1990.

(b) At least 8% to enable a declaration to be made at the 1989 level, but showing a
weaker position than at 31 December 1990.

(c) At least 0% to avoid problems in demonstrating solvency. This would imply no 1991
declaration.

Our discussion of the investment outlook in December led to the firm view that an
estimated return of 13.6% for 1991 should be used as the basis for the consideration of
bonus and solvency matters. That view then leads to the conclusion that it is appropriate
to take the risks inherent in the course of action described above in current conditions.

The Appointed Actuary concludes by saying that he expects to be recommending to the Board
at the following month’s meeting that declared bonuses should be the same as for 1989 and
that final bonuses should be based on a total rate of return of 12% (11.5% for recurrent single
premium business).

In the disclosed February 1991 paper entitled ‘Valuation and Bonus Declaration at 31
December 1990, the Appointed Actuary provides an update on the valuation and makes
recommendations regarding the bonus declaration.

The disclosed March 1991 ‘Investment Considerations 1997 Board paper includes a section
under the heading of ‘Comparison with our competitors’, in which the Appointed Actuary
reports:

As in previous years, [a named company] and [another company] stand out as taking a
more “aggressive” stance than other offices with all, or virtually all, their with profit funds
invested in equities and properties. Because of that approach, the market conditions of
1990 are likely to have resulted in a lower return for them than for offices, such as the
Society, holding a proportion of their assets in fixed interest stock, deposits etc. However,
as we have seen from previous analyses, their ability to take this more aggressive stance
has, over longer periods, been to their advantage. No doubt that is a major contributory
factor to their ability to produce competitive with profits results. Both these offices have
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a strong balance sheet or “Form 9” position and should have had little difficulty
weathering the poor investment conditions of 1990.

Equitable’s Appointed Actuary notes:

The Society does not currently have, nor is likely, given our policy of full distribution, to
attain the strength to pursue such an aggressive investment policy as [those companies].
We shall, for the foreseeable future, need to continue with a more “balanced” portfolio.
A recent survey of the With Profits Guides of 17 offices indicated that at 31 December
1989 the Society’s investment mix was fairly typical of the group as a whole.

Under the heading ‘Implications of and risks associated with the recent bonus decisions’, the
report states:

In putting the Society’s financial position into context at the recent declaration, |
indicated that a return of around 15% would be needed in 1991 in order to “stand still”.
That is, to be able to declare again at the same bonus rates at 31 December 1991 and
present a no weaker position to the DTI than at 31 December 1990. If the 1991 return fell to
around 8% we would begin having problems in maintaining declared bonuses and
demonstrating solvency. In those circumstances the balance sheet position would clearly
be significantly weaker than at the end of 1990.

At the December 1990 Investment Committee, the firm view was expressed that the most
likely return for 1991 was around 13¥2%. On that basis, it was agreed that the risks
associated with the declaration decisions were acceptable. It is, however, clear that a
return much below the most likely estimate could lead to an uncomfortable position in
the sense of our published position being sufficiently weak to attract adverse comment,
unless most other offices were similarly placed. At some point we could also begin to
attract closer scrutiny from the DTI.

Equitable’s Appointed Actuary says:

The signs so far this year are, of course, encouraging. If at some point, however,
achievement of a return of the order of 13-14% began to appear in jeopardy, then we
should need to take a serious look at the potential solvency position at the year end.
That may lead to the need to increase the yield on the fund rapidly so as to increase the
rate of interest that can be used to discount the liabilities. For example, it may then be
necessary to direct new money towards fixed interest stocks, possibly combined with
some switching of existing holdings. Clearly such action, which may be in conflict with
other investment objectives, would only be taken if absolutely necessary.

The weakening of the liability valuation at 31 December 1990 reflected the depressed
asset values at that time. As capital values regain a more normal relationship with, say,
their 31 December 1989 values, | shall be forced by the regulations to begin strengthening
the basis again since the liability valuation discount rate is related to the running yield on
the assets. That will imply writing-up of the fund by amounts in excess of those needed
merely to cover new declared bonuses at future declarations. Clearly, the higher the
income yield on the fund in any one year, the greater the room for manoeuvre we shall
have in the liability valuation.

He continues:

The above discussion is essentially concerned with declared bonuses and the solvency
implications. The position on overall policy proceeds also carries investment implications.
These are now considered.

If, in broad terms, we regard the 31 December 1989 position as one of balance between
policy values and asset values, then in 1990 we allocated growth of 12% against actual
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fund earnings of around -8V3%. There is, thus, a shortfall of some 20% for the year to be
recovered from future earnings in order to restore a position of balance. If we allocated
12% again for 1991 then actual earnings would need to be around 30% to achieve a
balanced position again by 31 December 1991. In practice the “recovery” is likely to be
achieved over a number of years. It is, however, important to remember where we are.
The fact that we have got through the difficulties of 1990, and smoothed a substantial
part of the effects of that for our policyholders, does not mean that we are starting 1991
from a neutral base.

The conclusion to be drawn is that the higher the return at market value achieved this
year and next the more comfortable. A balance, therefore, needs to be struck between
selecting assets expected to perform well in the short-term and those where the returns
will emerge over longer timescales. That is, the deliberate sacrifice of return in the short-
term needs to be controlled.

The Appointed Actuary’s report concludes with the following recommendations to the Board:

(a) There is no need at the present time for any re-arrangement of the portfolio on
actuarial grounds.

(b) The level of investment in index-linked securities should continue to be monitored
against the growing liabilities under index-linked annuity contracts.

(c) In determining strategy, we clearly need to look to maximise overall returns. Whilst
continuing our usual approach of balancing long and short-term considerations, a
reasonable degree of emphasis should be placed on producing high returns in the short-
term. That implies, for example, that whilst committing a “normal” proportion of new
money to assets like property with an initially low, or zero, yield would be consistent with
that view, investing an unusually high proportion in that way would be inconsistent.

(d) There need be no specific actuarial constraints on investment strategy at present,
beyond that mentioned in (b) above. If at any point there appears a risk of not achieving
a return at least of the order of 13-14% there should be an immediate formal
reassessment of investment strategy for the remainder of the year. In such circumstances
some actuarial constraints may need to be imposed.

(e) If investment considerations are neutral, higher-yielding stocks should be purchased in
preference to lower-yielding, as this will assist the solvency position.

The Directing Actuary, in an undated note to Chief Actuary B, says:
To respect [the Appointed Actuary’s] “preference” | don’t think we need show these to DTI

unless the situation in due course warrants it.

I 6

I will need to review them again before | go to the President’s “appointed actuaries”
meeting on 27/9. Please bring them forward on 23/9.

14/06/1991

GAD’s Directing Actuary A writes to Chief Actuary B about the issue of the appointment of
Equitable’s Chief Executive while remaining Appointed Actuary. The Directing Actuary says that
‘Reading the papers through, | am struck by how this exchange has got out of hand simply by
slightly changing the emphasis of certain phrases’. The Directing Actuary points out that the
Government Actuary’s statement ‘Bearing in mind the fact that it is not now generally
thought desirable for the same person to be [Chief Executive] and [Appointed Actuary] .. (see
17/04/1991) had been changed by the Chief Actuary to read ‘As it is not now thought desirable
for the same person to be both Chief Executive and Appointed Actuary ..’ (see 19/04/1991).
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Directing Actuary A continues:

What is required is a mechanism to defuse the situation, and especially [DTI’s Line
Supervisor As] latest note on the Equitable’s letter of 31/5. | have already spoken to
[Equitable’s Appointed Actuary] at the Institute seminar on 6/6, not knowing of this
correspondence. | told him that provided plans were being put in place to bring along a
new actuary in a year or two, | was relaxed (NB [the Appointed Actuary] retires — or is of
retiring age — in the not too distant future). He knows our concerns and respects them.
However, if someone hasn’t matured as quickly as they had hoped, there is no point DTI
getting up-tight. [The Appointed Actuary] now sees this issue as a point of principle for
him — and | take his point.

We should explain to [Line Supervisor A] that Equitable is not a one-man show, likely to
be dominated by [the Appointed Actuary]. There are several good actuaries in the
company, and they are unlikely to fall into the kinds of problems we have seen elsewhere
purely because he holds two key posts. DTI should accept the company’s assurances that
they will separate the two posts as quickly as it is prudent to do so.

17/06/1991

DTI write to Equitable, noting the Society’s:

... current intention to separate the roles of Appointed Actuary and Chief Executive
within the time frame suggested by [Line Supervisor A]. In the light of that and the points
made during our conversation | am happy to confirm our acceptance of [the person’s]
appointment without condition.

18/06/1991

DTI’s Line Manager A replies to Line Supervisor A's manuscript note on Equitable’s letter of
31/05/1991. He explains that he had spoken to Equitable the previous evening and that, during
that discussion, the Society had again raised objections to the imposition of a condition. The
Line Manager says:

If the Appointed Actuary is also the Chief Executive and therefore responsible for taking
the decisions on the direction of the company there is, almost by definition, a conflict of
interest. The Appointed Actuary is most unlikely to blow the whistle on his own decisions
taken as Chief Executive! [Equitable] took the point but said that [they] would still prefer
our acceptance to be unconditional. | said we were prepared to lift the condition but
nevertheless we noted the company’s intention to find a new Appointed Actuary within
12-18 months and that we would not be constrained from raising the point again at the
end of that timescale if no appointment had been made. On that basis | wrote the letter
[of 17/06/1991).
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Submission of the 1990 regulatory returns

27/06/1991

Equitable submit their 1990 regulatory returns to DTI. Accompanying those returns are copies
of the Society’s annual report and accounts for 1990, prepared in accordance with the
Companies Act 1985 and dated 27 March 1991.

Equitable also send DTl a declaration under section 94A of ICA 1982 and pay Insurance Fees of
£10,000 in respect of their 1990 returns.

These documents include the following information about Equitable’s business and their
financial position as at 31 December 1990.

Companies Act annual report and accounts

In the President’s Statement, Equitable note that the Society continues to grow rapidly with
the President being ‘in no doubt that this is a direct consequence of the confidence existing
and new policyholders have in the quality and integrity of the Society’s approach to
business’. Equitable say that their recent bonus declaration ‘demonstrated vividly the way the
with-profits system protects policyholders from the full effect of short-term falls in asset
values’, while noting that: ‘Over a long period bonus additions to policies must reflect actual
trends in investment and operating experience of the Society. Those who choose with-profits
rather than unit-linked policies clearly recognise that smoothing out of peaks is a price worth
paying for the avoidance of a trough'’.

In the Management Report, Equitable state that new premium income had increased by 30% to
£836m, breaking previous levels, with single premium new business policies increasing by 42% to
£578m. On investment performance, Equitable say that investment returns for 1990 had been
negative for the first time since 1974. However, Equitable also say that policyholders are
protected by the with-profits bonus system from the full effect of short-term falls in asset
values.

In the section on bonuses in the Directors’ Report, Equitable disclosed that, in the light of poor
investment returns and having regard to prudent actuarial principles, they have valued their
liabilities using a higher valuation rate of interest than in 1989.

Equitable’s Annual Report no longer contains a Statement of Bonuses giving detail on specific
rates of bonus for major classes of business. Instead, policyholders are directed to one of
Equitable’s booklets, available from branch offices on request. Policyholders are also directed
to the Society’s With-profits Guide for a description of its approach to with-profits business.

The returns

Equitable’s returns are submitted in three parts, covering: Schedules 1, 3 and 6; Schedule 4; and
Schedule 5 (Statement of long term business by the appointed actuary). Schedule 5, required
to be submitted every five years, sets out in detail the Society’s in-force business.
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Schedule 1 (Balance sheet and profit and loss account)

As in previous years, Schedule 1 of Equitable’s returns consists of Forms 9,10, 13, 14 and 16. Form
9 summarises the Society’s financial position at 31 December 1990 as follows:

Long term business admissible assets £5,932,451,000
Total mathematical reserves (after distribution of surplus) £5,361,777,000
Other insurance and non-insurance liabilities £157,748,000
Available assets for long term business required minimum margin £412,926,000
Required minimum margin for long term business £233,182,000
Explicit required minimum margin £38,864,000

Excess (deficiency) of available assets
over explicit required minimum margin £374,061,000

Excess (deficiency) of available assets
and implicit items over the required minimum margin £179,744,000

Schedule 3 (Long term business: revenue account and additional information)
As in previous years, Schedule 3 consists of Forms 40 to 51, which have been supplemented by
various notes providing further information about/explanation for the figures provided.

Form 45 shows that 47% of Equitable’s non-linked assets are invested in equities, 13% in land and
27% in fixed and variable interest securities (compared with 55%, 12% and 26%, respectively, in
1989).

Equitable disclose in Form 46 that the gross redemption yields on fixed interest securities
issued or guaranteed by any government or public authority and with durations of less than 15
years are consistently higher than for those not issued or guaranteed by any government or
public authority.

In the notes to this part of the returns, Equitable disclose that they have estimated their
contingent liability for corporation tax on unrealised capital gains for non-linked business to
be nil.

