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Corporate review
The Society’s Chairman, Ian Brimecome, and Chief Executive, Chris Wiscarson, on behalf of the Board.

Dear Members
Throughout 2012, financial markets continued to be
challenging and the regulatory environment continued
to be uncertain. Sentiment towards the euro did
improve considerably but, against that, no robust
strategy for economic growth has emerged on either
side of the Atlantic.
Notwithstanding these challenges and uncertainties,
we remain firmly committed to recreating policyholder
value through:
•	
Maximising the return on policyholders’ assets,
subject to meeting solvency requirements.

as prudent levels. We shall work closely with these
new regulators to ensure that the Society’s strategy
is properly understood by them and aligned with their
regulatory objectives.
Both Solvency II and the published documents of the PRA
clearly point towards increased capital requirements
for insurance companies. Mindful of this regulatory
necessity, the Society has increased its regulatory
capital targets for the future. At the very least, this
takes away some of the uncertainty of what Solvency II
might or might not bring, thereby allowing our planning
to be more assured.

•	Providing the best value for money cost base.
•	Distributing all of the assets among with-profits
policyholders as fairly as possible over time.
Despite volatile markets through 2012, we are pleased
to say that the Society improved its capital ratios,
reduced costs and maintained the 12.5% capital
distribution.
In recent years, the Board has placed great emphasis on
rebuilding the Society’s capital base and, as set down
on page 5, you can see that, at 31 December 2012,
our capital amounted to £588m, up from £521m a year
earlier.

Regulating insurance companies
Time and again, we have said that the new European
regulations, Solvency II, needed to be settled so that we
could establish the next phase of capital distribution.
Not surprisingly, the implementation date of Solvency
II has again been deferred. As we write, we cannot say
with certainty when the Directive will be implemented;
all we can say for sure is that Solvency II will not now
be introduced in January 2014.
This deferral coincides with the introduction of two
new regulatory bodies to replace the Financial Services
Authority (“FSA”): first, the Financial Conduct Authority
(“FCA”), whose principal role in regard to the Society
is to see that customers are fairly treated; second,
the Prudential Regulation Authority (“PRA”), whose
principal role is to satisfy itself that we hold sufficient
capital to meet our obligations to policyholders in a
wide variety of economic scenarios.
The objectives of the two regulatory bodies are
distinct: one regulator requiring us to demonstrate
that capital is being fairly distributed; and the other
driving for capital to be maintained at what it regards
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Capital distribution
The principal reason for the Society having to hold large
amounts of capital is the existence of the underlying
guarantees on with-profits policies. The guaranteed
amount is clearly set down in the Annual Benefit
Statement and, each year, this guarantee increases on
the majority of policies. Even though the Society hopes
in the years to come to pay more than the guaranteed
amount when policy benefits are paid, we nevertheless
have to set aside capital for the possibility that the
underlying values are less than the guarantees, which
would be the case in extreme economic circumstances.
The Board’s dilemma, as we have repeatedly made
clear, is that, notwithstanding the virtue of holding
capital to protect the value of your policies against new
financial storms, true success is getting that capital
back into your hands as fairly and as quickly as possible.
Two years ago, we decided to return some capital by
introducing a payout enhancement of 12.5% payable
at the point policyholders take their benefits. This was
an important first step in releasing capital to you, but
it was only a step. Accordingly, we have been actively
considering what next.
One possibility, researched in detail in 2012, was the
payment of a one-off increase to policy values in
exchange for a release from the guarantees. While we
could demonstrate that this would be beneficial to the
great majority of policyholders, the certainty of the
guarantee was seen by many of those researched as
too important to relinquish in the current economic
environment.
We have chosen not to pursue this option but we remain
committed to distributing all the assets of the Society
as fairly as possible. We are assessing other capital
distribution methodologies and will report further on
these as they evolve.

Investment performance
In 2012, the Society achieved a return on your assets of
2.4%. In deciding the level of increase to policy values
in 2012, we are much influenced by the underlying
return on your assets over a longer economic cycle
than one year. We estimate the underlying return to be
2% p.a., and it is this amount that the Board considers
appropriate to increase your policy values by in 2012.
Smoothing the investment return in this way avoids the
need for frequent upwards and downwards changes in
policy values, which can help make retirement planning
rather more predictable.

The Board acts as the Society’s With-profits Committee,
with the prime objective of ensuring the fair treatment
of with-profits policies during the run-off of the Society.
We are mindful of the principles relating to the
role and effectiveness of the Society’s Board and its
duties to the Society’s members. The Board reviews
its performance and that of its committees at least
annually and, with assistance from the Nominations
Committee, it reviews the performance of individual
directors. We are satisfied that your Board acts with
integrity, diligence and very real purpose in recreating
policyholder value.

Board changes

250th anniversary

Simon Small has joined the Board as Finance Director.
Over the last few years, Simon was the Finance
Director to the team responsible for delivering the
synergy benefits in the merger of Lloyds TSB and HBOS.
As well as Simon’s extensive experience in bank finance
matters, his particular expertise in administrative
operations and information technology (“IT”) will be of
great value to the Society.

On 7 September 2012, the actual day of the Society’s
250th anniversary, policyholders filled the Great Hall
at King’s College London to hear Richard Roberts,
Professor of Contemporary History at King’s College
London, present his paper entitled “Did anyone learn
anything from the Equitable Life?”. Policyholders were
able to question a distinguished panel comprising: Lord
David Owen; Lord Robert Winston; Alex Brummer, Daily
Mail City Editor; Professor Sir Lawrence Freedman,
Vice Principal of King’s College; and Adam Boulton, Sky
News Political Editor.

As we announced a year ago, David Adams retired
from the Board last September. David’s perceptiveness
and unique skill of gently but firmly pointing out
the essence of an issue will be much missed. Keith
Nicholson succeeded David as Deputy Chairman and
Senior Independent Director. We plan to appoint a new
non-executive Director in 2013.
After ten years with the Society, our Chief Operating
Officer, Mark Earls, will leave in May 2013. We are very
grateful to Mark for the significant and influential role
he has played in many of the Society’s achievements
over the last decade. We wish him well for the future.
It is not our intention to appoint a new Chief Operating
Officer, as the Society’s current Executive Team is well
suited to the size of the Society at this stage of its
run-off, particularly once our current programme of IT
change completes.

Professor Roberts’ foremost finding was the absence of
learning by bankers or bank regulators of lessons from
the Equitable crisis. He has made a number of important
suggestions, including: the need for new Board
governance models; the need for simpler products; the
need for stronger Board control on executives; and the
need for more effective regulations. The emergence of
the Prudential Regulation Authority and the Financial
Conduct Authority is a clear indication by Government
of their intentions. As for Board governance, greater
simplicity and executive accountability, we have
reviewed the way the Society goes about its business
and have developed a set of practices to demonstrate
that we have learned from Professor Roberts’ research.

Governance
The Society has for many years voluntarily adopted the
relevant provisions of the UK Corporate Governance
Code. As a member of the Association of Financial
Mutuals (“AFM”), we are also subject to their Annotated
Code. These codes set out standards for strong
corporate governance with which companies should
comply or explain why they have not done so.

3

Corporate review
continued

Government Compensation
Scheme
Government has announced that, as of 31 January
2013, compensation totalling £535m has been paid to
more than 370,000 eligible individual policyholders.
In regard to policyholders who bought their policy
through a company pension scheme, compensation
to these policyholders takes place as a later phase
of the work. The administrators of the Government
Compensation Scheme have written to the trustees of
all 5,700 eligible company pension schemes and expect
payment to these policyholders to accelerate from
April 2013.
The Equitable Members Action Group (“EMAG”)
continues to represent policyholders who are
dissatisfied with how they have been treated under
the Government Compensation Scheme. In Professor
Roberts’ report, he made mention of EMAG’s tireless
fight for compensation on behalf of policyholders, and
this was most fitting.

Looking forward
We anticipate that 2013 will continue to provide
challenges both on the economic and the regulatory
front. The two new regulatory authorities will need
to ‘bed down’, and there is little likelihood that the
timing of Solvency II will become any more certain in
the foreseeable future.
Holding appropriate levels of solvency capital to deal
with future uncertainties must always be in our mind,
but, that said, our primary objective is to pay out as
much capital to policyholders as fairly and quickly
as possible. This remains the overarching mission of
your Board.

On behalf of the Society’s Board of Directors

Ian Brimecome
Chairman
22 March 2013
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Chris Wiscarson
Chief Executive

Financial review
Summary
In the face of challenging markets and an uncertain
regulatory environment, the Society has continued to
improve capital ratios and reduce costs while maintaining
the 12.5% capital enhancement. We have achieved this
by reducing some of the risks faced by the Society, by
continuing to improve operational efficiency and by
maintaining our cautious investment strategy. Capital
ratios have improved in line with the Society’s desire to
progress towards the higher levels of capital expected
under the future Solvency II regulatory regime.

Excess Realistic Assets
The excess of realistic assets over liabilities (“ERA”)
is the amount available to meet liabilities in excess of
those provided for at the balance sheet date, as well as
to increase payouts in the future. The ERA has increased
from £521m at the end of 2011 to £588m at the end of
2012, primarily due to investment performance.
An analysis of the with-profits assets and liabilities is
as follows:
2012
2011
£m
£m
Realistic value of with-profits assets
less:
Policy values
Future charges
Impact of early surrenders
Cost of guarantees
Other long–term liabilities
Other liabilities
Excess Realistic Assets

5,418

5,548

3,371
(288)
(13)
1,180
352
228

3,609
(288)
(15)
1,130
360
231

4,830

5,027

588

521

A description of the above liabilities is set out in Note 12 on page 41.

The principal movements in the ERA during the period
are shown in the following table.
2012
£m

2011
£m

Opening Excess Realistic Assets
521
Investment performance net of
81
changes in policy values
Variances in expenses and provisions
34
Mortality experience and assumption
(6)
changes
Surrender experience and assumption (5)
changes
Changes in other valuation assumptions (29)
Other movements
(8)

694
(129)

Closing Excess Realistic Assets

521

588

(18)
(27)
(8)
7
2

The key change is in investment performance, where
corporate bond values have risen from their lows
in 2011, as uncertainty over the future of the euro
has eased. Expense savings have been driven by the
introduction of Lean Manufacturing techniques, a
methodology which promotes continuous improvement
and operational excellence. We have also taken credit
from savings that are expected to occur as a result
of signing the IT hosting contract with Atos, which
reduces the level of capital we need to hold against
future expenses.
The Society experienced lower levels of claims in 2012,
as many policyholders have continued to defer taking
their benefits. With-profits claims decreased from
£383m in 2011 to £375m in 2012. Changes in the pattern
of surrenders and the resulting impact on reserving
for expenses are the main reasons for the ‘Changes in
other valuation assumptions’.