Equitable state that they have been granted a section 68 Order which permits them to include
in aggregate form details of their ‘Personalised Funds’ in Forms 49, 50, 51 and 57, instead of the
separate details for each Personalised Fund required by the ICAS Regulations 1983.

Schedule 6 (Certificates by directors, actuary and auditors)

Three Equitable Directors provide the certification required by Regulation 26(a) of the ICAS
Regulations 1983. Equitable’s Appointed Actuary provides the certification required by
Regulation 26(b) of the ICAS Regulations 1983. As required by Regulation 27 of the ICAS
Regulations 1983, Equitable’s Auditors provide their opinion that Schedules 1, 3 and 6 of the
returns have been properly prepared.

Schedule 4 (Abstract of valuation report prepared by the Appointed Actuary)

As in previous years, Equitable present two valuations of their long term liabilities (their main
and appendix valuations). The results of the main valuation are carried forward, unadjusted,
from Form 58 to Form 14 and on to Form 9.

Schedule 4 — main valuation (text)

Schedule 4 of Equitable’s returns answers the questions set out in paragraphs 1to 19 of
Schedule 4 to the ICAS Regulations 1983 and includes Forms 55 to 58 and Form 60. Equitable
state that this valuation conforms to Regulation 54 of ICR 1981.
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In response to paragraph 3, Equitable provide ten pages of information about their non-linked
contracts. Most of the information about the contracts remains unchanged from the previous
returns.

Equitable again disclose, in paragraph 3(xii), that they applied a guaranteed annuity rate to the
accumulated cash fund generated by certain types of with-profits pension policies, stating for
the first time that the guarantees applied to policies issued prior to 1)uly 1988.

The description of Equitable’s principal guarantees of terms at the end of paragraph 3 remains
unchanged from the previous year, with the exception of a minor amendment to the
description of ‘Options to effect further policies without evidence of health’. As in previous
years, Equitable disclose that recurrent single premium and variable premium deferred annuity
policies carry guaranteed terms under which future premiums could be paid.

In response to paragraph 4, Equitable provide 31 pages of information about their linked
contracts. Most of the information about the contracts remains unchanged from the previous
returns.

As in previous years, in paragraph 5 Equitable disclose that they have tested the ability of the
Society to hold reserves which satisfy Regulations 54 and 56 to 64 of ICR 1981 in the changed
investment conditions described in DAAL. Equitable state:

In these conditions the Society would be able to set up reserves which satisfy [Regulations
54 and 56 to 64 of ICR 1981] without needing to have recourse to the assets whose current
value is shown at line 51 of Form 14 [in Schedule 1] of these Returns. No provision was
made for any mismatching between the nature (including currency) and term of the
assets held and the liabilities valued.

(Note: the entry at line 51 of Form 14 was the excess of the value of admissible assets
representing the long term fund over the amount of those funds and represented the
difference between the market value and book value of those funds.)

Equitable again state that, in determining the provision needed for resilience reserves and tax
on unrealised gains, they have taken account of the fact that the long term fund has been
valued at book value.

In paragraph 5(1)(e), Equitable disclose that a reserve for the prospective liability to tax on
unrealised capital gains (losses) is held in respect of policies where benefits are linked to the
Society’s internal funds. Equitable state that the contingent liability for tax on unrealised capital
gains in respect of other business is estimated to be nil, and accordingly no other additional
reserve is made for any prospective liability for tax on unrealised capital gains.

As in previous years, in paragraph 5(1)(f) Equitable state that, in current conditions, they do not
consider it necessary to hold a specific reserve for the guarantee they offer on a unit-linked
annuity.

As in previous years, in paragraph 6(1) Equitable disclose that for certain non-profit deferred
annuities, a small class of business, the valuation rates of interest used were those assumed in
the premium basis. Equitable, again, do not elsewhere disclose the rates used in the premium
basis.

As in previous years, in paragraph 7(b) Equitable do not explain the method by which they have
made provision in the main valuation for expenses on recurrent single premium business. Unlike
in previous years, Equitable do not maintain a general expense reserve for any shortfall of
future premium loading on regular premium business.

As in previous years, at paragraph 7(d), Equitable state:
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A further valuation has been undertaken using the net premium valuation method. The
bases employed are in accordance with Regulations 55 to 64 of the Insurance Companies
Regulations 1981. The resultant aggregate liability is less than the aggregate liability on the
methods and bases described in this report. The report on the net premium valuation is
given in an appendix following Form 60 of this report.

As in previous years, in paragraph 11 Equitable state that they have ‘no business where the rights
of policyholders to participate in profits relates to profits from particular parts of the long
term business fund'.

As in previous years, in response to paragraph 12 of Schedule 4 Equitable simply state that they
distribute profits in accordance with the principles determined by their Directors and their
Articles of Association.

Paragraph 13 sets out the level of bonus declared for 1990 and records that Equitable had again
set the reversionary bonus for its main policy classes at 7.5%. As in previous years, Equitable
disclose that some retirement annuity and individual pension policyholders have been offered
loans under a loanback’ arrangement.

In response to paragraph 16, Equitable again describe their system for determining final
bonuses. (See 29/06,/1990.)

Schedule 4 — main valuation (forms)

In Form 55, Equitable set out the mathematical reserves held for the various types of non-
linked contracts along with information on the numbers of contracts in force, the benefits
guaranteed and the rates of interest and mortality assumptions used in valuing them.

In Form 56, Equitable set out the mathematical reserves held for the various types of linked
contracts along with information on the number of contracts in force, the value of current
benefits, the level of benefits guaranteed on death or maturity and the rates of interest and
mortality assumptions used in valuing them. Equitable disclose that they hold reserves for non-
investment options and other guarantees for many of their unit-linked policies.

In Form 58, Equitable set out the valuation result and the composition and distribution of the
fund surplus.

Schedule 4 — appendix valuation (text)
Equitable explain that the appendix valuation:

... was undertaken for the purposes of demonstrating that in aggregate the mathematical
reserves determined by the valuation undertaken using the gross premium method, the
results of which are reported on the preceding pages, are not less than an amount
calculated in accordance with Regulations 55 to 64 of the Insurance Companies
Regulations 1981.

Equitable’s appendix valuation provides the information required by paragraphs 1, 5, 6,7, 9, 17
and 18 of Schedule 4 to the ICAS Regulations 1983. They say that the information required for
the other paragraphs (apart from paragraph 19 — being a statement of the required minimum
margin in the form set out in Form 60 of Schedule 4 to the ICAS Regulations 1983 which, having
had ‘regard to the purpose of the valuation’, has not been provided) is identical to that given
in the main valuation.

In response to paragraph 5(1)(a), Equitable make a similar statement to that made in the main
valuation and in previous years, that: ‘In these conditions the Society would be able to set up
reserves which satisfy [Regulations 54 and 56 to 64 of ICR 1981] without needing to have
recourse to assets whose current value is shown at line 51 of Form 14 [in Schedule 1] of these
Returns. No provision was made for any mismatching between the nature (including
currency) and term of the assets held and the liabilities valued'.
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As in the main valuation, in paragraph 5(1)(f) Equitable state that, in current conditions, they do
not consider it necessary to hold a specific reserve for the guarantee they offer on a unit-
linked annuity.

As in previous years, in paragraph 5(1)(g) Equitable disclose the ages that retirement benefits
could be taken on their recurrent single premium with-profits pension business.

As in the main valuation, in paragraph 7(b) Equitable do not explain the method by which they
have made provision for expenses on recurrent single premium business. Unlike in previous
years, Equitable do not maintain a general expense reserve for any shortfall of future premium
loadings on regular premium business.

Schedule 4 — appendix valuation (forms)
In the appendix version of Form 55, Equitable set out the mathematical reserves held for the
various types of non-linked contracts on the appendix valuation basis.

In the appendix version of Form 56, Equitable set out the mathematical reserves held for the
various types of linked contracts on the appendix valuation basis.

Schedule 5 (Statement of long term business by the appointed actuary)

For the 1990 returns, Equitable provide the information required by Schedule 5 to the ICAS
Regulations 1983. The Schedule requires a statement — ‘in such one of the forms set out in
Forms 65 to 70 as is appropriate to that category of contract, or, in the case of a category of
contract to which none of these forms is appropriate, in such form and containing such
particulars as are sufficient to enable an independent assessment of the liabilities of the
company’s long term business to be made’ for each product listed in Form 55 and Form 56 of
the returns. The Schedule runs to 130 pages.

Most of the information provided by Equitable uses Forms 65 to 70 set out in the Regulations.
Some of the forms completed include supplementary notes.

For the ‘General Annuity Fund, Deferred annuities with guaranteed cash options — with
uniform premiums’, Equitable include the following notes:

The policy is written for cash with a guaranteed annuity option.

The terms of the annuity option are such that they would not be exercised under
foreseeable conditions.

Typical rates of guaranteed annuity applicable to this business are:
Men at 65 —£9.92%
Women at 65 — £8.56%

The returns show that this class of business totals more than £29m. The same note is included
for the ‘Pension Business Fund, Deferred annuities with guaranteed cash options — with
uniform premiums’. The returns show that this class of business totals more than £98m.

For the ‘Pension Business Fund, Individual pension arrangements — variable premiums,
Equitable include the following notes:

Examples of the guaranteed annuity rates applicable to this business are:
Men — at 60 £10.26%, at 65 £11.55%
Women — at 60 £9.34%, at 65 £10.33%

These rates are for a single life annuity payable monthly in advance payments
guaranteed for 5 [years].

The returns show that this class of business totals more than £771m. For ‘Pension Business Fund,
Retirement annuities — variable premiums’, Equitable do not provide any notes on the rates of
annuity guarantee applicable.
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01/07/1991

Equitable’s Appointed Actuary also becomes Equitable’s Managing Director and Chief
Executive.

24/07/1991

GAD complete the Al Initial Scrutiny check on the Society’s 1990 returns. GAD note the
cover for the required minimum margin is 1.77 (reduced from 4.77 the previous year). They do
not identify any concerns.

26/07/1991

GAD’s Directing Actuary A writes to Equitable’s Appointed Actuary to acknowledge receipt of
the papers sent on 11/06/1991. The Directing Actuary marks the letter ‘Private and
Confidential’. He says that he looks forward to seeing the Appointed Actuary at the President’s
meeting at the end of September and thanks him ‘for the insight your papers give us; I will
ensure they get an extremely limited circulation’.

29/07/1991

GAD complete the A2 Initial Scrutiny check on the Society’s 1990 returns. GAD raise
Equitable’s priority rating from 5 to 3 but identify no items that are worrying and no items to
notify to DTI, to be taken up immediately with Equitable. As part of the check, GAD note:

(1) Deteriorating cover for the [required minimum margin]
(2) Loss of working capital for future expansion.

Accompanying the Initial Scrutiny check are two forms (Form B and Form CI) tabulating key
figures disclosed in the 1986 to 1990 returns.

27/08/1991

Equitable write to Scrutinising Actuary B at his home address, following a telephone call he
made to the Society posing as a potential policyholder. Equitable provide the Scrutinising
Actuary with details about their with-profits bonds.

29/08/1991

An actuary at GAD (who later becomes the Directing Actuary with responsibility for Equitable)
attaches a note to the letter of 27/08/1991 addressed to Scrutinising Actuary B and Chief
Actuary B:

| do not see how this contract can be valued by a net [premium valuation] method as
there are no overall guaranteed benefits on maturity (only accrued benefits from past
premiums). A rate of interest of 5)2% would in any case be extremely weak, leaving much
reduced scope for future bonuses.

12/09/1991

The same GAD actuary as in the entry for 29/08/1991 above writes to DTl about the
introduction by a named other life insurance company of a guarantee on their with-profits
bond that no market value adjustment would be applied if the policy were surrendered after
ten years. The GAD actuary says:

Generally we are aware that a number of companies are now issuing this type of
contract. These include for example Equitable Life and others which apparently held
reserves below the face value of the units at the end of last year.

This practice can only be justified if they currently apply market value adjustments on
surrenders, and can reasonably hope to earn a positive rate of return (in addition to
future bonus declarations that may be “reasonably expected”) over the period to death
or “maturity” of the policy.

Furthermore, we have to be satisfied that they can still set up adequate reserves under
changing investment conditions, including a 25% fall in the value of equities and a 3%
variation in yields on fixed interest securities.
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08/11/1991

Equitable’s Appointed Actuary applies to DTI for a section 68 Order for a future profits implicit
item of £300m, for possible use in their 1991 returns. The Appointed Actuary provides financial
calculations in support of the application, suggesting that the Society could seek an Order up
to the value of £405.2m.

These calculations include, for the estimated annual profits, that:

(A) (8) @ (A)-(B)(C)
Year ending Total  Exceptional Surplus  Ordinary
surplus items arising surplus
from
solvency
margin
fm £m Em fm
3112.86 153.9 - 56.1 97.8
3112.87 254.7 65.0 (a) 65.3 1244
3112.88 2592 - 614 197.8
3112.89 3374 - 89.9 247.5
3112.90 4225 5570(b) 266 (161])
506.4

Average annual profit = 506.4/5 = £101.3m

Notes: (a) £65.0m of the surplus arising in 1987 was an exceptional item arising from
a change from a policy year to a calendar year method of bonus
allocation for the bulk of the Society’s with profits business.

(b) Surplus was increased by £557.0m as a result of changes in valuation
bases during 1990.

GAD circle the figure of £557m included in column (B).

The calculations state that the average period to run for the Society’s in-force contracts is eight
years. The Appointed Actuary explains:

The periods to run have been reduced to take account of premature withdrawals based
on the Society’s recent experience of such withdrawals. In respect of retirement annuity
and personal pension contracts for which a range of retirement ages is available, it has
been assumed that retirement benefits are taken at the lowest possible age, or
immediately if that age has already been attained.

The calculations suggest that the maximum figure permissible for future profits is 50% of
£101.3m multiplied by eight years — that being £405.2m.

13/11/1991

DTI's new line supervisor (Line Supervisor B) asks GAD for their views on the Society’s
application for a future profits implicit item.

19/11/1991

GAD’s Chief Actuary B writes to Equitable’s Appointed Actuary with a series of questions on
the Society’s 1990 returns. The Chief Actuary asks:

(1) for details of figures shown in the returns for debts due from other companies;
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(2) why Equitable, for the first time, have split the long term business returns for premiums
and expenses, revenue and claims into various sub funds, and whether GAD are correct in
assuming that the change will not reflect the previous methods of distributing surplus to
with-profits policyholders. GAD’s Chief Actuary B notes: ‘.. that you have not completed
separate Forms 58 for these sub-funds. Would you please confirm that this is correct
bearing in mind the requirements of Section 18 (2) (b) of I.C.A. 19827’,

(3) why there has been an increase in Equitable’s ‘other management expenses’,

(4) why Equitable have not included any contingency reserves in the 1990 valuation (when
£10.5m had been included in 1989);

(5) for the product details of Equitable’s with-profits bond and if there were any
guarantees within the first five years of this contract;

(6) ‘In paragraph 5(a) of the Appendix to Schedule 4 of your report you refer to the
resilience test which you have carried out in connection with the valuation using the net
premium method. | note your comments and that you would not need to have recourse
to assets shown at line 51 of Form 14 of the Returns. There is however a substantial
difference in the mathematical reserves shown at line 11 of Form 14, and the amount of
the reserves arrived at using the net premium method of valuation. | would therefore like
to know the amount of the mismatching reserve which you would have needed to set up
had you used the net premium method in arriving at the amount shown in line 11 of Form
14

(7) what the cost was of the change in the published valuation basis as at 31/12/1990, when
compared with the basis used for publication at the previous valuation; and

(8) ‘1am wondering what the figures for the Society will look like in the December 1991
Returns. Can you advise us what the position is likely to be at the year end, including the
likely amount of the available assets shown at line 25 of Form 97’

20/11/1991 GAD complete their detailed scrutiny of the Society’s 1990 regulatory returns. GAD send DTI
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a two page note setting out their findings. (A copy of this scrutiny report is reproduced in full
within Part 4 of this report.) GAD explain that Equitable have continued to expand rapidly, with
new premium income rising by 30%, new regular premiums by 10% and single premiums by 42%,
the latter due to the success of the with-profits bond.

GAD explain that, in common with other companies, Equitable have experienced falls in the
market values of equities and other assets. As a result:

... the actuary has decided to weaken the valuation basis of the with-profits business. The
rates of interest he has used are within the limits laid down in the regulations and could
be supported by the yields shown [in the returns] although the margin is small. We are
asking a few questions about the valuation basis and we will comment in detail after the
replies from the Society.

GAD also explain that:

The cover for the required minimum margin is reduced from 477% (1989) to 177% [for] this
year. The main reason for this is the fall in value of the assets (referred to ... above). Part
of the fall has been covered by a release of £214m from the mathematical reserves arising
from the weakening in the valuation basis. Other reasons for the reduction in cover for
the [required minimum margin] are (a) growth of new business and (b) maintenance of
unchanged bonus rates on with profit policies.

GAD conclude that Equitable are a major player in the recurrent single premium personal
pensions market. They attach a copy of their letter to Equitable of 19/11/1991.
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22/11/1991 Equitable’s Appointed Actuary writes to GAD in reply to the queries in their letter of 19/11/1991.
In relation to the questions, as numbered in the earlier entry, the Appointed Actuary:

(1) provides the details requested;

(2) explains that the Society has split the long term business returns for premiums and
expenses, revenue and claims into various sub funds to ensure that changes in reserves
during 1990 resulting from changes in valuation bases did not affect Equitable’s liability to
corporation tax. He adds that all with-profits policyholders continue to participate in the
surplus of Equitable’s long term business fund, and the Appointed Actuary says that he is
‘able to confirm that it was correct to complete only one Form 58 for 1990 in compliance
with Section 18(2)(b) of I.C.A. 1982’;

(3) explains that ‘other management expenses’ have risen in absolute terms, but, in relative
terms, the rise from 1989 to 1990 was only from 34% to 38% of total expenses. The
Appointed Actuary says that he is ‘satisfied that, taking account of the level of expenses in
1990, the Society’s reserves continue to make sufficient provision for future expenses’,

(4) explains that, from 1976 to 1989, the Society held a general reserve which was primarily
for the estimated shortfall of future premium loadings to meet future expenses on
contractual regular premium contracts effected before 1976. But:

Since 1976 the composition of the Society’s business has changed substantially from
being mainly contractual premium business to the current position in which recurrent
single premium contracts comprise the major part of the business. At the 1990 year-
end | came to the conclusion that there was sufficient provision in total reserves for
future expenses without the need for a separately identifiable reserve in respect of
contractual premium contracts which had become an unnecessary complication;

(5) encloses a copy of the Society’s booklet for the product particulars of the with-profits
bond and says: ‘There are guarantees within the first 5 years of the contract, details of
which can be found in the enclosed booklet ... and [in the 1990 returns]’;

(6) states: ‘If the Society had shown mathematical reserves in line 11 of Form 14 of the
amount calculated using the net premium method of valuation, | would have needed to
set up an additional mismatching reserve of £450m’;

(7) explains that, if their published reserves had been calculated as at 31/12/1990 using the
basis used for publication at the previous valuation, the Society’s reserves would have been
£557m higher;

(8) explains that the Society would:

... need to publish a substantially stronger valuation at the end of 199], either by
explicit strengthening of the basis or the inclusion of an explicit mismatching reserve,
than at 31 December 1990 reflecting the reduction in yields during the year.

My current view is that it is unlikely that the [solvency] position at the end of 1991 will
be any stronger than at 31 December 1990, although the underlying liability valuation
will, of course, be substantially stronger.

Equitable’s Appointed Actuary undertakes to provide more detailed information about the
year end position when this becomes available (see 12/05/1992). GAD subsequently forward a
copy of this letter to DTI (see 23/12/1991).

25/11/1991 GAD write to Equitable’s Appointed Actuary to say that the information supplied ‘is most
helpful, and we will be studying this in more detail a little later’.

Part three: chronology of events 67

1991



L661

11/12/1991 GAD provide DTI with their views on Equitable’s application for a section 68 Order (08/11/1991).

GAD state that the amount requested:

... is less than the maximum allowed in accordance with the calculations based on the
guidance notes.

We have no comments on the calculations and we recommend you to issue the 568
order for the implicit item of £300m as requested by The Society.

16/12/1991 DTl send Equitable’s Appointed Actuary a section 68 Order for a future profits implicit item of
£300m, for use in the 1991 returns.
23/12/1991 GAD forward a copy of Equitable’s letter of 22/11/1991 to DTI.
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17/01/1992 GAD write to Equitable’s Chief Executive to announce that they intend to visit in the near
future. GAD explain that this is part of the DTI's and GAD’s rolling programme of visits to
insurance companies authorised to write long term business, that it is the intention to visit all
offices within three years, and that no significance should be attached to the order in which
the visits take place.

GAD say:
We would like to discuss the following main areas:
1 Board of Directors
2.  Management Structure
3. Future Plans and Strategy
4.  The role of the Appointed Actuary
5. Decision Taking
6.  Corporate Structure
7. Administration
8.  Distribution Systems
9. Investment Policy
10.  Bonus Policy

29/01/1992 Equitable’s Chief Executive and Appointed Actuary writes to GAD to confirm the visit for
05/03/1992. The Chief Executive adds: ‘Have you asked [Directing Actuary A] whether he
wants to attend? At one time he did express an interest in so doing but this is essentially a
domestic matter for yourselves’.

(The meeting is postponed (see 02/03/1992). It takes place on 19/05/1992 and the Directing
Actuary does attend.)
31/01/1992 [entry 1]  GAD write to DTI with a ‘Post Scrutiny Report’ on the Society’s 1990 regulatory returns, in

the light of Equitable’s letter of 22/11/1991. GAD explain that:

e they have no additional comments on the figures that Equitable have provided for
debts due from other companies;

e the long term business returns for premiums and expenses, revenue and claims were
split for tax reasons and ‘will not affect the distribution of surplus to with-profits
policyholders. This is reasonable’;

e they are satisfied with Equitable’s ‘assertion’ that sufficient provision has been made in
the valuation of liabilities for future expenses;

e that, as the last two years’ returns have shown that most of Equitable’s business is now
recurrent single premiums and regular premium business is dwindling, ‘the need for a
general reserve to augment the mathematical reserve is not necessary’;

o they are seeking more information on with-profits bonds, enclose a copy of their letter
to the Society (see 31/01/1992 [entry 2]) and undertake to comment on the valuation
basis of the bonds when Equitable have replied;

o they are satisfied with the information Equitable have given about the mismatching
reserve and the cost of the change in the valuation basis; and

e they will be in touch again when they hear further about the position as at
31 December 1991.
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31/01/1992 [entry 2] GAD write to Equitable’s Appointed Actuary, to ask about the Society’s with-profits bonds:

I note that the current practice on surrender is to pay the full value of the guaranteed
fund and bonuses standing to the credit of the policy ... Although you do not guarantee
to pay this amount | am surprised that the reserves held are lower than the current
surrender values. | would be glad if you would please comment on this.

GAD continue:

I wonder what your surrender experience is like on these Bonds and also whether you
have any limit in mind on the amounts of single premiums which your Society will
undertake on these contracts?

13/02/1992

Equitable’s Appointed Actuary replies to GAD’s letter of 31/01/1992. The Appointed Actuary
explains that the guarantee of ‘full value’ payment on the with-profits bond applies only at
certain specific dates set out in the policy document and that the valuation basis takes account
of those dates. However, although Equitable’s current practice is to pay out ‘full value’ on early
surrender:

... we do not guarantee this. | do not see that the reserving basis for the bonds needs to
take any particular account of this practice.

For 1990 business it was convenient to value this class on similar bases to other business
which obviously led to some release of premiums into surplus. We could, of course, easily
have done something different since this class is trivial in relation to the whole. For 1991
we shall be valuing new business of this type so as to avoid such releases.

The Appointed Actuary explains that the Society is currently experiencing a very low rate of
surrender on this business and that:

We incur no initial strains on this business and, since we have told our policyholders that
future bonuses will be at a level which can be supported by future investment conditions,
there should be no commercial reason to put limits on the volume of business
transacted. If our surrender experience deteriorates or if financial conditions worsened
significantly, we should certainly impose surrender penalties.

Equitable’s Appointed Actuary says that the Society will not view this class of business as a
source of surplus. He adds that the 1990 valuation basis ‘needs to be considered over the total
business and not class by class’.

The GAD actuary who had commented previously on this type of business (see 29/08/1991 and
12/09/1991) passes Equitable’s letter to Scrutinising Actuary B with a note:

We cannot insist that he uses reserves [equal to or greater than surrender values] where
latter are not [guaranteed]. Would be a different matter if all business were like this.

14/02/1992

GAD acknowledge Equitable’s letter of 13/02/1992. GAD say that they have no further points on
the Society’s 1990 returns.

24/02/1992

GAD write to DTI, enclosing copies of the letters of 31/01/1992 and 14/02/1992. GAD say that
they ‘are satisfied with the valuation basis of with-profits bonds and this may please be
treated as the end of our scrutiny of 1990 returns’.

25/02/1992

DTI’s Director of Insurance writes to GAD’s Directing Actuary A about life companies’ bonus
rates. The Director of Insurance says that he and Directing Actuary A had ‘discussed briefly
whether it would be possible to compile a simple table showing the changes between 1991
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and 1992 in the major life companies’ bonus rates (reversionary and terminal), as a cross
indicator of current and prospective pressures on life funds'.

The Director of Insurance says that DTI do not routinely receive the with-profits guides of all
the insurance companies they regulate. He asks GAD to put together a table showing the main
bonus rates for with-profits policies. The Director says: ‘I foreswear judgement on what
precisely we will do with this information until | have seen what it reveals. But | would not
rule out using this comparative data as an input into the questioning of life companies’
future plans on our visit programme’.