Capital requirements now and
in the future
As a mutual company closed to new business, the
Society must meet regulatory capital requirements out
of its existing resources. The capital required for the
Society’s particular risks is quantified in the preparation
of a confidential assessment of the capital needs. This is
required by Financial Services Authority (“FSA”) rules,
introduced under the Individual Capital Assessment
(“ICA”) framework. The calculations are underpinned
by consideration of the underlying risks, which include
credit risk, market risk, liquidity risk, operational risk
and insurance risk. These capital requirements are met
out of the ERA and, in extreme situations, from nonguaranteed benefits.
As we explained in previous reviews, it is expected that
the current regulatory framework will be replaced by
the Solvency II regime, a Europe-wide regulatory basis
for establishing capital requirements for insurance
companies. In October 2012, the European authorities
announced a delay to the start date of Solvency II
from 1 January 2014 to an, as yet, unspecified time.
In the meantime, the Society’s capital position will be
regulated by the new Prudential Regulation Authority
(“PRA”) under the current ICA framework. These
regimes are expected to require the Society to hold
more capital, and the Society proposes to move towards
the new levels incrementally.
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Financial review
continued

Investment performance
The Eurozone crisis continued to make headline news
for most of 2012 before the markets were calmed
later in the year by central bankers’ and politicians’
statements and actions regarding the future of the
euro. UK equity markets rose by approximately 3%
during 2012, while property markets were broadly
flat. Interest rates remained low but constant, assisted
by considerable, but reducing, levels of quantitative
easing from the Bank of England. Inflation peaked
at 3.9% and finished the year at 3.1%, and economic
growth was largely missing from western countries.
The Society continued to pursue its strategy of
maximising the return on policyholder assets, subject
to meeting solvency requirements. It executed the
strategy by carefully matching expected outgoings from
policy maturities with income from its assets. That
means, as interest rates rise or fall, the Society’s ability
to pay actual benefits remains relatively unaffected.
The net return increased from a negative 0.5% in 2011
to a positive 2.4% in 2012. The changes in asset mix
were designed to not only provide a greater return, but
also to reduce the capital required to be held, thereby
improving capital ratios.
The asset mix of the UK with-profits fund was as follows:

Gilts
Corporate bonds
Cash
Property
Other

31 Dec
2012
%

31 Dec
2011
%

60
29
6
2
3

56
28
8
4
4

100

100

The Society continues to hold high levels of liquid
assets, in order to provide protection against the
possible scenario of those policyholders who have
deferred taking their benefits all deciding to take them
at once. The impact of this would be approximately
£1.3bn, so liquid assets significantly in excess of this
amount are held in mitigation.
Corporate bond values improved during 2012 and
regained much of the fall seen in 2011. There were
no losses caused by corporate default during the year.
The Society improved the quality of its corporate bond
portfolio and thereby reduced the amount of required
regulatory capital.
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The Society has no bond holdings in Greece or Portugal
and relatively small holdings in Spain, Italy and Ireland.
In line with previous years, the Society continues to
reduce its holdings in equities and property. These are
not particularly suitable for matching the Society’s
liabilities and, in any event, higher levels of capital are
required to be held against such riskier assets.
We adjust the return to be passed on to policyholders
to remove the effect of Government bond yield
movements, as they affect both assets and liabilities.
This reduces the return available to be passed on to
policyholders from the gross return of 5.6% to 4%. The
net return on the fund for the year, after deducting
charges for expenses of 1% and guarantees of 0.5%,
and after adjusting for tax and the effect of changes
in accounting and technical provisions, is 2.4%. The
equivalent figure for 2011 was negative 0.5%.
Under the Society’s direction, our investment manager,
BlackRock, has created a benchmark portfolio which
targets the highest expected return subject to our cash
flow matching and capital requirements. As a result,
the Society is able to measure the performance of the
investment manager objectively.
The figures below represent only the performance of
the fixed-interest element.
Performance of UK with-profits
Fixed-income portfolio
Benchmark portfolio
Actual portfolio
Excess return

Since inception
% p.a.
9.33%
9.54%
0.21%

BlackRock is targeted to outperform the benchmark
by an average of 0.15% p.a. over a rolling three-year
period and is on track to achieve this. We continue
to review the benchmark to ensure it aligns with our
investment strategy.

Payout enhancement and
policy values
In determining payouts to policyholders, the Society
aims to distribute all of the assets, including its
solvency capital, over the lifetime of its policies, as
fairly as possible, having regard to:
• Making guaranteed payments to policyholders;
•	Retaining sufficient solvency capital as a shield
against changing circumstances; and
•	
Meeting obligations to other creditors as they
fall due.
Payouts depend on the returns achieved on the Society’s
assets over time. The returns achieved on, and the
outlook for, the Society’s corporate bond, property
and relatively small private equity portfolio are more
volatile than UK Government bonds, because values and
liquidity are directly affected by market conditions.
The impact of property and equity returns has been
significantly reduced over recent years following our
continuing disinvestment from those asset types.
As circumstances permit, the Society manages changes
in the levels of payouts so that they are gradual and
smooth, reflecting the underlying trend of investment
returns. Where investment returns are below that
trend over time, we would wish to review the most
appropriate level of smoothing.
While recognising that the net return on the fund has
been 2.4% for 2012 and negative 0.5% for 2011, the
Board believes that it is appropriate to smooth out
the effects of short-term investment performance.
Following the valuation at the end of 2012, and taking
into account the outlook for longer-term returns on
with-profits investments, the Board has confirmed that
for UK with-profits policies, until further notice, policy
values will increase at 2% p.a. for UK pension policies
(1.6% p.a. for UK life assurance policies).
The Board commenced the process of distributing
solvency capital to policyholders on 1 April 2011. At that
time, a sum equivalent to 12.5% of policy values at 31
December 2010 was earmarked to enhance payments
for with-profits policies that mature or are transferred.
We have conducted a further review of the capital
required to meet regulatory requirements, both now
and under a wide range of possible future economic
and regulatory conditions, and the Board is maintaining
the 12.5% enhancement. The level of enhancement has

been derived on a cautious basis to ensure that exiting
policyholders do not disadvantage those who remain,
particularly in light of the likely need to hold more
capital under the future Solvency II regime. Payout
levels are kept under regular review and could, under
certain circumstances, be reduced.
It remains, however, the Board’s firm intention to
distribute all of the assets of the Society as fairly as
possible among the holders of with-profits policies over
the lifetime of the policies. We are actively pursuing
a range of options to achieve this and will report on
these further at the appropriate time.

Capital distribution and
charges for guarantees
As a result of the payment enhancement introduced on
1 April 2011, the cost of meeting policy guarantees as
policies exit the fund has reduced.
Within the annual valuation, we do not make an
allowance for future capital distribution. It is
instructive, however, to assess the working capital
of the fund under the alternative assumptions shown
below: the first assuming no future capital distributions
(as per the accounts); and the second showing the
future capital distributions at the current rate.
Assuming No
Assuming
Future Capital Future Capital
Distributions Distributions
£m
£m
Realistic value of
with–profits assets
less:
Policy values
Future capital distributions
Future charges
Impact of early surrenders
Cost of guarantees
Other long–term liabilities
Other liabilities
Total realistic liabilities
Working Capital for Fund (ERA)

5,418

5,418

3,371
–
(288)
(13)
1,180
352
228
4,830

3,371
854
(152)
(13)
787
343
228
5,418

588

–

In order to assess the potential capital available for
distribution in the years ahead, assuming the current
rate of 12.5%, one should make reference to the future
capital distributions of £854m in the right-hand column.
The difference between that figure and the ERA of
£588m is intended to be available under the Society’s
distribution plans.
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Financial review
continued

Expenses and provisions
The Board has continued to execute its strategy to
deliver the best value-for-money cost base. A key
performance indicator, which was met in 2012, is the
reduction in administrative expenses in line with the
run-off in numbers of policies. This requires efficiency
savings to be made which more than mitigate upward
pressures on the cost base such as inflation. The
main areas of saving in 2012 have been efficiencies
from the Lean Manufacturing techniques introduced
in 2011, which promoted continuous improvement
and operational excellence within the business. In
consequence, staff numbers, including contractors, fell
from 484 in December 2011 to 416 by the end of 2012.
Expenses for non-reinsured policies were £32m
and reduced by approximately 5% in line with the
percentage fall in the number of policy benefits. In
setting targets to deliver a value-for-money cost base,
the Board is mindful of the need to maintain strong
controls alongside the delivery of a trusted and valued
service to policyholders. In the opinion of the Board,
these objectives have been achieved.
Up to 5 June 2011, administration of reinsured policies
was carried out by Lloyds Banking Group (“LBG”). After
that date, administration for these policies has been
carried out by the Society, and a fee for this service
has been charged to LBG. The costs in 2012 were £3m,
compared to a seven-month period in 2011 of £2m
(annualised £3m).
Exceptional project expenditure rose in the year from
£21m to £24m, driven by the IT re-hosting project
referred to in last year’s report. We expect to spend
between £30m and £35m on the transition, of which
approximately one third will be on improvements and
upgrades to equipment and software. In November
2012, the Board agreed a contract for ongoing services
with Atos, the new provider, which is expected to
deliver £1.5m of annualised savings, which leads to a
release of approximately £30m of reserves.
The Society has a continuing obligation to LBG to
fund the former Equitable Life staff pension scheme to
1 March 2016. At that time, the Society must make good
any deficit in the Scheme, and the accounts make due
allowance for this. As at 31 December 2012, provision
has been made on a best estimate basis for the Scheme
deficit of £63m (£100m at 31 December 2011). We are
required to show the change in pension provision as a
cost. Payments in respect of the deficit of £27m were
made during 2012, so the charge to the Profit and Loss
Account was a credit of £10m.
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Investment costs decreased by 9% during 2012 from
approximately £8m to £7m, primarily driven by the
reduction in property assets. Claims administration
costs were flat at £1m.
Overall, expenses fell from £89m in 2011 to £57m
in 2012.
The Society currently levies charges for expenses on
with-profits policies at the rate of 1% p.a., and a charge
of 1% of policy values was levied for 2012.

Protection of the fund and
policyholder behaviour
The Society aims for the amounts paid out to maturing
and exiting policyholders to be fair, while not
disadvantaging continuing policyholders. In particular,
exiting policyholders must not leave on terms that
would cause the future solvency of the Society to be
impaired or payout prospects to be reduced. If adverse
conditions arise, the Society will act to reduce payout
levels, such as in 2009 when policy values were reduced.
Where policyholders switch to a unit-linked fund or
surrender their with-profits policy before maturity, the
Society is not contractually required to pay out any
specific amount. In consequence, the Society levies a
financial adjustment of 5% of the policy value, and this
was the charge throughout 2012. These adjustments
can be varied at any time without advance notice, any
such change reflecting the then financial position of the
Society.
If the Society were to be forced to sell fixed-interest
securities before their relevant maturity dates in order
to make payments to surrendering policyholders, assets
and liabilities would cease to be matched. In such
circumstances, these policyholders would be expected
to bear the related costs incurred, by way of a higher
financial adjustment.
Allowance has been made in realistic liabilities for
future discretionary non-guaranteed bonuses. It
continues to be the Society’s intention that, in future,
bonuses will be in a non-guaranteed form. Allowance is
made for continuing contractual commitments, such as
the Guaranteed Investment Return (“GIR”) of 3.5% p.a.
that is applicable to many policies.

Arrangements with Lloyds
Banking Group
In 2001, a number of contractual arrangements were
made with various companies within what is now the
Lloyds Banking Group (“LBG”), to improve solvency
and safeguard policyholders. These arrangements are
monitored by the Board and are reviewed here.
In March 2001, the Society signed a contract with Halifax
Life (now part of LBG) to transfer the administrative
staff to the employ of that company. In 2011, the Board
agreed with LBG that the 400 administrative staff
serving policyholders should return to the Society. This
successful programme was swiftly followed in 2012 by
the signing of a contract to transfer the hosting of IT
services from LBG to a replacement third party, Atos,
as previously described.
In March 2001, the Society also entered into contractual
commitments, whereby the Society meets the major
part of the funding in respect of the pension schemes
for those staff who transferred to the employment of
LBG. In addition to financial impacts outlined above,
the arrangement exposes the Society to the various
risks associated with equities and other assets used
by the trustees to fund the pension scheme liabilities.
The Board has limited influence over the asset
management strategies. As a result, the Society has
to hold significant amounts of capital against these
risks. There exists a significant level of uncertainty in
connection with the commitments the Society has in
respect of the pension schemes. While provision has
been made on a best estimate basis as set out in Note
7c, there remains a possibility that it may be necessary
for a more conservative basis to be adopted in future in
calculating the Society’s obligations.
The contractual arrangements are due to expire in 2016
and, in advance of that date, the Board continues to
evaluate its options with the aim of reducing the amount
of capital required to be held against these risks.
Since March 2001, substantially all of the Society’s
unit-linked business has been reinsured through Halifax
Life; an arrangement that has effectively transferred
the risks and rewards to LBG. Premiums and deposits
received from policyholders in respect of reinsured
business are immediately forwarded to LBG, who
reimburse the Society for any claims and withdrawals
the Society has paid regarding those policies. Under
the terms of the reinsurance contracts with LBG, if the
Society were to become insolvent, LBG can then make
payments directly to policyholders.

However, the reinsurance does not remove the primary
liability of the Society to its policyholders, so technical
provisions are required, equal to the value of the assets
to which the contracts are linked. The impact is to
increase the size of the Balance Sheet by approximately
£1.9bn.
Under the proposed Solvency II regime, the Society will
be obliged to hold considerably more solvency capital
against the risk that Halifax Life becomes insolvent.
The Board continues to monitor closely the suitability
of the reinsurance contracts with LBG.