02/03/1992

GAD telephone DTI's Head of Life Insurance to say that the proposed visit to Equitable on
05/03/1992 has been postponed. (It is not clear by whom.) GAD suggest a new date in May
1992.

04/03/1992

GAD confirm with Equitable the arrangements for the rearranged meeting on 19/05/1992.

12/03/1992

DTI’s Line Manager A writes to the Director of Insurance, having seen a copy of his minute (see
25/02/1992 about companies’ bonus rates. The Line Manager provides the Director with a copy
of the most recent Money Management survey on endowment policies. He says that DTI have
contacted the magazine and were told that the bonus rates for 1992 would appear in their May
1992 edition.

On 7 April 1992 the Director of Insurance informs Line Manager A that he would like to see the
article when it is available. An undated subsequent note records this as being ‘done’.

12/05/1992

Equitable’s Appointed Actuary writes to GAD about the forthcoming 1991 returns and, in
particular, to advise them of the Society’s likely solvency position, as requested by GAD in their
letter of 19/11/1991. The Appointed Actuary says that the ‘Form 9 position as at 31 December
1991 was as follows’:

fm
Admissible assets 7,452
Mathematical reserves 6,991
Other liabilities 112
Available assets for minimum margin 349
Implicit items -
Total of available assets and implicit items 349
Required minimum margin 298
Excess of available assets and implicit items over required minimum margin 51

The Appointed Actuary states:

During 1991 the Society continued to attract relatively large volumes of new annual
premium and single premium business (including additional recurrent single premiums).
The total amount of such premiums in 1991 was about £1400m. Taking account of this fact
| decided to strengthen the valuation bases for recurrent single premium policies in order
to ensure that there was no immediate release of surplus in respect of 1991 premiums. In
effect we put the valuation of 1991 new business back on to the premium basis which has
been our traditional approach. That strengthening of the valuation bases increased
reserves by about £150m. The general basis is also fairly strong because new business
expenses are effectively written off as incurred. They will be recouped as the business
matures but there is no accepted method of “zillmerising” recurrent single premium
business, which is about 80% of our business in force.
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As in previous years | will be publishing a net premium valuation as an appendix to my
valuation report to demonstrate compliance with the Valuation of Liabilities Regulations.
The total net premium reserves shown will be £6,459m which, if they were to be shown in
line 11 of Form 14, would require an additional mismatching reserve of £450m.

He continues:

I am monitoring on a regular basis the Society’s expenses and the effect of new business
on the Society’s financial position, and continue to be satisfied that no undue strain is
being caused. New business will, of course, provide little or no contribution in the short-
term to the Society’s solvency margin. | believe that the underlying strength of the
Society’s business is being masked in [the returns] by our success in attracting business.

Equitable point out that they are not using the future profits implicit item of £300m approved
in December 1991. They say that an implicit item up to £650m could have been justified and
continue:

If we were to compare the excess of available assets and future profits implicit item (for
which credit could have been but was not taken) over the required solvency margin at
the 1990 and 1991 year-ends, there was an increase from £580m as at 31 December 1990 to
£70Im as at 31 December 1991. Although a somewhat artificial measure in some respects, |
believe it helps to demonstrate the underlying soundness of the Society’s financial
position.

| regard my prime professional role as ensuring that prudent provision has been made for
meeting future liabilities, that the various statutory and non-statutory requirements
have been satisfied and that a demonstration of solvency can be achieved. | do not
regard it as a priority to show the best possible position in Form 9 [i.e. the statement of
solvency] even though there is the real possibility of attracting adverse comments from so
called “financial experts”. This is, of course, comment to which we are well used.

The Appointed Actuary continues:

Having said that, however, we monitor regularly the Society’s ongoing financial position
and possible positions in the future. In particular, the investment policy and its
appropriateness taking account of the financial constraints of the business are reviewed.
We have decided, for example, that in view of some uncertainty that equities will
“perform” over the next year or so to invest the greater proportion of new monies into
fixed interest investments during 1992. That will increase investment income and reduce
the dependence upon capital appreciation for bonus declaration purposes at the year-
end.

Equitable invite GAD’s comments on their letter before Equitable finalise their 1991 returns.

14/05/1992

Chief Actuary B passes Directing Actuary A a copy of Equitable’s letter of 12/05/1992. The Chief
Actuary sets out background comments in preparation for the forthcoming meeting with
Equitable, along with their solvency position using Equitable’s bonus reserve valuation and the
alternative position using net premium reserves.

Chief Actuary B attaches a note of the interest rates used in the 1989 and 1990 valuation bases.
He notes that ‘the margins were very thin in 1990, with an average interest rate used of 7.12%’.
He says that GAD do not know the basis used in 1991 but they could seek this information
during the meeting with Equitable, now arranged for 19/05/1992. He notes that the
strengthening of the valuation basis in 1991 increased reserves by £150m whereas the weakening
in 1990 reduced reserves by £557m.

In relation to initial expenses of new business, Chief Actuary B says:
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A comment made in [the Appointed Actuary’s] letter is that 80% of the business is single
premium business. He states that initial expenses will be recouped as the business
matures as there is no accepted method of “zillmerising” single premium business. The
business is mainly with profits pensions. | thought that a reasonable valuation rate of
interest would allow the company to recover initial expenses right away — the main
danger being a release of the bonus loading. We should query this.

Regarding the level of new business, the Chief Actuary notes:

Comment is made about the effect of the new business on the Company’s financial
position, and [the Appointed Actuary] states that new business provides little or no
contribution to the solvency margin. Could it be that the level of new business is reducing
the solvency margin too much?

He also notes:

At the end of 1990 the company had over £100m of single premium With Profits Bonds in
force. These were valued on an acceptable basis, although the reserves held were less
than current surrender values (not guaranteed). This led to some release of premiums
into surplus. | do not know how much of this class of business was written in 1991. We
should ask about the effect of this on surplus.

Chief Actuary B adds that he had expected to see an increase in the excess assets in 1991 with
the increase in market values and was surprised to see a fall. He suggests they discuss this with
Equitable. He also raises the continuing position of one person holding the dual positions of
Chief Executive and Appointed Actuary: ‘This was queried by DTl and the company hoped to
appoint a new Appointed Actuary in 12-18 months after 1July 1991. | wonder what is
happening on that issue?.

Scrutinising Actuary B, in an attachment to the note, records some further comments about
Equitable:

1. Strength of Equitable: It provides a good service at a reasonable cost. Expenses are the
lowest in the industry. It does not pay commission. Adverse publicity about commission
and its associated problems have made Equitable very attractive to a lot of investors.

2. Weakness: Free asset ratio is low and when 1991 results are published a lot of
[Independent Financial Advisers] will question the strength of Equitable. We will be asked
to comment about it by the National Health Service and the Treasury because Equitable
underwrites both [Additional Voluntary Contribution] schemes.

3. Equitable has used up investment reserves quickly in paying very good bonuses.

4. [Equitable’s Appointed Actuary] says that single premium business will release profits
when it matures but with-profits business will probably be surrendered early rather than
reach maturity when the interest rates will rise.

5. Recurrent single premium business is exposed to cancellation as soon as there is
adverse publicity about the strength of Equitable.

6. [The Appointed Actuary’s] position as Chief Executive and Actuary may create
problems because there is nobody to blow the whistle when things go wrong.

Behind this note are two pages from ‘With Profits Without Mystery’, the paper that two of
Equitable’s actuaries presented to a meeting of the Institute of Actuaries on 20/03/1989 and to
the Faculty of Actuaries on 19/02/1990. The paper had included, as an appendix, historical data
setting out the market value of Equitable’s fund and their investment reserve, for 1972 to 1987.
GAD’s copy of this appendix is annotated with figures for 1988 to 1991.
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GAD copy their note to DTI’s Line Supervisor B. The Line Supervisor adds her own comments in
manuscript. She notes that the alternative position showing net premium reserves is ‘to meet
the requirements in the [Regulations]’. She highlights that the total reserve in the net premium
valuation, including the resilience reserve, is £6,909m, which compares with Equitable’s
published reserve of £6,991m. Line Supervisor B adds:

[Chief Actuary B] thinks they have been paying too much in bonuses ...

[The Regulations] require a net premium reserve valuation. But [the Appointed Actuary]
can use the bonus reserve method providing it can be demonstrated that [the] published
basis gives as big reserves as [the] net basis.

15/05/1992

DTI prepare briefing for their forthcoming visit to Equitable (on 19/05/1992). They note that
Equitable ‘is the oldest of all UK life insurance companies. Mutual company, founded in 1762.
Transacts life assurance, annuity and pension business in the form of guaranteed,
participating and unit linked contracts’. DTl attach GAD’s note of 14/05/1992 and comment:

... considerable reduction in Excess Assets between 1989 and 1991. 1990 Returns showed
rapid expansion — total new premium income increased 30% to £836m. New regular
premiums, at £258m, were up 10% on previous year and single premiums increased 42% to
£578m (due partly to success of Society’s with profits bond).

Society has experienced falls in the market value of equities and other assets, and the
actuary has decided to weaken valuation basis of [with-profits] business. Reduction in
cover for [required minimum margin] is due to fall in value of assets, growth in new
business, and maintenance of unchanged bonus rates on [with-profits] policies.

GAD meeting with Equitable on 14.11.90 noted that they were considering not paying any
reversionary bonuses for 1990. In the event a bonus was declared for 1990 at same rate as
for 1989.

DTI’s note also highlights some other recent issues, including: that Equitable have set up
branches in the Republic of Ireland and Germany (note: GAD’s scrutiny report on the 1993
returns recorded that a new branch was not established in Germany until 1993 — see 15/11/1994);
that they do not appear to be using the future profits implicit item of £300m, agreed in
December 1991, in their 1991 returns; and that:

[One individual] is [Managing Director]/Chief Executive and Appointed Actuary as from
July 91... We were not happy with one person holding both positions, and regarded this as
a temporary situation — see attached correspondence. Perhaps we could ask about this
at the meeting.

19/05/1992

DTI (Head of Life Insurance and Line Supervisor B) and GAD (Directing Actuary A and Chief
Actuary B) meet Equitable’s Appointed Actuary to discuss a number of issues. DTI prepare a
note of the meeting, which is then amended by GAD. The note records discussion of a number
of matters, including the following.

The role of the Appointed Actuary

Both DTl and GAD express concern that the Managing Director is also the Appointed Actuary,
as this could lead to a conflict of interest, as ‘[where] the jobs were separate, and the
Appointed Actuary thought that management was not doing its job, he could come direct to
DTr. However:

[The Appointed Actuary and Chief Executive] did not perceive any conflicts of interest but
said that if a conflict arose he would drop one of the jobs. His view was that the
[Appointed Actuary] should be a generalist rather than a backroom “number cruncher’.
He felt that the position of [Appointed Actuary] was weakening in some companies, and
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that the calibre of the newer entrants was lower because their job was so specialised and
fragmented.

[The Appointed Actuary and Chief Executive] was due to retire in 3 to 4 years time, by
which time the [Managing Director] and [Appointed Actuary] roles would be separated
again. He was considering whether any of the present actuaries was qualified to take on
the [Appointed Actuary] role but the appointment of a new [Appointed Actuary] was at
least a year off. He agreed with [Directing Actuary A] that the [Appointed Actuary] should
be part of the senior management team. The problem was that there was at present
nobody within the company to take over this role. The Equitable usually found the
[Appointed Actuary] from its in-house actuarial team, but was prepared to recruit
someone from outside if necessary.

[The Appointed Actuary and Chief Executive] had been an executive director for some
time, and had been a member of the investment committee, which was a “sub-set” of the
Board, for about 14 years.

Equitable’s investment strategy

After an outline is given of Equitable’s process of devising their investment strategy, GAD ask if
Equitable found their investment policies were constrained by the valuation regulations. The
Appointed Actuary responds that ‘the liability regulations were only an irritant, i.e. a
constraint, in the sense that they had to comply with them, but their main problem was
funding the amount of surplus they needed at the right time’.

Equitable’s bonus policy

Equitable’s Appointed Actuary says that 80-85% of their business was single premium with-
profits policies which included a guaranteed interest rate of 3.5%. DTl ask if Equitable reserved
for future terminal bonuses. The Appointed Actuary responds that:

... the company knew at all times the terminal bonus for each policy on the books. There
was a notional terminal bonus reserve earmarked which was called the investment
reserve. All the with-profits pension customers had annual statements which showed the
notional accrued terminal bonus figure, but they were told that this bonus was not
guaranteed.

[The Appointed Actuary] explained that all the assets belonged to the current generation
of members, and that they did not want to build up reserves for future generations.

The note records that:

[Chief Actuary B] noted that if the value of equities had fallen, the company would need
to cover their solvency margin. [The Appointed Actuary] said they would first look after
their members’ interests, and check that there would be enough surplus. They would then
do the solvency tests.

[Directing Actuary A] asked what the mechanism was for determining bonuses. [The
Appointed Actuary] explained that he presented a paper to the Board in April. In
September/October a further paper was presented about bonuses, and the actual bonus
declaration from the Board issued in the following February. In 1992 the bonus was
expected to be about 9/3-10%.