The Board’s conclusions on
going concern
The Board is responsible for making a formal
assessment as to whether the ‘going concern’ basis is
appropriate for preparing these financial statements.
The going concern basis presumes that the Society will
continue to be able to meet its guaranteed obligations
to policyholders and other creditors as they fall due.
To do this, the Society must not only have sufficient
assets to withstand the impact of events that might
reasonably be expected to occur, but must also hold
sufficient liquidity to meet the payments associated
with its business.
The financial position of the Society has been projected
under a range of economic scenarios, which take into
account consequential policyholder behaviour, in order
to assess how robust the Society remains in adverse
conditions. The projections make allowance for capital
distributions.
The Board has also considered both contingent liabilities
and uncertainties in its analysis of the Society’s financial
position, and considers that these have continued to
reduce in significance in recent years. Based on the
analysis, the Board is confident of its ability to manage
adverse scenarios that may arise, recognising in some
scenarios that reductions to policyholder payments
would be required.
The Board has assessed these uncertainties using the
latest available information and has concluded that it
is appropriate to prepare these financial statements on
a going concern basis.
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Board of Directors
Ian Brimecome (b) (c)
Chairman
Ian Brimecome was appointed
Chairman in September 2009.
He joined the Board in January
2007 and is Chairman of the
Nominations Committee. Ian is
Chairman of Axa UK plc, Kiln Group
Ltd, Delphi Financial Group and Tokio Marine North
America. He is also Executive Chairman International
of Tokio Marine Holdings, Deputy Chairman of Tokio
Marine Asia and a non-executive director of Tokio
Millennium Re UK Ltd. Ian is an outside Board Member
of Philadelphia Consolidated Holdings in the United
States. He has more than 30 years of experience of
the financial services industry in a wide variety of
roles and has advised on more than 100 merger and
acquisition transactions in the insurance and asset
management industries in more than 20 countries.

Simon Small
Finance Director
Simon Small joined the Society
as Finance Director in July 2012.
He is responsible for the Society’s
Finance, IT, Business Change and
Investment functions, as well as
taking a lead role in capital and
strategic planning. Simon, a qualified accountant,
had previously been working at Lloyds Banking Group
for over 20 years. Simon has particular expertise in
the financial and administrative aspects of operations
and IT. Over the last few years, he has been the
Finance Director to the team responsible for delivering
the synergy benefits in the merger of Lloyds TSB and
HBOS. Prior to that, he has led finance teams in a
number of Lloyds Banking Group businesses where
he has negotiated deals, restructured company
finances and delivered efficiency savings. Simon has
represented Lloyds on trade bodies and as a nonexecutive Director on a joint venture.
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Chris Wiscarson (c)
Chief Executive
Chris Wiscarson was appointed
Chief Executive in September
2009. He was previously at the
Lloyds Banking Group where he
held very senior roles on the
Group Executive Committee —
most recently Group Integration Director. He started
his career with Equitable Life, before moving to South
Africa in 1979 as General Manager of Southern Life. In
1986, he returned to England to take up the position
of Chief Executive of Save & Prosper Insurance. In
1990, he became European Director of the Lloyds
Abbey Life Group and, in 1991, took up the position
of Group Finance Director before becoming Chief
Executive of Lloyds TSB Life. At the beginning of 2000,
Chris took responsibility for the non-UK businesses in
the Lloyds TSB Group, participating in 30 countries.

Keith Nicholson (a) (b) (c)
Deputy Chairman
Senior Independent Director
Keith Nicholson joined the
Board in August 2009. He was
appointed Deputy Chairman on
1 July 2012 and chairs the Audit
and Risk Committee. Keith left
KPMG in 2009 after more than 30 years with the
firm. He has a wealth of experience with financial
services companies covering audit and advisory roles.
These included FTSE 100 companies in the UK and
non-UK multinationals. Keith is Chairman of Liberty
Syndicate Management Limited and Deputy Chairman
of Wesleyan Assurance Society. He is also a nonexecutive Director of Wesleyan Financial Services
Limited, Liberty Corporate Capital Limited and
Liberty Syndicate Services Limited. Keith has also
served on the Auditing Practices Board and on the
Insurance Subcommittee of the Institute of Chartered
Accountants in England and Wales.

Ian Reynolds (a) (c)
Ian Reynolds, a Chartered
Director and qualified actuary,
joined the Board in October 2006.
He is a non-executive Director of
Alternative Assets Opportunities.
He served ten years on the Council
of the Institute of Actuaries. Ian
has more than 40 years of experience in the insurance
industry. He held the roles of UK Divisional Director
and then General Manager Life at Commercial Union
plc and a variety of posts at Royal Insurance. He has
also worked as an insurance Special Advisor at the
Financial Services Authority.

Cathryn Riley (a) (b)
Cathryn Riley joined the Board
in August 2009. She chairs the
Remuneration Committee. She is
Group Chief Operations Officer at
Aviva plc after having served in a
number of executive roles within
the Aviva Group. In a wide-ranging
career covering human resources, customer services,
IT, operations and general management, Cathryn has
worked for British Coal, British Airways, Coopers &
Lybrand and BUPA before joining Aviva in 1996.

Key to membership of principal Board Committees
(a) – Audit and Risk
(b) – Remuneration
(c) – Nominations
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Directors’ report
Principal activities and business review

The principal activity of the Society during 2012 was
the transaction of life assurance, annuity and pension
business in the form of guaranteed, participating
and unit-linked contracts. The Society closed to new
business on 8 December 2000. The results of the Society
are presented in the Profit and Loss Account on page
27. The operations of the Society are described in the
Corporate review and Financial review on pages 2 to
4 and 5 to 9 respectively, which include a discussion
by reference to certain key performance indicators.
The Directors’ remuneration report and details of the
governance arrangements of the Society are given in
the Corporate governance statement on pages 14 to 24.

Valuation, bonus declaration and payout
enhancements

The sum of 12.5% of policy values at 31 December 2010,
earmarked to enhance payments for with-profits policies
that mature or are transferred as part of the process
of distributing solvency capital, has been maintained.
The level of enhancement has been reviewed on a
cautious basis to ensure that exiting policyholders do
not disadvantage those who remain. Payout levels are
kept under regular review.
Following the valuation at the end of 2012, and taking
into account the outlook for longer-term returns on
with-profits investments, the Board has confirmed that,
until further notice, policy values will increase at 2%
p.a. for UK with-profits pension policies (1.6% p.a. for
UK with-profits life assurance policies).

Directors

The Directors shown on pages 10 and 11 were Directors
throughout the year except: Simon Small was appointed
as a Director on 23 July 2012; David Adams was a
Director until 30 September 2012; and Mark Earls was
a Director throughout 2012 but resigned as a Director
with effect from 14 February 2013.
In accordance with guidance issued by the Association
of Financial Mutuals (“AFM”), all the Society’s Directors
will retire at the Annual General Meeting (“AGM”) and
offer themselves for re-election.

Directors’ indemnities

The Society maintains directors’ and officers’ liability
insurance, which gives appropriate cover for any legal
action brought against its Directors. The Society has
also provided an indemnity for each of its Directors,
which is a qualifying third party indemnity provision for
the purposes of section 234 of the Companies Act 2006.

Principal risks and uncertainties

The Society operates an enterprise-wide risk
management framework. Through this framework, the
Society seeks to identify, monitor, report on and manage
the various risks to which the Society is exposed. The
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main risk types relevant to the Society are strategic
risk, market risk, credit risk, liquidity risk, insurance
risk, operational risk, regulatory risk and pension risk.
These risks are described below and are covered in
more detail in Notes 12, 13, 14 and 15 to the financial
statements. Additionally, there exist some uncertainties
that, if they were to materialise, could adversely
impact on the financial position of the Society. These
are discussed in Note 20.
The Society’s risk governance processes are outlined in
the Corporate governance section on page 18.

Strategic risk

The Society faces a number of risks to the achievement
of its strategic objectives, particularly to the objective
of distributing solvency capital to policyholders while
continuing to meet regulatory solvency requirements.
While the new Financial Conduct Authority’s (“FCA”)
principal role in regard to the Society is to see that
customers are fairly treated, this will be subject to
the Prudential Regulation Authority’s (“PRA”) ability to
exercise its power of direction where it believes that
capital should be retained to protect policyholders in a
wide variety of economic scenarios.

Market risk

Market risk is the risk of adverse financial changes in
fair values or future cash flows of financial instruments
from fluctuations in interest rates, equity and property
prices, derivatives (which the Society invests in within
strict guidelines agreed by the Board of Directors) and
foreign currency exchange rates. Market risk arises
from the portfolio of investments held by the Society
which are subject to movements in market price.
A particular source of market risk for the Society is
in respect of Guaranteed Investment Returns (“GIR”)
on with–profits policies, which are typically 3.5% p.a.
When the market interest rates are below this level,
and policyholders defer their retirement, the cost of
providing these guarantees is correspondingly higher.
To mitigate this risk, the Society holds a series of
interest rate swaptions.
The mechanisms for managing the risks relating to
derivatives and other financial instruments are set out
in more detail in Note 14 to the financial statements.

Credit risk

Credit risk is the risk that a counterparty will fail to pay
amounts in full when due. The main credit risks faced
by the Society are:
•	The risk of default on its portfolio of fixed-interest
securities, especially corporate bonds; and
•	The risk of default by any of its reinsurers.

The Society seeks to limit exposure to credit risk
by setting robust selection criteria and exposure
limits covering factors such as counterparty financial
strength. The Society monitors against these limits so
that appropriate management actions can be taken to
pre-empt loss from default events.
The major reinsurance treaties are with companies in
the Lloyds Banking Group (“LBG”). Because reinsurance
does not remove the Society’s primary liability to its
policyholders, the credit rating of LBG and certain of
its group companies are monitored closely.

Liquidity risk

Liquidity risk is the risk of the Society failing to meet
short-term cash flow requirements, particularly those
in respect of claims. Over the longer term, the Society
monitors its forecast liquidity position by estimating
both the guaranteed and expected cash outflows from
its insurance and investment contracts and manages
any potential mismatch by purchasing assets with
similar durations to meet these obligations.

Insurance risk

Insurance risk refers to fluctuations in the actual timing,
frequency and severity of insured events relative to the
expectations of the Society at the time of underwriting.
The mortality of policyholders is one such example.
The Society is not taking on any new insurance risks,
and its strategy is to manage existing risks through, for
example, reinsurance.

Operational risk

Operational risk is the risk of loss resulting from
inadequate or failed internal processes, people and
systems, or from external events. The Society has
arrangements in place for identifying, monitoring and
managing its operational risks, including those related
to the provision of services by third parties.
The programme to transfer our IT systems from LBG
to Atos over the next twelve months represents a
significant operational risk to the Society. In response,
the Society has set up a joint programme with Atos to
ensure that the Society’s IT systems are transferred
efficiently and effectively and that associated risks are
well managed. The Society also has an undertaking from
LBG that they will continue to support the Society’s IT
systems through to April 2014, should this be necessary.

Regulatory risk

Regulatory risk is the risk to capital and reputation
associated with a failure to identify or comply with
regulatory requirements and expectations. The Society
has arrangements in place to identify new regulatory
developments, implement changes to meet these
requirements and monitor ongoing compliance.

As noted in the Financial review, the Society faces a
period of considerable regulatory change under the socalled ‘Twin Peaks’ regulatory regime, where it will be
regulated by both the PRA and the FCA. The Society
maintains an open and cooperative relationship with
its regulators, and will continue to focus on these
relationships as the new regime comes into force.

Pension risk

Pension risk is the financial risk that the Society faces in
its commitments to funding the staff pension scheme.
The amount of pension risk faced by the Society is
influenced by the equities and other assets used by the
trustees to fund pension scheme liabilities. The Society
has limited influence over these assets but monitors its
exposure regularly and takes action where possible to
reduce this risk.

Customer service

During 2012, the Society issued 190,000 Annual
Statements to inform policyholders of the progress of
their policies.
The Society’s customer services staff dealt with
146,000 telephone calls (2011: 165,000) and 239,000
letters (2011: 272,000).

Employees
Employees of the Society have been regularly informed
of, and consulted with, on matters of concern to
them. The Society is an equal opportunities employer:
all applications for employment, consideration for
continued employment, training opportunities, career
development and promotion are fully considered with
regard to an individual’s particular aptitudes and
abilities. As a mutual company, the Society has no
employee share scheme.

Auditors
PricewaterhouseCoopers LLP have expressed their
willingness to continue in office and a resolution will
be proposed at the AGM.

Signed on behalf of the Board

Ian Brimecome
Chairman
22 March 2013
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Corporate governance statement
1. Introduction
The Society continues to aim to meet the highest
standards in corporate governance and voluntarily
adopts the relevant provisions of the UK Corporate
Governance Code, the Annotated Code issued by the
Association of Financial Mutuals (“AFM”) and the UK
Stewardship Code. The Society is reporting against
these codes. The Board is responsible to the Society’s
policyholders for good corporate governance.
This report summarises the Society’s governance
arrangements.

2. Governance by Directors
The Board
The Board meets regularly to lead, control and monitor
the overall performance of the Society. The Board’s
principal functions are to determine the strategy and
policies of the Society, to set out guidelines within
which the business is managed and to review business
performance. The Board considers and decides on
all major matters of Society corporate strategy and
ensures that the strategy is consistent with its appetite
for risk. There is a formal schedule of matters reserved
for the Board’s decision. Senior management supply
the Board with appropriate and timely information
and are available to attend meetings and answer
questions. The Directors are free to seek any further
information they consider necessary and advice from
the Company Secretary or independent professional
advisers. Authority is delegated to the Chief Executive
for implementing strategy and managing the Society.
The roles of Chairman and Chief Executive are
separated and the Chairman has primary responsibility
for the effective functioning of the Board.

Directors
The Board had two executive Directors from January to
July 2012: the Chief Executive and the Chief Operating
Officer. Simon Small joined as Finance Director on 23
July 2012. The Chief Operating Officer, Mark Earls, was
a Director throughout 2012; he resigned as a Director
on 14 February 2013. Following the retirement of
David Adams on 30 September 2012, there are four
non-executive Directors on the Board. Their diverse
experience, skills and independent perspective provide
an effective review and challenge of the Society’s
activities. The Chairman and the Deputy Chairman are
elected by the Board. The current Board members are
described on pages 10 and 11. As mentioned in the
Corporate review, the Society intends to appoint a fifth
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non-executive Director in 2013.
The Board reviews the independence of the nonexecutive Directors and has concluded that all the nonexecutive Directors should continue to be considered
to be independent.
The Remuneration report on pages 20 to 24 explains
the basis of remuneration of the executive and nonexecutive Directors.

Performance evaluation
During 2012, the Board reviewed its own performance
and that of its Committees. With assistance from
the Nominations Committee, it also reviewed the
performance of individual Directors. The nonexecutive Directors met under the leadership of the
Senior Independent non-executive Director to review
the performance of the Chairman. In conducting
these reviews, the Board had regard to the guidance
on performance evaluation accompanying the UK
Corporate Governance Code. The Board recognised
that, in accordance with the Code, any term beyond
six years for a non-executive Director should be subject
to particularly rigorous review and should take into
account the need for progressive refreshing of the
Board.
The Board considers that it has the appropriate balance
of skills and experience to meet the requirements of
the Society’s business.
Guidance issued by the AFM indicates that Board
evaluation should be externally facilitated at least
every three years. The Board is investigating whether
such external facilitation can be provided effectively.

Appointments to the Board
Directors must retire and seek re-election at the
first Annual General Meeting (“AGM”) following
appointment. The Society’s Articles require one
third of the Directors who are subject to retirement
by rotation to retire at each AGM and also that all
Directors must submit themselves for re-election by
rotation at an AGM at least every three years. The AFM
Annotated Code provides that, for larger mutuals such
as the Society, all Directors should submit themselves
for annual re-election. The Board has decided that all
the Society’s Directors will retire and offer themselves
for re-election at the 2013 AGM (as was the case in
2011 and 2012).

All appointments are subject to annual review by the
Board, as advised by the Nominations Committee.
The Board’s policy on remuneration is set out in the
Remuneration report.

Board Committees
The Board formally delegates specific responsibilities
to three Board Committees, supported by senior
management, which are established by the Board. The
Terms of Reference of the Committees are available
on the Society’s website (www.equitable.co.uk) or on
request.

The Audit and Risk Committee
The Audit and Risk Committee comprises three nonexecutive Directors: Keith Nicholson (Chair), Ian
Reynolds and Cathryn Riley.
The Audit and Risk Committee meets at least five
times a year. Its duties include reviewing: the Society’s
compliance with the Guidance on Audit Committees
(accompanying the UK Corporate Governance Code)
on financial reporting; internal controls; the Society’s
risk appetite; identification and management of key
risks and risk management systems; the internal and
external audit processes; and procedures for handling
allegations from whistleblowers. The Committee
receives and reviews reports on these matters during
the year. The Committee assists the Board in fulfilling
its responsibilities in respect of the Annual and Interim
Financial Statements and Annual Regulatory Returns to
the Financial Services Authority (“FSA”) and reviews
these items before their submission to the Board. The
minutes of the Audit and Risk Committee meetings are
circulated to the Board.
The Committee has a meeting at least once a year
solely with the external and internal auditors. The
auditors attend key Committee meetings and have
direct access to the Chairman of the Committee.
The Committee keeps the relationship between the
Society and its auditors under review and considers
their independence, including the extent of their fees
from non-audit services. As part of the review, the
Audit and Risk Committee obtains confirmation from
PricewaterhouseCoopers LLP (“PwC”) that, in their
opinion, their independence as auditors has not been
compromised. The Committee approves the terms of
engagement and the remuneration to be paid to the
external auditors in respect of audit services provided.
Any non-audit services to be provided, where the fees
are expected to exceed a specified amount (currently

£100,000), require approval from the Audit and Risk
Committee.
The Audit and Risk Committee has primary responsibility
for making a recommendation to the Board on the
appointment, reappointment and removal of the
external auditors. In considering such matters, the
Committee takes into account a number of factors
including the firm’s independence and whether it would
be appropriate to invite tenders for the role of external
auditors.
PwC have acted as the Society’s external auditors
since 2001 and the Society has not made the role of
external auditor subject to formal tender process in
that time. In recommending the reappointment of PwC
as the Society’s external auditors and not making the
role subject to tender, the Committee has considered
the need for continuity of experience in the external
auditor, in particular in periods of significant challenge
and now in a period of major change following the move
to the Society of the administration of its business and
with the planned transfer of its IT systems to Atos.
There was a rotation of the Audit Partner at PwC in
2006 in line with recognised practice for external
auditors. The standard period for rotation of Audit
Partner for companies such as the Society is seven
years and rotation of the Audit Partner will be taking
place during 2013.
The UK Corporate Governance Code states that the
Board should satisfy itself that at least one member of
an Audit Committee has recent and relevant financial
experience. The Board takes the view that, rather
than an individual or individuals, the Audit and Risk
Committee as a whole should be considered and has
concluded that it does have the requisite skills and
experience.
The UK Corporate Governance Code states that no one
other than the Committee Chairman and members
should be entitled to be present at a meeting of an Audit
Committee, but others may attend at the invitation
of the Committee. The Audit and Risk Committee has
indicated that any Director may attend its meetings if
he or she wishes.

The Remuneration Committee
The Remuneration Committee comprises three
non-executive Directors: Cathryn Riley (Chair), Ian
Brimecome and Keith Nicholson.
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Corporate governance statement
continued

The Committee sets the terms of employment
and remuneration of all executive Directors.
Recommendations on the remuneration of the
Chairman are made to the Board by the Chairman of
the Remuneration Committee and the Chief Executive.
Recommendations in respect of the remuneration of
the other non-executive Directors are made to the
Board by the Chairman and the Chief Executive.
The UK Corporate Governance Code states that the
Remuneration Committee should have delegated
responsibility for setting the remuneration of the
Chairman. As stated above, this decision is taken by
the Board.
More information on the work of the Remuneration
Committee is given in the Remuneration report on
pages 20 to 24.

The Nominations Committee
The Nominations Committee comprises three nonexecutive Directors: Ian Brimecome (Chair), Keith
Nicholson and Ian Reynolds; and the Chief Executive,
Chris Wiscarson.

The Committee assists the Board in ensuring that the
composition of the Board is appropriate to govern
the Society effectively, that suitable candidates are
identified to fill vacancies or to add to the strength
of the Board, and that the Society, wherever possible,
meets the relevant principles and provisions of the UK
Corporate Governance Code and the Annotated Code.
The Committee also reviews, on an ongoing basis, the
appropriateness and suitability of each Director for
continuing membership of the Board. The Committee
makes recommendations to the Board regarding the
appointment of Directors.
The Board is committed to appropriate diversity,
including gender diversity, bearing in mind the needs
of the business.

Board and Committee meetings
Details of the number of meetings of the Board and
attendance by Directors are given in the following
table. Details of the number of meetings of Committees
of the Board and attendance by members of those
Committees are also shown in this table.

Board and Committee meetings
				
Audit and Risk Nominations Remuneration
			
Board
Committee
Committee
Committee
Number of meetings during 2012			

7

5

1

3

Attendance by Directors1				
Ian Brimecome			

7

-

1

3

Chris Wiscarson 			

7

-

1

-

David Adams 			 5

4

1

2

Mark Earls			

–

–

–

2

6

Keith Nicholson 			

7

5

–

1

Ian Reynolds 			

7

4

1

-

Cathryn Riley 			

7

3

-

3

Simon Small 			

3

–

–

–

3

4

5

Notes:
1
See pages 15 and 16 for details of Committee membership.
2
Retired as a Director with effect from 30 September 2012.
3
Appointed to the Remuneration Committee with effect from 1 October 2012.
4
Appointed to the Audit and Risk Committee with effect from 1 July 2012.
5
Appointed as a Director with effect from 23 July 2012.
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Taking advice
The Board and its Committees are able to take advice
from professional advisers, enabling them to manage
the risks and issues arising from the Society’s affairs.
Each Director has access to the Company Secretary.

Monthly management information in respect of
financial performance, fair treatment of policyholders,
complaints handling, risk management, compliance
and investment performance is prepared and reviewed
by senior management and the Executive Team.

Directors may also obtain independent professional
advice, at the Society’s expense, about any matter
concerning the Society relevant to their duties, subject
to defined procedures.

The Society prepares an annual business plan and
budget to assist in the monitoring of results, assets,
liabilities and investment performance. Actual
performance against these plans is actively monitored
and, where appropriate, corrective action is agreed
and implemented.

3. Management of the Society
The Executive Team meets weekly to manage business
activities. Papers are prepared and presented to the
Board and its Committees by the Executive Team.
The Head of Actuarial Function, Martin Sinkinson,
advises on the Society’s ability to meet obligations to
policyholders, and identifies and assesses the risks that
could have a material impact on this, and the capital
needed to support the business. He also advises the
Board on the methods and assumptions to be used for
the assessment of the value of the Society’s assets and
liabilities, and reports on the results. The With-profits
Actuary, Rob Merry, advises the Board on key aspects of
the discretion to be exercised in the treatment of withprofits policyholders, including advice on bonus rates.
The Society retains responsibility for investment
strategy and policy, instructing independent investment
managers and advisers to implement desired changes
to asset allocations within the portfolio. The Society’s
Asset and Liability Committee, taking advice from the
Head of Actuarial Function, liaises with the investment
advisers to oversee day-to-day investment matters.
During 2012 and the early part of 2013, the Chief
Operating Officer, Mark Earls, was responsible for
ensuring that the day-to-day needs of policyholders
were met through the Customer Services and other
Operational teams. He also oversaw the services
provided to the Society by LBG under the IT hosting
agreement. Since March 2013, following Mark
Earls’ resignation, these responsibilities have been
undertaken by the Head of Customer Service and the
Finance Director.
The Risk Director, Susan Puddephatt, is responsible for
providing the framework of risk policies, processes and
approaches to be followed by staff, and for reporting
to the Audit and Risk Committee and the Board on the
key risks facing the Society and how those risks are
controlled and managed.