It was necessary to look at what was being notionally earned on fixed interest in respect
of the Fund. In 1990 the rate that could be earned on deposits (gilts) was 12%. The bonus
was 11%, which comprised 3V2% guaranteed bonus, and 7V2% declared bonus, totalling 11%.
This included a 1% terminal bonus. In 1991 the notional rate earned was 14% and the
bonus was 12%, which included a 2% terminal bonus.

The note records that:

Part three: chronology of events 75

1992



661

[The Appointed Actuary explained that at] the end of 1990 the valuation of the liabilities
was weakened but in 1991 the liabilities had been valued more strongly, but were still well
within the DTl regulations. [Directing Actuary A] noted that he liked Equitable’s
philosophy for its policyholders, but felt that its solvency strength was arguable.

[Directing Actuary A] asked if there was a built-in mechanism for reducing reversionary
bonuses if the need arose. [Equitable’s Appointed Actuary] said they looked at the
following options available: (i) non-declaration of bonuses; (i) implicit items; (iii) to stop
writing new business.

On ‘Future Plans’, Equitable say that they prepared a plan of their future objectives every three
years. They agree to provide a copy of the current version to the regulators once it was
finalised; it was only in draft at that time. DTI’s note records that: ‘The plan emphasised four
important concepts that the Equitable stood for: (i) It was a mutual company; (ii) It operated
at the top end of the market; (iii) It only sold direct, and (iv) It was innovative, and aimed for
growth’.

Under ‘Distribution Systems’, DT| record that ‘Out of the first premium, 10% went to the
salesman, 20% to the branch, 5% to admin, and 5% to marketing'.

At the conclusion of the meeting, Directing Actuary A ‘noted that he would be concerned
about Equitable’s performance if there were dramatic falls in the market. Also there was the
problem of who would take over when [the Appointed Actuary and Chief Executive] retired.

(Note: the meeting note contained no reference to ‘zillmerising’ or any explicit reference to
the reason for the fall in excess assets in 1991 — see 14/05/1992.)

21/05/1992

GAD’s Directing Actuary A writes to Equitable’s Appointed Actuary to thank him for the
‘valuable insights which you gave us at our meeting’, but also to express disappointment that
GAD and DTl had not met some of Equitable’s management team ‘which is a prime purpose of
these company visits'. Directing Actuary A goes on to say: ‘Nevertheless, | think we all came
away knowing a lot more about the company’s approach to mutuality, while reinforcing in
our minds the unique position of the Equitable in the UK life industry’.

28/05/1992

Equitable’s Appointed Actuary sends GAD information about the Society’s management
structure, management company accounts and corporate objectives, as provided at the
meeting on 19/05/1992. He explains that the ‘actuarial management’ area is under the control
of a very experienced, practical senior actuary who has four actuaries reporting to him, and
expresses the wish that this will give GAD a feel of how the actuarial management is now being
spread.

The Appointed Actuary writes: ‘With hindsight, it might have been better to have some junior
colleagues present at our meeting, but nothing we discussed would have been unfamiliar to
them. | do try to run a very open ared’.

He explains that the Society has developed a new form of internal ‘management company
accounts’, saying that these are:

... an attempt to pull together into one document the various financial implications of
what we do and which previously would have appeared, either directly or indirectly, in
various papers to the board on a variety of topics.

The Appointed Actuary continues:

The various loadings on which the “management expenses fund” is based are well
documented internally and have effectively been in the current form for many yeatrs ...
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The accounts will be produced for me on a monthly basis, before the end of the following
month, and submitted to the board on a formal basis each quarter.

The documentation enclosed with the letter includes information about the Society’s
management structure, a profit and loss account for the period ended 30 April 1992, the
balance sheet as at 30 April 1992 and notes on the account.

Equitable’s Appointed Actuary provides GAD with a copy of a Board paper entitled ‘Revenue —
Report on First 3 Months’, dated 22 April 1992. On the market value of the fund, the paper says:

The estimated market value of the fund at 31 March 1992 was £7,748m. That compares
with a figure of £7,368m at 31 December 1991.

The increase in the market value of the fund over the first 3 months of 1992 represents an
annualised rate of return of around 6.9%. That reflects the improvement in capital values
during January and February followed by a decline during March. If at 31 March 1992
market values had been at the levels to which they increased following the General
Election, the assets would have been around £125m higher. In that event, the increase in
the market value of the fund since 31 December 1991 would have represented an
annualised rate of return of about 14%.

The excess of market value of assets over liabilities at 31 December 1991 was £375m. By 31
March 1992 that was estimated to have grown very slightly to £377m before allowing for
any accrued declared bonus cost.

He encloses a copy of the draft corporate objective, saying that, once finalised, it would then
be sent to the regulators. The Appointed Actuary also encloses a copy of their current
‘statement of intent’.

The Society’s Appointed Actuary concludes by saying that:

I enjoyed the meeting and hope that you and your colleagues got out of it what they
were looking for. As you know, | am normally prepared to be very open about all of our
activities and no doubt you will come back to me if anything needs further explanation
or expansion.

15/06/1992

Equitable’s Appointed Actuary writes to GAD about the forthcoming 1991 returns, following
their letter of 12/05/1992. He explains that, after taking account of possible adverse comment
on the unnecessarily ‘weak’ solvency position, the Society has looked again at its presentation
in the annual returns for 31 December 1991 and has decided to make some changes. The
Appointed Actuary says that he has concluded that the value for published mathematical
reserves contains margins which were not necessary on the grounds of reasonable prudence.
He had therefore reduced the mathematical reserves by £139m to £6,852m. The Appointed
Actuary explains:

That reduction in reserves has been facilitated primarily by retaining the same valuation
bases for general annuity and pensions recurrent single premium business as was used at
31 December 1990. The strengthened basis which | described in my letter of 12 May 1992

has been retained for recurrent single premium life business including with-profits bonds.
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The Appointed Actuary summarises the position at 31 December 1991, taking into account the
reduced mathematical reserves, as follows:

fm
Admissible assets 7452
Mathematical reserves 6,852
Other liabilities 12
Available assets for minimum margin 488
Implicit items -
Total of available assets and implicit items 488
Required minimum margin 298
Excess of available assets and implicit items over required minimum margin 195

The Appointed Actuary explains that the appendix to the returns would show net premium
reserves of £6,453m. If these reserves were shown in the body of the returns, an additional
mismatching reserve of £390m would be required. He states that the reduction of the
mismatching reserve, compared with that shown in their letter of 12/05/1992:

... arises because we have looked again at the minimum reserves we should need to
establish in the revised conditions of the mismatching test. From that review we
concluded that, in our previous calculations, we had applied the regulations in an unduly
stringent manner so as to produce reserves above those indicated by the minimum basis.

Equitable’s Appointed Actuary concludes:

Having taken the view previously that it was not a priority to show the best possible
[solvency position], | have on reflection come to the conclusion that there is nothing to
be gained from presenting such an apparently weak ... position as set out in my letter of
12 May 1992. The revised presentation will show a position of broadly comparable
“strength” to last year. The mathematical reserves to be shown in our annual return
continue to represent prudent provision for meeting future liabilities and satisfy the
various statutory and non-statutory requirements governing the valuation of liabilities.

19/06/1992 GAD write to Equitable’s Appointed Actuary to state that they have no need for more
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information on the forthcoming 1991 returns prior to their submission and that ‘any further
queries will come up after we have studied the full returns’.
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Submission of the 1991 regulatory returns

29/06/1992

Equitable submit their 1991 regulatory returns to DTI. Accompanying those returns are copies
of the Society’s annual report and accounts for 1991, prepared in accordance with the
Companies Act 1985 and dated 25 March 1992.

Equitable also send DTl a declaration under section 94A of ICA 1982 and pay Insurance Fees of
£13,100 in respect of their 1991 returns.

These documents include the following information about Equitable’s business and their
financial position as at 31 December 1991.

Companies Act annual report and accounts
The President’s Statement reports that:

1991 was a year of impressive progress. Total new business figures for the first time went
above £1bn, up a third on 1990. Such success during a period of economic recession
demonstrates the validity of the Society’s approach to business.

Equitable also report that their ratio of expenses to total premium income had reduced for the
third year running from 7.6% in 1990 to 7.2%. Equitable also say that they had established a
branch operation in the Republic of Ireland and state their intention to become a major force
in the European market.

In the Management Report, Equitable state that they had pursued a relatively cautious
investment policy in 1991 and that the longer term perspective did not lead them to make any
other significant changes to their asset mix brought forward from 1990. In the section on
bonuses in the Directors’ Report, Equitable disclose that, in the light of prevailing investment
conditions and having regard to prudent actuarial principles, they had undertaken some
strengthening of the liability valuation.

The returns
Equitable’s returns are submitted in two parts covering Schedules 1, 3 and 6 and Schedule 4 to
the ICAS Regulations 1983.

Schedule 1 (Balance sheet and profit and loss account)
As in previous years, Schedule 1 of Equitable’s returns consists of Forms 9,10, 13, 14 and 16. Form
9 summarises the Society’s financial position at 31 December 1991 as follows:

Long term business admissible assets £7452,253,000
Total mathematical reserves (after distribution of surplus) £6,851959.000
Other insurance and non insurance liabilities £112,063,000
Available assets for long term business required minimum margin £488,231,000
Required minimum margin for long term business £292,829,000
Explicit required minimum margin £48,805,000

Excess (deficiency) of available assets
over explicit required minimum margin £439,426,000

Excess (deficiency) of available assets
and implicit items over the required minimum margin £195,402,000

Equitable do not use in their returns the future profits implicit item that has been agreed by
DTI.
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Schedule 3 (Long term business: revenue account and additional information)
As in previous years, Schedule 3 consists of Forms 40 to 51, which have been supplemented by
various notes providing further information about/explanation for the figures provided.

Form 45 shows that 51% of Equitable’s non-linked assets are invested in equities, 11% in land and
27% in fixed and variable interest securities (compared with 47%, 13% and 27%, respectively, in
1990).

As in previous years, Equitable disclose in Form 46 that the gross redemption yields on fixed
interest securities issued or guaranteed by any government or public authority at certain
durations are consistently higher than for those not issued or guaranteed by any government
or public authority.

As for the previous year, in the notes to this part of the returns Equitable disclose that they
have estimated their contingent liability for corporation tax on unrealised capital gains in
respect of non-linked business to be nil.

Equitable state that they have been granted a section 68 Order which permits them to include
in aggregate form details of their ‘Personalised Funds’in Forms 49, 50, 51 and 57, instead of the
separate details for each Personalised Fund required by the ICAS Regulations 1983.

Schedule 6 (Certificates by directors, actuary and auditors)

Three Equitable Directors provide the certification required by Regulation 26(a) of the ICAS
Regulations 1983. Equitable’s Appointed Actuary provides the certification required by
Regulation 26(b) of the ICAS Regulations 1983. As required by Regulation 27 of the ICAS
Regulations 1983, Equitable’s Auditors provide their opinion that Schedules 1, 3 and 6 of the
returns have been properly prepared.

Schedule 4 (Abstract of valuation report prepared by the Appointed Actuary)

As in previous years, Equitable present two valuations of their long term liabilities (their main
and appendix valuations). The results of the main valuation are carried forward, unadjusted,
from Form 58 to Form 14 and on to Form 9.

Schedule 4 — main valuation (text)

Schedule 4 of Equitable’s returns answer the questions set out in paragraphs 1to 19 of Schedule
4 to the ICAS Regulations 1983 and includes Forms 55 to 58 and Form 60. Equitable state that
this valuation conforms to Regulation 54 of ICR 1981.

In response to paragraph 3, Equitable provide 13 pages of information about their non-linked
contracts. This section is longer than for the previous returns, due to Equitable’s new overseas
contracts. Most of the information about the existing contracts remains unchanged from the
previous year.

As in previous years, in paragraph 3(xiii) Equitable again disclose that they applied a guaranteed
annuity rate to the accumulated cash fund generated by certain types of with-profits pension
policies, stating that the guarantees applied to policies issued prior to 1July 1988.

As in previous years, Equitable provide a description of their principal guarantees of terms.
Equitable disclose that recurrent single premium and variable premium deferred annuity
policies carry guaranteed terms under which future premiums could be paid.

In response to paragraph 4, Equitable provide 33 pages of information about their linked
contracts. Most of the information about these contracts remains unchanged from the
previous year.

As in previous years, in paragraph 5 Equitable disclose that they have tested the ability of the
Society to hold reserves which satisfy Regulations 54 and 56 to 64 of ICR 1981 in the changed
investment conditions described in DAAI. Equitable state:
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In these conditions the Society would be able to set up reserves which satisfy [Regulations
54 and 56 to 64 of ICR 1981] without needing to have recourse to the assets whose current
value is shown at line 51 of Form 14 [in Schedule 1] of these Returns. No provision was
made for any mismatching between the nature (including currency) and term of the
assets held and the liabilities valued.