4. Accountability and audit
The Directors are ultimately responsible for the
Society’s system of internal control and for reviewing
its effectiveness, including controls over outsourced
activities. This system is designed to manage rather
than eliminate the risk of failure to achieve business
objectives, and can only provide reasonable, not absolute,
assurance against material loss or misstatement. The
Directors actively seek to minimise the exposure to risks;
in doing so, they take into consideration the materiality
of the risks to be managed and the cost-effectiveness of
the relevant aspects of internal control in light of the
particular environment in which the Society operates.
The Society continues to use LBG for the provision of IT
services, and will do so until the transfer to Atos. The
Society liaises with LBG to review the appropriateness
of the internal control environment and to consider
specific needs or requirements of the Society, as it does
with other strategic providers of outsourced services.
The effectiveness of the Society’s system of internal
control, including financial, operational and compliance
controls and risk management, is reviewed by the
Audit and Risk Committee on behalf of the Board; the
Committee reports on the outcome of its reviews to
the Board. The principal components of the Society’s
system of internal control, together with developments
in 2012, are detailed below. The Society has adopted
the widely recognised ‘three lines of defence’ approach
to governance, under which primary responsibility for
day-to-day risk management and compliance rests with
business areas.
Oversight and challenge is provided by the Risk and
Compliance function as the second line of defence, and
assurance is provided by Internal Audit as the third line
of defence.
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Corporate governance statement
continued

Control environment
The Society is committed to the highest standards of
business ethics and conduct, and seeks to maintain
these standards across all of its operations. The
Society regularly reviews its governance arrangements,
confirming the governance structure for the business
and the guiding policies for the organisation.
An appropriate organisational structure for planning,
executing, controlling and monitoring business
operations is in place in order to achieve the Society’s
objectives. The structure is reviewed and updated on
a regular basis, taking into account the conflicting
priorities of the Society’s business, to ensure that it
provides clear responsibilities and control for key
areas. Separate functions have been established for
risk management and compliance, internal audit and
business change.

Risk management
The Audit and Risk Committee has delegated authority
from the Board for reviewing the Society’s internal
control and risk management systems, for reviewing
that the Society’s risk appetite is appropriate for its
needs and that key risks are identified and managed.
A Risk Oversight Committee, consisting of members of
the Executive Team and other members of the senior
management team, meets regularly, normally bi-monthly.
The Committee provides oversight over risk management
arrangements across the Society. The Committee reviews
and challenges the identification, assessment and
management of material risks and the adequacy of the
activities being undertaken to mitigate these risks.
The Risk and Compliance function, under the Risk
Director, is responsible for ensuring that there is a clear
risk management framework and methodology, which
includes:
•	A quarterly Risk and Control Self-Assessment process,
which requires senior management to attest to the
risks and associated controls in place within their
area of the business;
•	Developing and maintaining risk management
policies for all material risk categories, including
capital, credit, market, liquidity, insurance, pension,
operational, strategic, regulatory and reputational
risks. These policies are approved by the Board;
•	The agreement by the Board of risk appetite
statements which are closely linked to the
achievement of the Society’s strategic objectives,
and key risk indicators for monitoring against risk
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appetite. This is supported by sets of more detailed
appetite statements and indicators for each risk
category;
•	A consistent approach across the Society for risk
identification and risk assessment; and
•	Detailed monitoring, review and reporting on material
risks, including to the principal management risk
committees, i.e. the Risk Oversight Committee, the
Asset and Liability Committee and the Operations
Committee.
The framework described above is designed to meet
the requirements and standards set by the FSA, and
has been further developed to reflect practices and
standards described in the EU Solvency II Directive.
Although the implementation of the Directive has
been delayed, many of the requirements related to
governance and risk management are sensible and
support the good running of the business.
The Financial review discusses the significant risks
faced by the Society.

Monitoring and other assurance activities
The Risk and Compliance function reports the results
of the risk assessment, regulatory and compliance
monitoring and other significant changes to risks to the
principal risk committees, the Audit and Risk Committee
and the Board. Assurance is provided to the Audit and
Risk Committee and the Board on the effectiveness of
the key controls through:
•	Review and recommendation to the Audit and Risk
Committee of the Compliance Monitoring plan and
Internal Audit plan;
•	Regular reporting by Internal Audit on findings from
audits, and the management actions to address these
findings;
•	Annual review of effectiveness of key internal
controls by the Executive Team, the Risk Oversight
Committee and the Audit and Risk Committee;
•	
Reporting on the regulatory environment and
associated regulatory risks by the Society’s Risk
Director;
•	Reports received from the Society’s Risk and
Compliance functions on specific elements of risk
and their management; and
•	The work of other independent advisers commissioned
to report on specific aspects of internal control.

The Audit and Risk Committee monitors the status of
corrective actions to improve the effectiveness of the
system of internal control.

Internal audit
The Society has an internal audit capability to provide
assurance over the operation of the system of internal
control. Internal Audit provides the third line of
defence. The programme of internal audit reviews
is based on the Society’s risk profile, independently
assessed by Internal Audit and reviewed by the Audit
and Risk Committee. The delivery of the Internal
Audit plan and the activities to report and track audit
findings are reviewed by the principal risk committees
and are reported to, and reviewed by, the Audit and
Risk Committee.
The Society also receives reports from LBG, which
include material findings of internal audit reviews
LBG has conducted that are relevant to the activities
undertaken by LBG on behalf of the Society.
In 2010, the Society appointed KPMG to provide
internal audit services to the Society, reporting to the
Risk Director, who acts as the Head of Internal Audit.
These arrangements continued in place during 2012.
Following a review of assurance arrangements, a small
in-house Internal Audit team is being established; this
will report to the Risk Director and the Chairman of
the Audit and Risk Committee. KPMG will continue
to provide specialist internal audit support to the inhouse team.

5. Policyholder communications
The Board is committed to a policy of open, two-way
communications with policyholders.
In 2012, the Board commissioned extensive research
among members of the Society to better understand
their views on a range of issues. In the spring, a
series of face-to-face interviews was carried out with
individual policyholders and group pension schemes.
The objective was to test policyholders’ appetite for
a one-off increase in policy values, in exchange for a
release from the guarantees that exist on most policies.
While we could demonstrate that this would be
beneficial to the great majority of policyholders, the
certainty of the guarantee was seen by many of those
researched as too important to relinquish in the current
economic environment.

Written feedback was invited from those who attended
the AGM and, in September, further research was
undertaken among a larger group of policyholders.
A series of focus groups was subsequently held to
obtain a greater understanding of how policyholders
think and feel about the Society’s strategy. In terms
of the Society’s strategy of distributing capital to
policyholders, the majority of members continue to
support this.
As part of the Annual Statement of Benefits issued to
policyholders in March 2012, the Society confirmed that
it was maintaining the capital distribution programme
first announced in March 2011.
The Annual Report is mailed to all members each year,
and further information is available on the Society’s
website and on request for members without Internet
access.
At the AGM, members of the Board are available to
answer questions. Separate resolutions are proposed
on each issue so that they can be given proper
consideration. Resolutions are dealt with on a show
of hands unless a poll is called. The Society counts all
proxy votes and indicates the level of proxies lodged
on each resolution, after it has been dealt with on a
show of hands. The proxy form specifically provides
for members to be able to abstain on a resolution or
resolutions if they wish.
The Society has produced ‘A guide to how we manage
the with-profits fund’. This is a simpler, easier to follow
version of the Principles and Practices of Financial
Management (“PPFM”). In 2012, there were minor
changes to PPFM, and the latest version is available on
the Society’s website, together with information about
with-profits bonus rates.
Each year, reports are produced by the Board and by
the With-profits Actuary on how the with-profits fund
has been managed. In the interests of keeping costs
down, these documents are made available on the
Corporate Governance section of the Society’s website.
They are also available to members on request. If there
are material changes in these documents, the Society
draws them to the attention of policyholders.
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6. Going concern
As noted in Note 1 to the financial statements on page
30, the Directors consider the adoption of the going
concern basis to be appropriate in the preparation of
the financial statements. A detailed assessment of the
going concern basis is provided in the Financial review
on page 9.

7. Remuneration report
The Remuneration Committee is the Board Committee
with responsibility for recommending remuneration
policy to the Board, and reviews remuneration policy
once a year to ensure that it meets the requirements
of both the Society’s staff and policyholders. The
composition and responsibilities of the Committee are
set out on pages 15 and 16. The Committee, in line with
good governance, has undertaken a formal review of
its behaviours and processes, and has found them to be
appropriate and effective.

received survey information from Towers Watson
about remuneration in the UK insurance sector. The
Committee considers Towers Watson to be independent
of the Society.

Remuneration policy
The Society’s remuneration policy, set out below, is
subject to annual review. The policy firstly sets out
our approach to remuneration for all employees, and
this is followed by the policy for Executive Directors’
remuneration.
Overall, our approach is to reference the total
remuneration for roles within the Society to the
median payable in the sector, subject to an individual’s
experience and performance in the role. Strong
business and individual performance leads to higher
reward. The Towers Watson insurance survey is an
important reference source in understanding the levels
of remuneration in the sector.

The Committee is scrupulous in examining relevant
data and applying its judgement, seeking to ensure that
the Society pays the right amount in order to attract
and retain talented individuals while not overpaying.
All incentive and bonus schemes are established and
monitored by the Committee.

To meet the objectives of the business, our bonus and
incentive schemes are designed to provide a strong
alignment of interest between the individual and
policyholders through rewarding good corporate and
individual performance.

In particular, the Committee approves the remuneration
of Executive Directors, including incentives such as
bonuses. The Committee’s recommendations are made
on the basis of rewarding individuals for the scope
of their responsibilities and, most importantly, their
performance.

A discretionary annual bonus scheme is in place. Bonus
payments depend on the Society achieving target
performance levels. Individual performance at an
exceeded level leads to a higher level of bonus payment,
while individuals not achieving their objectives usually
results in no bonus being payable.

The Committee seeks to meet the standards set out
in the UK Corporate Governance Code and by the
Association of British Insurers; attention is also given
to the FSA’s Remuneration Code and other corporate
governance initiatives, albeit these are not binding on
the Society. The Committee has discussed the evolving
new reporting requirements and underpinning principles
in respect of remuneration to take effect later this
year. The Committee is satisfied that its approach fits
well with these principles and requirements, and is
committed to continuing to be open and transparent
about the Society’s remuneration arrangements in the
future.

Our roles are graded into a number of bands, with
minimum, median and maximum salaries published for
each grade band. Specialist staff in actuarial and IT
have their own salary scales.

Regard is paid to the need to retain good quality,
highly motivated staff, and the remuneration paid
by organisations similar to the Society is taken into
account. In this respect, during 2012, the Society
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2013 pay award
It is the Society’s practice to review basic salaries
towards the end of each financial year, taking into
account affordability, changes in pay in the insurance
sector and the external economic environment. In
2012, following such review, it was decided to make
an across-the-board increase to staff, including senior
management, of 2% of basic annual salary, to take
effect from January 2013 (2012: nil%).

Succession planning
The Society acts to ensure that successors are identified
and prepared for filling senior management positions in
case of planned or unplanned departure. In some cases,
this can be achieved by passing on responsibilities
to other senior managers, rather than making a
replacement appointment. The plans have proven to be
effective when addressing recent changes at Executive
level. The relatively small size of the Society means
that it is not always possible to fill senior positions
internally, and the Society maintains appropriate
links with external providers who are experienced at
identifying external candidates when the need arises.
Succession planning is reviewed twice a year by the
Remuneration Committee, and actions are undertaken
to ensure effective continuity of management within
the Society.

Redundancy policy
Service under the Society’s redundancy policy is
calculated based on the period during which an eligible
staff member has been continuously employed under
a relevant Contract of Employment with the Society,
including maternity leave and sickness absence. The
basic salary is used for calculating the redundancy
lump sum payment. The precise calculation of the
sum payable, while not markedly different, varies, as
employees are on differing terms and conditions. Where
an employee is redundant, eligibility for a payment
under the discretionary bonus scheme and under the
long-term incentive plan is determined in line with the
terms of those benefits. The Society ensures that any
payments reflect satisfactory or better performance by
the individual. No payment is made where performance
is deemed unsatisfactory by management. Executive
Directors are not eligible for a redundancy payment
under the policy.

Executive Director remuneration
Executive Director remuneration comprises: salary;
an annual performance bonus; participation in a longterm incentive plan; and payments in lieu of pension
contributions, together with other benefits.
Total remuneration for Executive Directors, as for other
employees of the Society, is referenced to the median
for the sector, subject to the individual’s experience
and performance in the role. Strong business and
individual performance leads to higher reward.

Our remuneration policy and practices promote
effective risk management. The target objectives of
Executive Directors clearly state the tolerated level of
risk, and support the prompt and effective mitigation
of risks arising beyond this tolerated level.
A variety of measures are in place in the Society to
avoid conflicts of interest, including declarations by
Directors and a requirement that individuals are not
present when discussion of their own remuneration
takes place.

Executive Director bonus entitlements
The Society operates an annual discretionary bonus
scheme for Executive Directors. At the start of each
year, performance objectives are set, covering: the
management of regulatory solvency measures to risk
appetite; the maintenance of effective service delivery
and of policyholder and other stakeholder relations;
the management of significant regulatory reviews; the
delivery of strategic projects and process improvement;
motivating our people; and in respect of expense and
asset management.
Objectives for C M Wiscarson and S A Small are
approved by the Remuneration Committee. Objectives
are cascaded throughout the Society to ensure that
everyone has objectives that are consistent with the
Society’s strategy and that support delivery of the
required performance. Objectives are determined so
that the interests of bonus scheme participants and of
policyholders are aligned, leading to the distribution of
capital to policyholders, subject to remaining within
our solvency risk appetite. In particular, there is a
strong focus on ensuring that Executives act in ways
that achieve business stability through, for example,
treating customers fairly and prudently managing risk.
Performance is monitored throughout the year, and a
formal assessment in respect of senior management is
presented to the Remuneration Committee at the half
year and year end. Where performance achieves the
required level, bonus of up to 75% of the maximum is
payable; where performance is assessed as exceeded,
bonus of up to the maximum is payable; and where
performance does not reach the required level, no
bonus is payable.
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The total emoluments of the Directors are as follows:
Executive Directors’ emoluments#
		
Performance		
Salary
Related Bonus Due
Benefits
Total
2012
2011
2012
2011
2012
2011
2012
2011
£
£
£
£
£
£
£
£
C M Wiscarson 450,000 450,000
–
–
81,136
83,788
531,136
533,788
M Earls1

230,000

230,000

86,250

86,250

29,158

26,075

345,408

342,325

99,808

–

98,438

–

11,812

–

210,058

–

Other3								

479,498

S A Small

2

Total for
executive
Directors

779,808 680,000

184,688

86,250

122,106

109,863

1,086,602 1,355,611

Notes:
1
Resigned as a Director with effect from 14 February 2013.
2
Appointed as a Director with effect from 23 July 2012.
3
T J Bateman resigned from Board 1 December 2011. Payments include salary, bonus, benefits and a severance payment.

From his date of joining on 2 September 2009, C M
Wiscarson’s annual rate of salary has been £450,000,
plus annual benefits of £70,000. These levels will
remain in place for 2013. Benefits in kind in 2012 were
£11,136 (2011: £13,788). He is eligible for an annual
discretionary bonus of up to 25% of his salary. Under
Mr Wiscarson’s leadership, the Society remains in good
shape, notwithstanding the challenging economic
environment, about which policyholders will be all too
aware. As these times continue to be far from normal, the
Remuneration Committee has agreed with Mr Wiscarson
that no bonus will be payable for 2012. The Committee
feels that this approach should apply uniquely to the
Chief Executive and that it remains appropriate to pay
bonuses to other executive Directors.
S A Small was appointed an executive Director on
23 July 2012 with an annual salary of £225,000, plus
annual benefits of £22,500, which will next be reviewed
in January 2014. Benefits in kind in 2012 were £1,831
(2011: £nil). He is eligible for an annual discretionary
bonus of up to 50% of his salary. Mr Small made a very
considerable contribution to the Society throughout
2012: particularly in the development of the Society’s
strategy and three-year plan; its approach to cost
management; and in setting appropriate measures and
standards for capital and for investment performance.
His performance is at the upper end of expectations
and, in recognition, the Remuneration Committee
agreed a bonus payable at £98,438, and this was paid
in January 2013.
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M Earls resigned as a Director on 14 February 2013. He made
a considerable contribution to the Society. In particular,
in 2012, Mr Earls led the organisational redesign reduction
in staff numbers, during which service standards and
high levels of employee engagement were maintained.
Mr Earls was eligible in 2012 for an annual discretionary
bonus of up to 50% of his salary and, in recognition of
his performance, the Remuneration Committee agreed a
bonus payable at £86,250, and this was paid in January
2013 (2011: £86,250). Mr Earls’ annual salary in 2012 was
£230,000 with annual benefits of £23,000. Benefits in
kind in 2012 were £6,158 (2011: £3,075). Mr Earls’ salary
will be paid until 6 May 2013, being the end of his notice
period. Mr Earls’ responsibilities have passed to the Chief
Executive and Finance Director, and his role as Chief
Operating Officer will not be replaced.
#

Audited by PricewaterhouseCoopers LLP.

Long-term incentive plan#
The Society has operated long-term incentive plans over
a number of years. Only one such plan is in operation
at any one time. No long-term incentive plan payments
were made in 2012.
As described in last year’s report, the Remuneration
Committee put in place a new long-term incentive
plan at the end of 2011. Membership of the plan is by
invitation of the Committee and is restricted to those
individuals who, by their roles, directly contribute to

recreating value for policyholders. Careful attention
was paid by the Committee to setting appropriate
business and individual performance criteria against
which performance under the plan will be assessed.
The principal performance criteria for this plan include:
the successful transfer of the Society’s IT systems to
a third party host organisation; continued effective
capital distribution to policyholders; and expense
reduction in line with long-term targets, together with
personal objectives including prompt identification
and mitigation of risks in the participant’s area of
responsibility.

Other than the long-term incentive plan, the Society
does not operate any other long-term benefits scheme.
#

Audited by PricewaterhouseCoopers LLP.

Benefits
Executive Directors’ benefits include payments in
lieu of pension contributions. C M Wiscarson and S A
Small have no accrued pension entitlements (2011:
no accrued entitlements). No benefits are paid to nonexecutive Directors.

These performance criteria are discrete from those
used in respect of determining payment of the annual
discretionary bonus. This ensures that recipients are
not rewarded under two different incentive schemes
for the same achievements. Any award under this
plan is not payable before June 2014. This includes an
initial award, if the performance conditions are met,
deferred by twelve months from June 2013. Having a
portion deferred is in line with good practice. Previous
incentive plans at the Society did not have an element
of deferral.

Service contracts
C M Wiscarson has a service contract with a twelvemonth notice period. S A Small has a service contract
with a six-month notice period. There is no notice
period in respect of non-executive Directors’ contracts.

The potential maximum award under the scheme for
S A Small is 150% of salary (£337,500). In assessing the
size of reward under the long-term incentive plan, the
Committee drew on external data about such schemes.

Non-executive Directors’ remuneration
Non-executive Directors’ remuneration comprises
a specified fee, which includes extra amounts for
specific additional responsibilities, as set out on pages
15 and 16.

Directors’ pension entitlement
The Society does not provide an occupational scheme
for Directors. Executive Directors are provided with a
specific allowance in lieu of direct contributions.

C M Wiscarson does not participate in the long-term
incentive plan.

Non-executive Directors#
2012
		£
I Brimecome, Chairman		

2011
£

125,000

125,000

D H Adams OBE (retired 30 September 2012)		

30,000

40,000

K Nicholson		

50,000

45,000

D I W Reynolds 		

42,500

40,000

C Riley		

42,500

40,000

Other non-executive Directors

		
165,000
165,000
Total for non-executive Directors		
#

290,000

290,000

Audited by PricewaterhouseCoopers LLP.
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The fees of the Chairman are periodically reviewed by
the Chair of the Remuneration Committee and the Chief
Executive. The Chairman’s fees were last set in 2009.
Following a full assessment, the Board has concluded
that the fees be increased to £140,000 p.a. with effect
from 1 July 2013.

Highest-paid Director#
The total emoluments of the highest-paid Director,
C M Wiscarson, were £531,136. In 2011, the total
emoluments of the highest-paid Director, T J Bateman,
were £569,498.
#

Audited by PricewaterhouseCoopers LLP.

8. Statement of compliance with the UK
Corporate Governance and Annotated Codes
The Board considers that the Society has applied the
relevant principles and has complied with all the
relevant provisions of the UK Corporate Governance
Code and the Annotated Code (and associated guidance)
throughout the year except for the matters explained
in this report and summarised below. The Board does
not regard the exceptions as a material departure
from the principles and provisions of the UK Corporate
Governance Code and the Annotated Code.
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Non-executive Directors are not appointed for a specific
term. However, each Director’s continued appointment
is subject to periodic review by the Board, assisted by
the Nominations Committee, at least annually.
Decisions regarding the remuneration of the Chairman
are taken by the Board, following recommendations
from the Chairman of the Remuneration Committee
and the Chief Executive.
The Board considers that, rather than an individual
or individuals needing to have recent and relevant
financial experience, the Audit and Risk Committee as
a whole should be considered as having the requisite
skills and experience.

Signed on behalf of the Board

Ian Brimecome
Chairman
22 March 2013

Directors’ responsibilities
in respect of the financial statements

Company law requires the Directors to prepare financial
statements for each financial year which give a true
and fair view of the state of affairs of the Society and
of the result of the Society for that period. In preparing
those financial statements, the Directors are required
to:
•	Select suitable accounting policies and then apply
them consistently;

Statement of disclosure of information
to auditors
As far as the Directors are aware, there is no relevant
audit information of which the Society’s auditors are
unaware. The Directors have taken all the steps that
they ought to have taken as Directors in order to make
themselves aware of any relevant audit information
and to establish that the Society’s auditors are aware
of that information.

•	Make judgements and estimates that are reasonable
and prudent;
•	State whether applicable accounting standards have
been followed, subject to any material departures
disclosed and explained in the financial statements;
and
•	Prepare the financial statements on the going
concern basis unless it is inappropriate to presume
that the Society will continue in business (see page 9
of the Financial review above).
The Directors have complied with the above
requirements. The Directors are responsible for
keeping proper accounting records, which disclose
with reasonable accuracy at any time the financial
position of the Society, and enable them to ensure
the financial statements comply with the Companies
Act 2006 as described above. They also have a general
responsibility for taking such steps as are reasonably
open to them to safeguard the assets of the Society and
to prevent and detect fraud and other irregularities.
The financial statements are published on the Society’s
website. The maintenance and integrity of this website
is the responsibility of the Directors. Legislation in the
UK governing the preparation and dissemination of
financial statements may differ from the legislation in
other jurisdictions.
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Independent Auditors’ report
to the members of The Equitable Life Assurance Society

We have audited the financial statements of The
Equitable Life Assurance Society for the year ended
31 December 2012 which comprise the Profit and Loss
Account, the Balance Sheet and the related notes. The
financial reporting framework that has been applied in
their preparation is applicable law and United Kingdom
Accounting Standards (United Kingdom Generally
Accepted Accounting Practice).

Respective responsibilities of directors
and auditors
As explained more fully in the Directors’ Responsibilities
Statement set out on page 25, the directors are
responsible for the preparation of the financial
statements and for being satisfied that they give a true
and fair view. Our responsibility is to audit and express
an opinion on the financial statements in accordance
with applicable law and International Standards on
Auditing (UK and Ireland). Those standards require us
to comply with the Auditing Practices Board’s Ethical
Standards for Auditors.
This report, including the opinions, has been prepared
for and only for the Society’s members as a body in
accordance with Chapter 3 of Part 16 of the Companies
Act 2006 and for no other purpose. We do not, in giving
these opinions, accept or assume responsibility for
any other purpose or to any other person to whom this
report is shown or into whose hands it may come save
where expressly agreed by our prior consent in writing.

Scope of the audit of the financial statements
An audit involves obtaining evidence about the amounts
and disclosures in the financial statements sufficient to
give reasonable assurance that the financial statements
are free from material misstatement, whether caused
by fraud or error. This includes an assessment of:
whether the accounting policies are appropriate to the
Society’s circumstances and have been consistently
applied and adequately disclosed; the reasonableness
of significant accounting estimates made by the
Directors; and the overall presentation of the financial
statements. In addition, we read all the financial and
non-financial information in the Annual Report and
Accounts to identify material inconsistencies with the
audited financial statements. If we become aware of
any apparent material misstatements or inconsistencies
we consider the implications for our report.
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Opinion on financial statements
In our opinion the financial statements:
•	give a true and fair view of the state of the Society’s
affairs as at 31 December 2012 and of its result for
the year then ended;
•	
have been properly prepared in accordance with
United Kingdom Generally Accepted Accounting
Practice; and
•	
have been prepared in accordance with the
requirements of the Companies Act 2006.

Opinion on other matter prescribed by the
Companies Act 2006
In our opinion the information given in the Directors’
report for the financial year for which the financial
statements are prepared is consistent with the financial
statements.

Matters on which we are required to report by
exception
We have nothing to report in respect of the following
matters where the Companies Act 2006 requires us to
report to you if, in our opinion:
•	adequate accounting records have not been kept,
or returns adequate for our audit have not been
received from branches not visited by us; or
•	the financial statements are not in agreement with
the accounting records and returns; or
certain disclosures of directors’
•	
specified by law are not made; or

remuneration

we have not received all the information and
•	
explanations we require for our audit.