(Note: the entry at line 51 of Form 14 was the excess of the value of admissible assets
representing the long term fund over the amount of those funds and represented the
difference between the market value and book value of those funds.)

Equitable again state that, in determining the provision needed for resilience reserves and tax
on unrealised gains, they have taken account of the fact that the long term fund has been
valued at book value.

In paragraph 5(1)(e), Equitable disclose that a reserve for the prospective liability to tax on
unrealised capital gains (losses) is held in respect of policies where benefits are linked to the
Society’s internal funds. Equitable state that the contingent liability for tax on unrealised capital
gains in respect of other business is estimated to be nil, and accordingly no other additional
reserve is made for any prospective liability for tax on unrealised capital gains.

As in previous years, in paragraph 5(1)(f) Equitable state that, in current conditions, they do not
consider it necessary to hold a specific reserve for the guarantee they offer on a unit-linked
annuity.

As in previous years, in paragraph 6(1) Equitable disclose that, for certain non-profit deferred
annuities, the valuation rates of interest used were those assumed in the premium basis.
Equitable, again, do not elsewhere disclose the rates used in the premium basis.

As in previous years, in paragraph 7(b) Equitable do not explain the method by which they have
made provision in the main valuation for expenses on recurrent single premium business.

As in previous years, at paragraph 7(d) Equitable state:

A further valuation has been undertaken using the net premium valuation method. The
bases employed are in accordance with Regulations 55 to 64 of the Insurance Companies
Regulations 1981. The resultant aggregate liability is less than the aggregate liability on the
methods and bases described in this report. The report on the net premium valuation is
given in an appendix following Form 60 of this report.

As in previous years, in paragraph 11 Equitable state that they have ‘no business where the rights
of policyholders to participate in profits relates to profits from particular parts of the long
term business fund'.

As in previous years, in response to paragraph 12, Equitable simply state that they distribute
profits in accordance with the principles determined by their Directors and their Articles of
Association.

Paragraph 13 sets out the level of bonus declared for 1991 and records that Equitable has set the
reversionary bonus for the main policy classes at 6.5%. This compares with 7.5% reversionary
bonus in the previous three years. As in previous years, Equitable disclose that some retirement
annuity and individual pension policyholders have been offered loans under a loanback’
arrangement.

In response to paragraph 16, Equitable describe their system for determining final bonus.

Schedule 4 — main valuation (forms)

In Form 55, Equitable set out the mathematical reserves held for the various types of non-
linked contracts along with information on the number of contracts in force, the benefits
guaranteed and the rates of interest and mortality assumptions used in valuing them.
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In Form 56, Equitable set out the mathematical reserves held for the various types of linked
contracts along with information on the number of contracts in force, the value of current
benefits, the level of benefits guaranteed on death or maturity and the rates of interest and
mortality assumptions used in valuing them. Equitable again disclose that they hold reserves for
non-investment options and other guarantees for many of their unit-linked policies.

In Form 58, Equitable set out the valuation result and the composition and distribution of the
fund surplus.

Schedule 4 — appendix valuation (text)
Equitable explain that the appendix valuation:

... was undertaken for the purposes of demonstrating that in aggregate the mathematical
reserves determined by the valuation undertaken using the gross premium method, the
results of which are reported on the preceding pages, are not less than an amount
calculated in accordance with Regulations 55 to 64 of the Insurance Companies
Regulations 1981.

Equitable’s appendix valuation provides the information required by paragraphs 1, 5, 6,7, 9,17
and 18 of Schedule 4 to the ICAS Regulations 1983. They say that the information required for
the other paragraphs (apart from paragraph 19 — being a statement of the required minimum
margin in the form set out in Form 60 of Schedule 4 which, having had ‘regard to the purpose
of the valuation’, has not been provided) is identical to that given in the main valuation.

As in previous years, in response to paragraph 5(1)(a), Equitable make the same statement as in
the main valuation, that: ‘In these conditions the Society would be able to set up reserves
which satisfy [Regulations 54 and 56 to 64 of ICR 1981] without needing to have recourse to
the assets whose current value is shown at line 51 of Form 14 [in Schedule 1] of these Returns.
No provision was made for any mismatching between the nature (including currency) and
term of the assets held and the liabilities valued'.

As in the main valuation, in paragraph 5(1)(f) Equitable state that, in current conditions, they do
not consider it necessary to hold a specific reserve for the guarantee they offer on a unit-
linked annuity.

As in previous years, in paragraph 5(1)(g) Equitable disclose the ages that retirement benefits
could be taken on their recurrent single premium with-profits pension business.

Unlike in the main valuation and the appendix valuation in the previous year, in paragraph 7(b)
Equitable explain the method by which they had made provision for future expenses on their
recurrent single premium business:

General annuity and pension business: An annual loading of 1% increasing by 5% per
annum compound of the basic benefit was reserved for with profits retirement annuity,
United Kingdom personal pension retirement benefit, United Kingdom group and
individual pension business, deferred annuities of the recurrent single premium or
variable premium type, Guernsey personal pensions and group pensions, International
personal pensions and Irish personal pensions.

Schedule 4 — appendix valuation (forms)
In the appendix version of Form 55, Equitable set out the mathematical reserves held for the
various types of non-linked contracts on the appendix valuation basis.

In the appendix version of Form 56, Equitable set out the mathematical reserves held for the
various types of linked contracts on the appendix valuation basis.
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30/07/1992

GAD’s Directing Actuary A sends DTI’s Director of Insurance a note on ‘Free Asset Ratios at
31December 1990 & 1997 Directing Actuary A attaches tables setting out the free asset ratios
of certain major with-profits companies. On mutual companies, the Directing Actuary says:

The companies on whom we have been keeping a close watch for a number of years —
e.g.Equitable Life, [and two other named companies] — remain companies which cause
serious concern.

The Directing Actuary concludes:

... I should add that in preparing this minute, it has not been possible to examine the
reserving basis used by each actuary. That will need to be done at the detailed scrutiny
stage. It would seem quite likely, however, that when free asset ratios are as low as they
are at the present time, there are not likely to be large hidden margins in the valuation
bases after the resilience test has been taken into account.

31/07/1992

Every Appointed Actuary is sent by the Government Actuary a copy of DAA4 in which the

Government Actuary sets out the two scenarios against which Appointed Actuaries should test

the resilience of the valuation basis. He states that full details of the assumptions used should
be provided in companies’ returns.

03/08/1992

GAD complete the Al Initial Scrutiny check on the Society’s 1991 regulatory returns. GAD
note the cover for the required minimum margin is 1.67 (reduced from 177 the previous year).
They do not identify any concerns.

10/08/1992

GAD complete the A2 Initial Scrutiny check on the Society’s 1991 regulatory returns. GAD
raise Equitable’s priority rating from 3 to 2. In response to question 3, ‘Do the interest rates
used look supportable in terms of Regulation 59, GAD answer ‘Yes’. GAD also write: 10% for
[immediate annuities] very high — query’.

GAD identify three aspects that look worrying:
(1) Low [free asset ratio]
(2) Other management expenses
(3) Transfer from [investment reserve].

GAD identify no items to notify to DTI, to be taken up immediately with Equitable.
Accompanying the Initial Scrutiny check are two forms (Form B and Form CI) tabulating key
figures disclosed in the 1987 to 1991 returns.

19/08/1992

Line Supervisor B sends the Head of Life Insurance a draft note (which was copied to GAD) to
the Secretary of State for Trade and Industry’s Private Office, in relation to a proposed visit to
Equitable. Under the heading ‘Background’, Line Supervisor B says:

The 1990 returns showed rapid expansion in new premium income, due partly to the
success of the Society’s with-profits Bond. Its solvency margin, whilst well covered, has
reduced in recent years mainly due to falls in the market value of equities.

21/08/1992

GAD’s Directing Actuary A provides comments to DTI's Head of Life Insurance on the draft
note of 19/08/1992. The Directing Actuary says:

There is one aspect of [Line Supervisor B's] minute to you ... which makes me feel
uncomfortable.
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... when referring to the December 1990 solvency position, it is stated that the solvency
margin was well covered, but that it had reduced in recent years mainly due to falls in the
value of equities. Since 1990, however, the solvency margin position has worsened, and is
a cause for some concern, as | indicated in my minute of 30 July 1992 to [the Director of
Insurance] on free asset ratios. Equitable Life will be one of the first companies we will be
talking to in our imminent discussions with appointed actuaries.

26/08/1992

DTl amend the note to the Minister’s Private Office to state that Equitable’s solvency margin
‘which had reduced in recent years has been further eroded this year mainly due to falls in
the market value of equities, and we will be discussing the company’s position with its
Appointed Actuary in the next week or so’.

27/08/1992

GAD write to Equitable’s Appointed Actuary about the effect of current market conditions on
life insurers. GAD point out that, if the current weakness in investment and foreign exchange
markets continues, it could lead to a further reduction in the free asset ratios of companies.
GAD say that they are, therefore, arranging meetings with a number of Appointed Actuaries to
discuss the circumstances of their particular companies, and those meetings may be followed
up in due course by meetings with DTI.

GAD continue:

We would like to hold a meeting with you, the purpose of which would be to discuss, on a
technical basis, the current and projected financial position of your company given the
present economic conditions and what actions you might contemplate. We [would] also
like to discuss your company’s bonus policy in the context of the company’s intended
investment strategy, and of the methods that you use to determine the appropriate
levels of bonus rates and resilience reserves.

GAD say that the meeting is to cover the following four broad topics:
1. Under the heading ‘Financial Position”:

[We] would like to see and discuss both the current and projected financial positions of
your company (including the effect on the financial position of assuming a pessimistic
investment scenario over the next two years). We would also like to discuss the possible
courses of action contemplated that could if necessary be taken to improve the
company’s financial situation. It would be helpful if we could have a copy prior to the
meeting of any relevant report or business plan that has been prepared for this purpose.

2. Under the heading ‘Bonus Policy”:

[We] would like to discuss the methods that you use to set the level of your bonus rates
(including how you calculate asset shares and how they relate to total payouts), the
investment return required to support current bonus rates (including unitised with-profit)
and how you satisfy yourself that those levels are justified. We also wish to discuss with
you the level of bonuses that you expect to recommend for 1992 and their sustainability
over the next few years in the event of only low rates of investment return being
available.

3. Under the heading ‘Investment Policy”.

[We] would like to know what investment return has been earned on the with-profits
fund over the last five years and discuss the expected rates of return over the next few
years that are being assumed. Also, we would like to know whether any significant
changes of investment mix or policy are planned or have taken place this year.
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4. Under the heading ‘Resilience Reserves”.

[We] wish to understand better how you currently perform the resilience test and what
margins remain in your valuation bases after applying the test. We would also like to
discuss what modifications you may wish to make to that test at the end of 1992.

28/08/1992

GAD’s Directing Actuary A circulates a note within GAD, following the letter to Equitable of
27/08/1992 (and similar letters sent to other companies). The Directing Actuary says that DTI
wish to attend the meetings with Appointed Actuaries.

Behind this note on the relevant GAD file is an undated note about these meetings. On the
timings of the meetings, the note says:

For many companies, the present criteria for the allocation of a Priority rating is
adequate, but in the present state of the market, and in light of the fact that many with
profits offices have been over-distributing surplus in recent times, we should give greater
consideration to the amount of asset cover provided.

If [the free assets ratio is greater than] 10%, allocate priority #3

If [the free assets ratio is less than] 5%, arrange to talk to [the Appointed Actuary] before
end September

If [the free assets ratio is less than] 10%, arrange to talk to [the Appointed Actuary] before
end November

On the issues that GAD should cover at the meetings, the note says:

Ask what plans the [Appointed Actuary] has to cope with the situation where equities do
not yield the 11% or so assumed by dividend policy over the next few years.

Apply pressure to the [Appointed Actuary] to provide realistic reports to the Board on
future earnings aspirations, and through the [Appointed Actuary] to the Board to reduce
bonus levels

Enquire about asset share technology and methodology
Discuss investment mix, strategy, “what if?” scenarios

Refute argument (at least for the larger companies) that they can sell equities and go into
gilts

Ask for a plan of operations to restore a satisfactory asset-cover situation

Suggest that the company might apply for an Implicit Item to provide a fall-back in the
event that the situation deteriorates still further

08/09/1992 [entry 1] GAD confirm with Equitable the meeting arranged for 15/09/1992.

08/09/1992 [entry 2] DTI’s Line Supervisor B telephones an Independent Financial Adviser who has heard that DTl are

investigating Equitable and are requiring them to submit quarterly returns because of their
solvency position. The Line Supervisor explains that the cover for Equitable’s solvency had
reduced and suggests that the Adviser should compare the Society’s 1991 returns with previous
ones. The Line Supervisor’s note of the call concludes: ‘Said | couldn’t comment on quarterlies
situation. Said all [companies] had been affected by fall in equities, including Equitable’.