Other matters
In accordance with our instructions from the Society we
review whether the Corporate governance statement
reflects the Society’s compliance with the eight
provisions of the Annotated UK Corporate Governance
Code specified by the Association of Financial Mutuals.
We have nothing to report in respect of this review.

Paul Clarke (Senior Statutory Auditor) for and on behalf of
PricewaterhouseCoopers LLP
Chartered Accountants and Statutory Auditors
London, United Kingdom
22 March 2013

Profit and loss account
for the year ended 31 December 2012

Technical account – long–term business
Notes
2012
		 £m
Earned premiums, net of reinsurance
Gross premiums written
3
Outward reinsurance premiums		

£m

46		
(14)		

2011
£m
£m
76
(16)

			
32		
60
Investment income
4a		
349		
263
Unrealised gains on investments
4a		
–		
333
Other technical income			
4		4
Total technical income			
385		660
Claims incurred, net of reinsurance
Claims paid – gross amount
5
Reinsurers’ share		

464		
(34)		

			
Change in provision for claims – gross amount
5		

473
(37)

430		
–		

			
430		
Changes in other technical provisions, net of reinsurance
Long–term business provision – gross amount
12d
(39)		
100
Reinsurers’ share
12d
(49)		
(15)

436
(1)
435

			
(88)		85
Technical provisions for linked liabilities – gross amount 12d
153		
(57)
Reinsurers’ share
12d
(179)		
105
			
Net operating expenses
Administration expenses non-reinsured policies
Administration expenses reinsured policies
Exceptional expenses former pension scheme
Exceptional expenses projects

6a
6a
6b
6b

(26)		48

32		
3		
(10)		
24		

			
Investment expenses including interest
4a		
Other technical charges			
Unrealised loss on investments
4a		
Taxation attributable to the long–term business
8		
			

33
2
24
21

49		

80

7		
8
1		1
9		
–
3		
3
69		

92

Total technical charges			
385		
660
Balance on the Technical Account			

–		–

The results for 2012 and 2011 are not consolidated as explained in Note 1a. All significant recognised gains and
losses are dealt with in the Profit and Loss Account. All amounts relate to continuing operations. The Notes on
pages 30 to 58 form an integral part of these financial statements.
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Balance sheet
as at 31 December 2012

Assets
Notes			 2012
				 £m
Investments
Land and buildings
Investments in Group undertakings
Shares and other variable yield securities
and units in unit trusts
Debt and other fixed-income securities
Deposits and other investments

2011
£m

9a			
9b			

114
21

174
27

9c			
9c			
9c			

129
5,384
311

158
5,235
454

				5,959

6,048

Assets held to cover linked liabilities
Reinsurers’ share of technical provisions
Long–term business provision
Technical provisions for linked liabilities

10			 262

288

12c			
12c			

428
1,936

379
1,845

				

2,364

2,224

4
5
15

4
1
13

24

18

9

9

73
2

82
1

				
75

83

Debtors
Debtors arising out of direct insurance operations
Debtors arising out of reinsurance operations
Other debtors

11			
11			
11			

				
Other assets
Cash at bank and in hand				
Prepayments and accrued income
Accrued interest and rent				
Other prepayments and accrued income				
Total assets				
The Notes on pages 30 to 58 form an integral part of these financial statements.
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8,693

8,670

Liabilities
Notes			
2012
				
£m

2011
£m

Technical provisions
12a
Long–term business technical provision – gross amount				

6,267

6,306

Technical provisions for linked liabilities

2,198

2,133

				 8,465

8,439

Provision for other risks and charges

12b			

15			

53

100

Creditors
Creditors arising out of direct insurance operations				
Amounts owed to credit institutions
16a			
Other creditors including taxation and social security
16b			

21
6
130

21
5
89

				

157

115

Accruals and deferred income				

18

16

			 8,693

8,670

Total liabilities

These financial statements were approved by the Board on 22 March 2013 and were signed on its behalf by:

Ian Brimecome			
Chris Wiscarson
Chairman			Chief Executive
Equitable Life Assurance Society registered company number 37038
The Notes on pages 30 to 58 form an integral part of these financial statements.
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Notes on the financial statements
1. Accounting policies
a. Basis of presentation
The financial statements have been prepared under the
provision of The Large and Medium-sized Companies
and Groups (Accounts and Reports) Regulations 2008
(“SI2008/410”) relating to insurance groups, section
405 of the Companies Act 2006 and in accordance with
applicable accounting standards and the Association of
British Insurers’ Statement of Recommended Practice
on Accounting for Insurance Business (‘’the ABI SORP’’)
issued by the Association of British Insurers dated
December 2005 and revised in December 2006, which,
inter alia, incorporates the requirements of ‘FRS 27
Life Assurance’. The true and fair override provisions of
the Companies Act 2006 have been invoked in respect
of the non-depreciation of investment properties as
explained in section h. The financial statements do not
include a cash flow statement under the exemption for
mutual life assurance companies within ‘FRS 1 Cash
flow statements’.
The Directors have considered the appropriateness of
the going concern basis used in the preparation of these
financial statements, having regard to the ability of the
Society to be able to meet its liabilities as and when
they fall due, and the adequacy of available assets to
meet liabilities. In the opinion of the Directors, the
going concern basis adopted in the preparation of these
financial statements continues to be appropriate. A
more detailed explanation is provided in the Financial
review on page 9.

Instruments: Recognition and Measurement’. Insurance
contracts are contracts that transfer significant insurance
risk such as non unit–linked non–profit contracts.
Investment contracts are those contracts where no
significant insurance risk is transferred. Investment
contracts that contain a discretionary participation
feature entitling the policyholder to receive additional
bonuses or benefits, such as with–profits contracts, are
classified as investment contracts with discretionary
participation feature. Those investment contracts that
do not have this feature are classified as investment
contracts without discretionary participation feature,
and are almost entirely unit-linked contracts.
Hybrid policies that include both discretionary
participation feature and unit–linked components have
been unbundled and the two components have been
accounted for separately.
Reinsurance contracts have been classified in the same
manner as direct contracts, with those reinsurance
contracts which do not transfer significant insurance
risk classified as financial assets.
A major treaty with LBG reinsures unit–linked and
non-profit business. Some of the reinsured policies
are classified as insurance and others as investment.
Rather than classifying the reinsurance treaty as a
whole, the underlying policies have been considered
and classified.

The Society has IT services provided by the Lloyds
Banking Group (“LBG”) and has funding commitments
in connection with former staff pension arrangements.
References to LBG in these accounts relate to various
LBG companies.

d. Insurance contracts and investment contracts
with discretionary participation feature
With-profits contracts are classified as contracts with
discretionary participation feature under FRS 26.

The aggregate size of the Society’s remaining subsidiary
companies is immaterial from the point of providing a
true and fair view of the affairs of the Group. Therefore,
these accounts represent the results and position of
the Society only.

Earned premiums
Premiums earned are accounted for on a cash basis, in
respect of single premium business and recurrent single
premium pension business, and on an accruals basis in
respect of all other business.

b. Change in accounting policies
The Directors have reviewed the accounting policies
and satisfied themselves as to their appropriateness.
There are no changes in accounting policy from the
prior year.
c. Contract classification
The Society has classified its Long Term Assurance
business in accordance with ‘FRS 26 Financial
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All pension policies contain an open market option
under which, in lieu of the benefits that must be
taken on retirement, the equivalent lump sum can be
transferred to another provider. All such lump sums,
arising from policies within the Society, are included
in ‘Claims paid’. Where such lump sums are used to
purchase annuities from the Society, these are included
in ‘Earned premiums’.

Claims
Death claims are recorded on the basis of notifications
received. Retirements at the option of policyholders
and surrenders are recorded when notified; contractual
retirements, maturities and annuity payments are
recorded when due. Claims on with-profits business
include bonuses payable, which in turn include capital
distribution amounts. Claims payable include interest
and direct costs of settlement.

Reinsurance contracts
Outward reinsurance premiums are recognised when
payable. Reinsurance recoveries are credited to match
the relevant gross claims.

Liabilities
Liabilities for insurance contracts and investment
contracts with discretionary participation feature are
measured as described in section k.

e. Investment contracts without discretionary
participation feature
Unit-linked and non-profit investment contracts
classified as investment without discretionary
participation feature are classified as financial
instruments under FRS 26 and so have been accounted
for using the principles of deposit accounting. Deposits
are not included in premiums in the Profit and Loss
Account, but are accounted for directly in the Balance
Sheet as an adjustment to technical provisions.
Fees receivable from investment contracts without
discretionary participation feature are reported in
‘Other technical income’.
Withdrawals notified have been accounted for directly
in the Balance Sheet as an adjustment to technical
provisions and not through the Profit and Loss Account
as claims.
Liabilities for contracts classified as investment without
discretionary participation feature are measured on
an amortised cost basis. The amortised cost of these
financial liabilities is equivalent to the amount payable
on demand without penalty.

f. Investment return
Investment return comprises all investment income,
realised gains and losses, and movements in unrealised
gains and losses, net of investment expenses, including
interest payable on financial liabilities.

Investment income, including interest income from
fixed–interest investments and rent, is accrued up to
the balance sheet date. Other income is recognised
when it becomes payable.
Property rental income arising under operating leases
is recognised in equal installments over the period of
the lease.
Realised gains and losses on investments are calculated
as the difference between net sales proceeds and the
original cost.
Unrealised gains and losses on investments represent
the difference between the valuation of investments at
the balance sheet date and their purchase price or, if
they have been previously valued, their valuation at the
last balance sheet date. The movement in unrealised
gains and losses recognised in the year also includes
the reversal of unrealised gains and losses recognised
in earlier accounting periods in respect of investment
disposals in the current period.

g. Valuation of investments
All financial assets are initially recognised at cost, being
the fair value at the date of acquisition. Subsequently,
all financial assets are valued at fair value through the
Profit and Loss Account. Where possible, fair value
is based on market observable data, which is used
to determine a bid market valuation. Where market
observable data is not available or is inadequate it
will be supplemented by broker or dealer quotations,
the market values of another instrument that is
substantially the same or other appropriate valuation
techniques.
A financial asset is recognised when the Society commits
to purchase the asset, and is derecognised when the
contractual right to receive cash flows expires or when
the asset is transferred.
Financial assets at fair value through the Profit and Loss
Account have two subcategories: financial assets held
for trading; and those that were designated at inception
as fair value through the Profit and Loss Account. As
required by FRS 26 derivative instruments have been
classified as held for trading. All other financial assets
have been classified as fair value through the Profit and
Loss Account. No material financial assets have been
classified as held to maturity, loans and receivables or
as available for sale under FRS 26 classification.
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1. Accounting policies (continued)
g. Valuation of investments (continued)
The Society’s derivatives are interest rate swaptions
and forward contracts. Hedge accounting has not been
used for these instruments. Collateral received to back
derivative positions is recognised on the Balance Sheet as
cash, with a corresponding liability in ‘Other creditors’.
Securities lent, where substantially all the risks and
rewards of ownership remain with the Society, are
retained on the Balance Sheet at their current value.
Collateral received in respect of securities lent is not
recorded on the Balance Sheet.

h. Property
Freehold and leasehold properties are valued individually
by the qualified surveyors Jones Lang LaSalle on the basis
of open market value as defined in the Royal Institution
of Chartered Surveyors (“RICS”) Valuation Standards,
less the estimated costs of disposal.
No depreciation is provided in respect of investment
properties. The Directors consider that this accounting
policy is appropriate for the financial statements to give
a true and fair view as required by ‘SSAP 19 Accounting
for Investment Properties’. Depreciation is only one
of the factors reflected in the annual valuations and
the amount which might otherwise have been shown
cannot be separately identified or quantified.

i. Investments in Group undertakings
Investments in Group undertakings are carried at net
asset value with changes in carrying value reported in
the Profit and Loss Account.

j. Impairment policy
The Society reviews the carrying value of its assets
(other than those held at fair value through the Profit
and Loss Account) at each balance sheet date. If the
carrying value of a financial asset is impaired, the
carrying value is reduced through a charge to the Profit
and Loss Account. Impairment is only recognised if the
loss event has an impact on the estimated future cash
flows of the financial asset or group of financial assets
that can be reliably estimated.