10/09/1992

Equitable send GAD ten pages of financial data as background for the meeting on 15/09/1992.
This includes the following information:
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1) _Equitable’s valuation position at 31 July 1992
Equitable provide information about their estimated solvency position as at 31July 1992 under
the valuation methods used in their appendix and main valuations, being:

a) Minimum statutory reserves (including mismatch)

fm
Market value of assets 8,012.5
Estimated liabilities 7,.255.6
Available assets 756.9
Required minimum margin 308.0
Excess (deficiency) of available assets 448.9
Yield on assets hypothecated to minimum statutory reserves 7.9%
The position is, therefore, somewhat stronger than that at 31.12.91. It should also be
remembered that no account is being taken of “future profits”.
b) Published reserves (31.12.91 basis)
fm
Market value of assets 8,012.5
Estimated liabilities 7,630.4
Available assets 3821
Required minimum margin 323.0
Excess (deficiency) of available assets 591

On this basis the published position would look weaker than at 31.12.91 due to the low
investment return experienced so far this year.
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2) the projected positions for 31 December 1992 and 31 December 1993

On the projected position to 31 December 1992, Equitable provide the following information:

Assumptions: — asset values and yields at 31.7.92 levels i.e. no capital growth on existing
and new investments

— all new monies invested in gilt-edged stocks during the period 1.8.92 to
31.12.92

a) Minimum statutory reserves (including mismatch)

fm
Market value of assets 8,552.4
Estimated liabilities 7,646.1
Available assets 906.3
Required minimum margin 3226
Excess (deficiency) of available assets 583.7
Yield on assets hypothecated to minimum statutory reserves 8.1%
Cost of £1% bonus
— increase in liabilities 71.2
— increase in minimum margin 2.8
74.0

5.5% bonus could be declared whilst maintaining a similar “Form 9” position to that
published at 31.12.91.

b) Published reserves (31.12.91 basis)

fm
Market value of assets 85524
Estimated liabilities 8,166.8
Available assets 385.6
Required minimum margin 3435
Excess (deficiency) of available assets 421
Cost of £1% bonus
— increase in liabilities 62.3
— increase in minimum margin 25
64.8

Only a minimal bonus could be declared if it was decided to publish on this basis.
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On the projected position to 31 December 1993, Equitable provide the following information:

Assumptions: — asset values and yields at 31.7.92 levels i.e. no capital growth on existing

and new investments

— all new monies invested in gilt-edged stocks during 1993

— bonus rate of 5.5% declared for 1992

a) Minimum statutory reserves (including mismatch)

fm
Market value of assets 10,065.9
Estimated liabilities 9111.0
Available assets 954.9
Required minimum margin 3783
Excess (deficiency) of available assets 576.6
Yield on assets hypotheticated to minimum statutory reserves 84%
Cost of £1% bonus
—increase in liabilities 86.0
— increase in minimum margin 34
894
A reasonable level of declared bonus could again be supported.
b) Published reserves (31.12.91 basis)
fm
Market value of assets 10,065.9
Estimated liabilities 9,968.6
Available assets 97.3
Required minimum margin 412.6
Excess (deficiency) of available assets —315.3
Cost of £1% bonus
—increase in liabilities 80.0
— increase in minimum margin 32
83.2
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3) declared bonuses from 1985 to 1991

Equitable give the rates of declared bonus for 1985 to 1991. They say that they have actively
managed the rates of bonus in the light of falling interest rates. The rates of declared bonus are:

1985 13.00%
1986 12.25%
1987 11.25%
1988 11.25%
1989 11.25%
1990 11.25%
1991 10.25%
4) policy values set against their asset shares for the years 1989 to 1991
Equitable provide the following information on ‘Policy Values v Asset Shares':
3112.89 31.12.90 31.12.91
fm fm fm
Assets at market value 5,705 5,785 7,368
[Proportion] of unrecouped strains (1) 150 150 179
5,855 5,935 7,547
Aggregate policy values (2) 6,100 7,340 9,086
—as % of assets 104% 124% 120%

A position of balance at 31.12.89 led to total policy values above asset values following

the poor 1990 earnings.

Alternative view of 31.12.91 position:

Adjusted assets
Office reserves
Discounted future bonus

fm
7,547
6,852
627

7479

This presentation indicates that asset values cover the discounted face value of total
policy values. A charge on future earnings would, therefore, enable nominal policy values

to be maintained.

Notes:

() The unrecouped strains are the as yet unrecouped new business financing strains

accumulated with interest, which are deemed to be a loan repayable when members leave

the fund.

(2) Aggregate policy values are the present values of guaranteed benefits plus

final/terminal bonuses at the rates then current.
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GAD highlight some of the information provided. GAD mark with a question mark Equitable’s
statement that total policy values as at 31 December 1991 are £9,086m and represent 120% of
Equitable’s assets at market value. GAD also note that the ‘alternative view of 31.12.91 position’
involves the discounting of terminal bonus values.

5) the investment return for with-profits policyholders for the years 1987 to 1993
Equitable provide the investment returns deemed to be available to the with-profits fund.
These are:

Year Return

1987 8.9%
1988 15.1%
1989 26.0%
1990 —11.3%
1991 14.0%
1992 4.3% — implicit in projection [for 31 December 1992]
1993 71% — implicit in projection [for 31 December 1993]

Under these figures, Equitable note that: ‘A significantly higher return is being earned on 1992
new money due to the concentration on fixed interest investments this year’.

6) their investment strategy

Equitable set out the proportion of assets allocated to the different types of investments. This
shows a change in the distribution of their assets towards a larger proportion held as fixed
interest assets.

7) some commercial factors
Under the heading ‘Commercial Factors, Equitable state:

a) Contracts incorporate modest guarantees (3.5% for pensions, 0% for life).
b) Expenses are rigorously controlled to be within the contract loadings.

c) The Society has stated consistently that future bonuses will reflect future investment
conditions.

8) their mismatching reserve calculations
Equitable set out the mathematical reserves required:

a) under their ‘Published net premium’ valuation;

b) in investment conditions where interest rates increase by 3% and equity and property values
decrease by 25%; and

c) in investment conditions where interest rates decrease by 3% and equity and property values
decrease by 25%. Equitable state that the total reserves required in a) are £6,452.57m.

For the scenario set out in b), Equitable state:

The total reserves required are £6,843.00m. Therefore a mismatching reserve of £390.43m
is required in addition to the published net premium reserves.

For the scenario set out in c), Equitable state:

The total reserves required are £6,816.58m. Therefore a mismatching reserve of £364.0Im is
required in addition to the published net premium reserves.
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Under the heading ‘Summary’, Equitable say:

As the mismatching reserve required in the +3%/-25% test is greater than that required in
the —3%/-25% test, the mismatching reserve is £390.43m.

fm
Published net premium reserves 6,452.57
Mismatching reserve 39043
Minimum statutory reserves 6,843.00
Published gross premium reserves 6,851.96

15/09/1992

DTI (Line Supervisor B) and GAD (Scrutinising Actuary B and Chief Actuary B) meet Equitable’s
Appointed Actuary. GAD open the meeting by explaining that:

... DTl were concerned about the position of with profit offices in the event of a poor
investment performance in 1992 and 1993.

The Appointed Actuary brings to the meeting papers setting out financial projections and
information about past performance. A note of the meeting is prepared by GAD following
receipt of Equitable’s letter of 17/09/1992 (see entry below). GAD’s note includes comments on
that letter.

In their note, GAD draw out some of the figures in the financial projections provided, including
that:

... the projected position at 31 December 1992 assuming that assets/yields are at July 1992
levels i.e. no capital growth on existing and new investments. These figures assume all new
monies are invested in gilts and take into account the effect of new business in the rest of
1992. On the minimum statutory basis there would be mathematical reserves of £7646M
(lexcluding] 1992 bonuses) against assets of £8552M. Available assets would be £906M to
cover a [required minimum margin] of £323M and to meet the cost of bonuses (estimated
at £400M at current levels).

On a similar basis the projected figures at end of 1993 were provided, but assuming a
bonus rate of 5.5% is declared at 1992. The result at the end of 1993 is available assets of
£955M, to cover a [required minimum margin] of £378M and to meet the cost of 1993
bonuses (estimated at £492M at current levels).

GAD also note that the projections show that:

... when equities are at a FTSE level of 2200 and properties fall by about 8% from their July
levels ... In this scenario at the end of 1992 available assets would be £608M to cover [the
required minimum margin of] £32IM and the cost of 1992 bonuses. The excess would not
be sufficient to maintain bonuses at their current level.

Under similar assumptions, but assuming no bonuses declared for 1992, the position at
the end of 1993 would be available assets of £1073M to cover [the required minimum
margin of ] £360M and bonuses (the cost of 1 years bonus at current levels is £440M).

GAD’s note continues:

[The Appointed Actuary] said that the society believed in active management of declared
bonus rates in the light of falling interest rates. Bonus rates had been reduced in the past
years and they felt able to reduce them again if necessary (they did not use [independent
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financial advisers]). He mentioned that so far no decision had been taken on 1992 bonus
rates. The Board of Equitable has been briefed on all eventualities including a nil bonus
rate scenario for this year.

On Investment Policy [the Appointed Actuary] said that currently all new monies were
being invested in gilts and other fixed interest securities. There had also been a switch in
1992 of £300M of assets from equiities to fixed interest.

There had been a negative return on investment in 1990 of —11.3%. So far this had not
been recovered, although the return in 1991 was 14%.

[The Appointed Actuary] included in the papers he gave to GAD, a note of how the
calculations for the resilience test were carried out. We raised the question of whether
the society would be likely to seek modifications to the test at the end of 1992, [the
Appointed Actuary] had given little thought to this issue.

[The Appointed Actuary] refers in his letter of 17 September to possible changes that
might be made at the end of 1992 to weaken the valuation basis. He thinks that possible
weakening in the basis could release up to £150M. An implicit item for future profits would
provide them with an additional margin of at least £500M.

GAD conclude their note by saying:

In [the Appointed Actuary’s] view the society incorporates modest guarantees into its
contracts (3¥5% per annum growth on pensions). He implied that the liability valuation
regulations were too stringent. Hence they forced the society into safeguarding
themselves by investing in fixed interest securities when they felt that equities were a
better long-term investment.

Our view is that the society has over-distributed in the last few years, compared with the
return on investments. This has eroded the level of free assets available in the society,
which are needed to provide for market changes in the value of assets.

17/09/1992

Equitable’s Appointed Actuary writes to GAD following the meeting. He provides additional
information about the possible 1992 and 1993 year end positions, assuming that the FTSE 100
Index stands at 2200 at those dates. The Appointed Actuary says that, in these projections, ‘the
Society is well able to meet the regulatory requirements though the implications for bonuses
would have to be considered carefully’. The Appointed Actuary notes that GAD had asked at the
meeting about ‘the extent to which the Society’s minimum statutory reserving basis might be
weakened by removing “unnecessary” margins’. In response, the Appointed Actuary says that:

. the AIDS reserve of £50m might be excessive, given downward revision of
estimated mortality;

. some weakening might be possible ‘on account of zillmerisation though | would not
expect any resulting release of reserves to exceed more than about £100m’; and

. there could be some margins in the application of the resilience test arising from
the Government Actuary’s letter of 31/07/1992 and from the process of asset
hypothecation.

GAD sideline the point about some weakening potentially being possible on account of
zillmerisation.

Equitable’s Appointed Actuary also points out that, looking ahead to the end of 1992 and 1993,
the Society has available a more substantial margin through a future profits implicit item. The
Appointed Actuary anticipates that, even on the assumptions in the projections provided, an
implicit item of at least £500m could be justified at 31 December 1992.
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The additional projected financial positions provided are as follows. For 31 December 1992:

Assumptions: — asset values and yields at 31.7.92 levels except that equities/properties at
FTSE 100 “2200” level no capital growth on existing and new investments

— all new monies invested in gilt-edged stocks during the period 1.8.92 to
3112.92

Minimum statutory reserves (including mismatch)

fm
Market value of assets 8,221.9
Estimated liabilities 7,614.3
Available assets 607.6
Required minimum margin 3214
Excess (deficiency) of available assets 286.3
Cost of £1% bonus
— increase in liabilities 76.6
— increase in minimum margin 3.0
79.6

For 31 December 1993:

Assumptions: — asset values and yields at 31.7.92 levels except that equities/properties at
FTSE 100 “2200” level no capital growth on existing and new investments

— all new monies invested in gilt-edged stocks during 1993
—no bonus declared for 1992

Minimum statutory reserves (including mismatch)

fm

Market value of assets 9,734.9

Estimated liabilities 8,661.9

Available assets 1073.1

Required minimum margin 360.3

Excess (deficiency) of available assets 712.8
Cost of £1% bonus

— increase in liabilities 77.2

— increase in minimum margin 31

80.3

29/10/1992 GAD complete their detailed scrutiny of the Society’s 1991 regulatory returns. GAD write to

DTl with a report on the results of their work. (A copy of this scrutiny report is reproduced in
full within Part 4 of this report.) GAD note:
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The company continued to expand rapidly in 1991. Total premiums received amounted to
£1,715m [against £1,345m in 1990 and £1,040m in 1989)]. Most of these premiums are either
single premiums or renewable single premiums on pension schemes. Contractual annual
premiums in force at the end of 1991 amounted to only £75m.

The total assets of the company were £7,452m at the end of 1991. It is difficult to give a
picture of growth of the company in terms of total assets as there have been fairly large
changes in the market values of assets in the past 2 years. However if we exclude
transfers from investment reserve [the return] shows an increase in the fund of £953m in
1990 and £1,208m in 1991.

GAD report that the 1991 returns show that the Society had total available assets of £488m to
cover a required minimum margin of £293m (compared with £413m to cover the required
minimum margin of £233m in the 1990 returns, and £974m to cover the required minimum
margin of £204m in the 1989 returns). GAD point out that Equitable were ‘one of the
companies which we have seen recently in connection with their low cover for the [required
minimum margin] in 1991 and future prospects’. GAD explain the Society’s approach of
publishing its valuation result using a bonus reserve basis with an alternative net premium basis
shown as an appendix, ‘in order to comply with the regulations’. GAD say that their comments
relate to the appendix net premium valuation.

GAD advise DTl that:

At the end of 1991 the U.K. equity market was at about the same level as that at the end
of 1989. Also some guilt prices were at a higher level in 1991. It is therefore reasonable to
compare these two year ends rather than the 1990 position when markets were very
depressed.

Total available assets in 1991 were £488m compared with £974m in 1989. The net transfer
from investment reserve in non-linked funds in the two years was £185m. Hence total
non-linked assets must have fallen in value by £30Im.

GAD say that:

A comparison of the net premium valuation bases used at the end of the year shows a
weakening in the 1991 bases as compared with 1989. This is true of a number of
companies. What we have compared here is the average valuation rate of interest
employed by the actuary with the average rate of interest earned on the corresponding
hypothecated assets (using the highest yielding assets first).

GAD advise DTl that:

There appears to be little or no margin in the interest rates used in the 1991 valuation and
we have asked the actuary a question relevant to this point.

GAD continue:

Why has this situation arisen? We know from our recent talks with [the Appointed
Actuary] that the with profits assets earned —11.3% in 1990 and +14.0% in 1991. These rates
take into account both capital changes and interest earnings, so the return on with profit
assets was only about +3% for the two years. This is after making allowance for the high
rates of interest that the company needs to earn on its non-profit contract (up to 10%)
and the 3V2% p.a. guarantees given on with profit contracts.

Total bonuses paid to policyholders cost £432m in 1989 and £456m in 1991. The actual net
transfer from investment reserve to the fund on non-linked assets in the two years was
£185m.
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In order to pay bonuses in the two years the company needed to earn 11%% per annum
on the assets backing the with profit contracts. The amount earned would include
interest income and capital gains. In fact the company earned about +3% over the two
years instead of the required +23%, and this is the main reason why the available assets
have been reduced and the valuation basis has been weakened. A major part of the
bonuses have been paid out of (i) a weakening of the valuation basis and (ii) transfers
from investment reserve.

GAD note that:

... despite the lower cover for the [required minimum margin], the company still had over
60% of its non-linked assets invested in equities and property. We understand from
recent discussions with [the Appointed Actuary] that they are now investing more in gilts.

The company’s new business figures have increased in the past few years and we wonder
whether this has given rise to any significant strains on the fund. We have asked a
question about this in our letter to the company.

On the same day, GAD write to Equitable’s Appointed Actuary to explain that GAD have
completed their examination of the 1991 returns. GAD ask the Society to:

(1) [explain] ... how the with profit immediate contract works in practice? How do the
reversionary bonuses and final bonus payments affect the amount of annuity paid each
year?

(2) [explain why the return] shows that the proportion of reserves not matched by assets
in the same currency is 7.7% whereas in the previous year it was shown as nil. Is this a
change in policy and, if so, may we please have an explanation for this? What currencies
and what types of investment are represented by the 7.7% figure, and what liabilities are
they deemed to cover?

(3) [clarify a paragraph of the returns.] Would you please provide us with an example of
how this works in practice including the effect of both reversionary and final bonuses?

(4) [provide] a matching rectangle showing what assets you would hypothecate to the
net premium mathematical reserve shown in the appendix of Schedule 4?

(5) [advise] ... the amount of the valuation strain in respect of the additional business
written in 1991. Please include in this category all the additional benefits and their related
premiums undertaken in 1991 including those on existing contracts where these additional
benefits and the premiums received in 1991 were not taken into account in the 1990
valuation. This should include all new annual premium business, all single premiums
business and all regular premiums received in 1991 on policies which were undertaken in
earlier years but where reserves set up in 1990 did not take account of future premiums.

On the last point, GAD state: ‘.. we wish to know (i) the reserves set up at the end of 1991 (ii)
the total cost of any bonuses allocated during 1991 and provided for in the 1991 returns (iii)
the cost of any claims paid in 1991 (iv) the total premiums received in 1991 and (v) the total
related expenses incurred in 1997..

GAD attach a copy of this letter to their note to DTI. Line Supervisor B, on her copy of GAD’s
note, comments that the fall in total available assets from £974m in 1989 to £488m in 1991is a
‘big difference!’.

04/11/1992

DTI's Head of Life Insurance passes his copy of GAD’s note of 29/10/1992 to DTI's new Line
Manager with responsibility for Equitable (Line Manager B) and adds:
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This paints a worrying picture. Over-distribution by a company with a (deliberately) small
coverage of its [required minimum margin] and a (continuing) policy of high equity
exposure. | think we should ask GAD for a fuller assessment of the position and of the
options available to the company in the event of a significant further downturn in the
market (unless we have this already, in which case | should like to see it).

Line Manager B adds a further note to Equitable’s line supervisor:

[Please] ask one specific question. If the investment yield (dividend + capital) is zero in 92
what would the position of the company be at end 92? How long could it continue with
present bonuses in the face of a zero yield?

These comments are later passed on to GAD (see 14/01/1993).

06/11/1992

Equitable’s Appointed Actuary writes to GAD with a detailed reply to their letter of 29/10/1992
about the 1991 returns. In response to the five questions posed by GAD in their letter, the
Society’s Appointed Actuary:

(1) provides details of Equitable’s immediate annuity with-profits product, including an example
of how annuity payments are determined by bonus rates. The Appointed Actuary explains:
‘You will see from the example of an annuity anticipating future bonuses of 6}2% p.a. that
the guaranteed benefits are reduced by a factor of 1/1.065 each year in anticipation of 615%
per annum bonuses. The total annuity value carried forward from one 31 December to the
next is also divided by 1.065 for the same reason and by 1.035 to take account of 3¥5% interest
guaranteed implicitly in the annuity rate used to calculate the initial level of annuity’;

(2) explains that the proportion of reserves not matched by assets in the same currency had
been overstated and the correct figure should have been 2.9% (or zero in their appendix
valuation). He says:

There has been no change of policy as regards the Society’s investment policy which had
led to sterling liabilities exceeding sterling assets for non-linked business. The proportion
of non-linked assets comprising non-sterling assets was about 15% at both 31 December
1990 and 31 December 1991. The increase in the proportion required in paragraph 9 of my
valuation report is the result of differences between the relative changes in asset values
and reserves during 1991.

We do not in general hypothecate specific assets to specific liabilities. For your
information, however, the distributions by investment type and country of origin of the
£1,075m of non-linked assets held on 31 December 1991 are shown below.

Fixed interest 13% Europe 39%
Cash 4% North America 21%
Equities 83% Far East/Australia 38%
Other 2%

100% 10025

(3) provides the following example:

For each with profits policy or benefit a total value as at 31 December 1990 was held (for
policies or benefits effected in 1991 this value was zero). That value was increased by the
overall rate of return of 12% to which was added for each premium paid in 1991, the
immediate value of guaranteed benefit secured by the premium increased by a
proportionate part of 12% corresponding to the proportion of 1991 for which the benefit
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participated in profits. The value calculated in this way is the total value as at 31
December 1991, and is used to calculate claim values in the period 1 April 1992 to 31 March
1993. At the next bonus declaration the 31 December 1991 will be rolled forward to 31
December 1992 in the same way as described above.

Total claim values are calculated in the period 1 April 1992 to 31 March 1993 by increasing
the 31 December 1991 total value by the additional final bonus rate on a proportionate
daily basis. To this value is added for each premium paid after 31 December 1991 the value
of the guaranteed benefit at the premium payment date increased by growth at the
additional final bonus rate for the period of participation in profits.

The amount by which the total claim value exceeds the value of guaranteed benefits
(including declared bonus) at the claim date is the final bonus element of that total claim
value.

For example if a pension policy had a total value brought forward of £10,000 as at
31December 1990 and a premium payment secured guaranteed fund of £7,300 on
1December 199], the total value as at 31 December 1991 would have been

10,000 x 1.12 + 7,300 x (1+ 0.12 x 30/365) = £18,572

If a further premium had been paid on 2 March 1992 securing guaranteed fund of £3,050,
the total claim value on 1 April 1992 would have been

18,572 x (1+ 0.1 x 92) + 3,050 x (1 + 0.11 x 30) = £22,163.02
366 366

A couple of additional examples are also to be found in Appendix B attached to this
letter.

(4) provides the following table of ‘Assets hypothecated to net premium reserves”:

(4) (8) (© (A-BIHC)
Year ending Total surplus Exceptional Surplus Ordinary
items arising from surplus
solvency
margin
fm fm fm fm
Land - - 708.76 708.76
Gilts and other
fixed interest 605.29 - 1207.31 1,812.60
Variable interest
securities - 79.63 6.52 86.15
Equities - - 2,793.17 2,793.17
Debts - - 22.39 22.39
Other income
producing assets - - 530.37 53037
605.29 79.63 5,268.52 5,953.52
Linked assets 499.13
6,452.57
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(5) explains that:

For valuation purposes the Society’s records are in general held in grouped form
according to the year of maturity or retirement. The data which you have requested is
not, therefore, readily available and would take a great deal of time and effort to
produce for you.

It seems to me that you are trying to assess the effect of new business on the Societys
financial position in 1991. To assist you in this respect, therefore, we have compiled an
analysis of the financial impact of 1991 new business. Please find that analysis in
Appendix D of this letter.

New business is defined as new level annual premium and single premium business and
new and incremental recurrent single premium business. Regular recurrent single premium
renewals are not included.

The results of that analysis shows that new business did not produce a strain during 1991.
This was due mainly to the fact that the valuation bases for recurrent single premium
business released monies at outset in a similar way to the release produced by a zillmer
adjustment.

The information set out in Appendix D is as follows:

New Business Analysis fm
New business premiums received less expense loadings 1062.7
Initial expense loadings from new business premiums received 14.3
Cost of reserves/benefits (984.3)
Acquisition expenses (72.6)

20.1

12/11/1992

98

GAD reply to Equitable’s Appointed Actuary saying that they will consider his letter of
06/11/1992 in detail shortly. GAD’s Chief Actuary B asks Scrutinising Actuary B to review
Equitable’s letter.
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1/12/1992

Equitable’s Appointed Actuary writes to DTI to apply for a section 68 Order for a future profits

implicit item of £360m, for possible use in their 1992 returns. The Appointed Actuary provides
financial calculations in support of the application, suggesting that the Society could seek an
Order up to the value of £766.8m.

These calculations include, for the estimated annual profits, that:

(4) (8) () (A-BHC)
Year ending Total surplus Exceptional Surplus Ordinary
items arising from surplus

solvency

margin
fm fm fm fm
31.12.87 254.7 65.0 (a) 653 124.4
31.12.88 259.2 - 614 197.8
31.12.89 3374 - 89.9 2475
3112.90 4225 557.0 (b) 26.6 (161.1)
3112.91 596.5 (13.2) (c) 59.5 550.2

958.8

Average annual profit = 958.8/5 = £191.7m

Notes: (a) £65.0m of the surplus arising in 1987 was an exceptional item arising from a

change from a policy year to a calendar year method of bonus allocation for the

bulk of the Society’s with profits business.

(b) Surplus was increased by £557.0m as a result of changes in valuation bases
during 1990.

(c) Surplus was reduced by £13.2m as a result of changes in valuation bases
during 1991.

The calculations state that the average period to run for the Society’s in-force contracts is eight

years. The Appointed Actuary explains:

The periods to run have been reduced to take account of premature withdrawals based
on the Society’s recent experience of such withdrawals. In respect of retirement annuity

and personal pension contracts for which a range of retirement ages is available, it has
been assumed that retirement benefits are taken at the lowest possible age, or
immediately if that age has already been attained.

The calculations provided suggest that the maximum future profits permissible is 50% of
£191.7m multiplied by eight years — that being £766.8m.

15/12/1992

DTl ask GAD for their views on the application. DTI query whether the request should have
been made earlier in the year, around the time that the Society submitted its 1991 returns to
the regulators.

23/12/1992

GAD inform DTI that they have ‘.. no comments on this application and it should be
reasonable for you to issue the relevant 568 Order".
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