k. Technical provisions – long–term business
provision and provision for linked liabilities
The long–term business provision is determined for the
Society, following an investigation of the long–term
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funds, and is calculated in accordance with the rules
contained in the FSA Handbook of Rules and Guidance.
The investigation is carried out as at 31 December. For
the with–profits business of the Society, the liabilities
to policyholders are determined in accordance with
the FSA realistic capital regime and in accordance with
the requirements of FRS 27. These liabilities include
guaranteed bonuses and an estimate of non–guaranteed
benefits, including future discretionary increases to
policy values, and provision for any guaranteed values
which are in excess of policy values. With-profits policy
liabilities do not include an allowance for capital
distribution plans.
With-profits technical provisions include an amount
representing the excess of assets over other realistic
liabilities. This amount is referred to as Excess Realistic
Assets (“ERA”) in these financial statements and is a key
measure of the Society’s resources, representing the
amount available to meet any unforeseen liabilities and
liabilities in excess of those provided for at the balance
sheet date, and to enhance bonuses in the future.
The calculation of the long–term business provision
for all non–profit and index-linked annuity business is
calculated using the gross premium valuation method,
where the provision equals the discounted value of
benefits and expenses.
The Society’s investment contracts without discretionary
participation feature consist almost entirely of unit–
linked contracts. The liability in respect of unit–linked
contracts is equal to the value of assets to which the
contracts are linked, and is included in ‘Technical
provisions’ in the Balance Sheet.

l. Other financial liabilities
Borrowings are initially recognised at fair value and
subsequently stated at amortised cost, using the
effective interest method where appropriate.

m. Taxation
The charge for taxation in the Profit and Loss Account
is based on the method of assessing taxation for long–
term funds. Provision has been made for deferred tax
assets and liabilities using the liability method on all
material timing differences, including revaluation gains
and losses on investments recognised in the Profit and
Loss Account. Deferred tax is calculated at the rates at
which it is expected that the tax will arise and has not
been discounted, and is only recognised to the extent
that recovery is possible at a later date.

n. Foreign currency translation
Monetary assets and liabilities in foreign currencies
are expressed in pounds sterling at the exchange rates
ruling at the balance sheet date. Revenue transactions
have been translated at rates of exchange ruling at the
time of the transactions.

The reinsurance balance amounted to a credit to the
long-term business Technical Account at 31 December
2012 of £248m (2011: £69m debit). This credit is largely
driven by an increase in the reinsurer’s share of liabilities
for unit-linked policies and is offset by a corresponding
increase in the technical provisions for linked liabilities.

o. Segmental reporting
In the opinion of the Directors, the Society operates
in one business segment, being that of long–term
insurance business.

3. Earned premiums

2. Reinsurance
On 1 March 2001, the Society entered into reinsurance
contracts with HBOS (now part of LBG), in respect of
certain of its unit–linked and non–profit business. The
establishment of the reinsurance contracts effectively
transferred the risks and rewards in respect of the
reinsured business to LBG. However, the primary
obligation under the policies remains with the Society
and so the technical provisions on the balance sheet
include reinsured policies.
Premiums and deposits received from policyholders
in respect of reinsured business are immediately
forwarded to LBG. LBG reimburse the Society for
any claims and withdrawals the Society has paid to
policyholders in respect of reinsured business. Under
the terms of the reinsurance contracts with LBG, if the
Society were to become insolvent, or reasonably likely
to become insolvent in the opinion of the reinsurer’s
board, LBG can then make payments directly to
policyholders whose policies have been reinsured.
The reinsurance contracts create an asset on the
balance sheet of £2,364m, being the entitlement for
the Society to recover from LBG the claims paid under
reinsured business (see Note 12c). In the event of the
insolvency of the reinsurer, the Society would be liable
for any shortfall between the obligations under the
policies and the amounts recovered.

Premiums received in respect of investment contracts
without discretionary participation feature are not
included in the Technical Account or in the table
below, as stated in Note 1e. The total of these deposits
received in 2012 was £54m and they are linked pension
business (2011: £41m). New premium deposits were
£23m (2011: £9m).
Premium income included in the Technical Account is
analysed in the table below.

Analyses of gross premiums:
Individual premiums
Premiums under group contracts

Regular premiums
Single premiums

Premiums from non–profit contracts
Premiums from with–profits contracts
Premiums from linked contracts

Premiums from life business
Premiums from annuity business
Premiums from pension business

Premiums from UK business
Premiums from overseas business

2012
£m

2011
£m

43
3

74
2

46

76

29
17

34
42

46

76

21
22
3

42
28
6

46

76

15
1
30

17
1
58

46

76

44
2

74
2

46

76

The Society has several other outward reinsurance
contracts under which relatively small volumes of
business are reinsured.
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3. Earned premiums (continued)
Classification of new business
The Society closed to new business on 8 December 2000. However, the Society continues to recognise new business
premiums and deposits in a number of instances, including:
•	Department for Work and Pensions rebates are classified as new single premiums; and
•	Unless classified as investment without discretionary participation feature, funds at retirement under individual
pension contracts reinvested with the Society and transfers from group to individual contracts are classified as
new business single premiums and, for accounting purposes, are included in both claims incurred and as single
premiums within gross premiums written. Such amounts constitute the majority of premiums from non–profit
contracts. Where an amount of fund under a managed pension is applied to secure an immediate annuity, that
amount is included in both claims incurred and as a single premium within gross premiums written.
Of the £46m gross premiums reported in the Technical Account and analysed in the table above, £18m was new
premium income in the year (2011: £43m). The new premium income related to single premium pension business
and was split £7m non-profit, £10m with-profits and £1m linked (2011: £23m non-profit, £16m with-profits, £4m
linked). Annual equivalent premiums in respect of new business received during the year were £2m (2011: £5m).
New premiums in respect of reinsured business during the year were £1m (2011: £4m).

4. Total investment return

a. Total investment return
Investment income comprises income from:
Land and buildings
Other investments
Net gains on realisation of investments
Investment income and net realised gains at fair value
through the Profit and Loss Account

2012
£m

2011
£m

7
226
116

13
228
22

349

263

Investment expenses including interest comprise:
Investment management expenses

(7)

Unrealised gains/(losses) on investments

(9)

Investment return for the year

333

(8)
333
588

The unrealised loss in 2012 includes a loss arising from the reversal of previously booked gains on assets disposed
of during the year, and a gain in the year in the value of corporate bond holdings. The unrealised gain in 2011 is
largely driven by lower nominal and real yields in the year.
The investment return of £333m corresponds to a gross return on the assets of 5.6% (2011: 9.6%).
Included within the table above is £11m net gain (2011: £48m net gain) in respect of derivative investments
(US dollar to sterling forward exchange contracts and interest rate swaptions), designated as held for trading.
b. Interest income and expense not included in the investment return
Contracts classified as investment with discretionary participation feature are measured at amortised cost. The
interest income and expense in respect of such contracts is included within the Technical Account under the
heading ‘Change in long–term business provision’.
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5. Claims incurred
				2012
				£m
Claims paid – gross amount				
464
Change in provision for outstanding claims – gross amount				
Gross claims 				

464

Investment contract claims which are deposit accounted for and so not			
142
included in the Technical Account					

2011
£m
473
(1)
472
155

Claims paid are net of claims handling expenses of £1m (2011:£1m).
Included in the above payments are capital distribution amounts and attributable final and interim bonuses for the
Society of £37m (2011: £33m).

6. Net operating expenses
				2012
				£m
a. Non-exceptional
Administration expenses non-reinsured policies 				
Administration expenses reinsured policies 				

2011
£m

32
3

33
2

35
Administration expenses				

35

From 6 June 2011, the administration expenses include the costs of administering reinsured policies. An amount to
recompense the Society for the administration costs of reinsured policies is recovered from LBG and is recognised
in ‘Other technical income’.

b. Exceptional
The Society incurred the following exceptional expenses during the year:
				2012
				£m

2011
£m

Costs of former pension scheme 				
(10)
Costs of strategic initiatives and other projects				
23
Redundancies				1

24
21
-

				
14

45

Exceptional expenses represent expenses associated with the Society’s strategic initiatives and are not associated
with the administration of policies. The change in the ‘Costs of former pension scheme’ is explained in the
Financial review on page 9 and in Note 7c below. Costs of strategic initiatives and other projects included the costs
associated with the transfer of IT services to our new IT provider Atos, projects to deliver regulatory changes and
activity relating to future strategic initiatives.
c. Services from auditors
PricewaterhouseCoopers LLP (“PwC”) is one of a number of professional firms that undertake advisory work for
the Society. Where PwC has been engaged to perform such non–audit work, in circumstances where it is to the
Society’s advantage that it does so, the Society’s regular commitments procedures are followed, and the Audit and
Risk Committee reviews them to ensure that auditor independence is preserved.
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6. Net operating expenses (continued)
c. Services from auditors (continued)
During the year, the Society received the following services from the Society’s auditor:
2012
£m

2011
£m

Fees payable for the audit of the Society accounts

0.4

0.5

Fees payable to the Society’s auditor for other services:
Audit of regulatory return
All other services

0.2
0.1

0.2
0.1

0.7

0.8

Non-audit fees in 2012 of £0.1m primarily relate to work performed by PwC on the interim review.

7. Directors and employees
				2012
				£m

2011
£m

a. Staff costs
Wages and salaries				
15
Social security costs				
2
Pension costs				1

9
1
1

				
18

11

The monthly average number of employees employed by the Society during the year, including executive Directors,
required to be disclosed in accordance with the Companies Act 2006, was 396 compared to a 2011 closing position
of 403*. Staff numbers have reduced during 2012 (closing number: 373) due to efficiencies made in the year.
* Employee numbers increased in 2011 due to the transfer of administration from LBG, which saw 346 employees
transfer in June 2011 and a further transfer of 45 employees in November 2011 (overall 2011 average: 194), and
hence annual staff costs were higher in 2012 than in 2011.
In addition to employees, the Society engages the services of a number of contractors. Total staff numbers at the
end of 2012 were 416 (2011: 484).
Throughout the year, a group personal pension plan has been made available to all employees. Pension costs
represent the employer contribution to this plan and are based on a percentage of salary.
b. Emoluments of Directors
Full details of Directors’ emoluments, pensions and interests, as required by the Companies Act 2006, are included
in the Remuneration report on pages 20 to 24.
c. Former staff pension arrangements
The Society entered into an agreement with HBOS (now part of LBG) in March 2001, when it sold its administrative
and sales operations. As a result of contractual commitments arising from that agreement, the Society meets the
major part of the funding in respect of the pension schemes for those staff that transferred to the employment of
LBG as a result of the sale transaction.
The Society’s contractual commitments arising from the 2001 agreement terminate in 2016. As a participating
employer, the Society may have obligations beyond 2016. Pensions legislation could give rise to additional
commitments should the Society cease to be a participating employer in the scheme. There is a significant level of
uncertainty associated with the ultimate cost of these commitments, as described in Note 20.
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The table below details the Balance Sheet positions in relation to pension schemes with LBG.
Balance Sheet positions associated with staff pension schemes
				2012
			
Note
£m

2011
£m

Provision for other risks and charges
Pension commitments for former staff			

15

53

100

Other creditors including taxation and social security
Defined benefit pension scheme			

16

10

–

				 63
Technical provisions - other long-term liabilities: exceptional expense provision
Provision for future service cost			
12e
10
Provision for future administration cost			
12e
7

100

Total of Balance Sheet positions				

119

80

16
3

The provision for the pension commitments to former staff represents the Society’s current best estimate of the
amount required to settle its commitment in respect of past service. The best estimate is based on the triennial
actuarial valuation performed as at 31 December 2010, as modified for changes in scheme membership, invested
assets and other economic factors, so as to reflect the position at the current balance sheet date.
The following table shows an analysis of the movement in the provision in the year.
Change in provision for staff pension schemes in the year
				2012
				£m
Opening provision				
Contributions paid in respect of past service				
Amount recognised in creditors				
Changes recognised in the Technical Account (see Note 6b)				

100
(27)
(10)
(10)

Closing provision				

53

2011
£m
83
(7)
–
24
100

The largest sources of potential future variability in the scheme liabilities are changes in index-linked yields and
the cost of index-linked annuities. The Society has purchased a portfolio of index-linked gilts to partially mitigate
the future impact of these potential changes. These assets are reported within ‘Debt and other fixed-income
securities’ in the Balance Sheet. The Society monitors all sources of variability in the provision and considers
options to mitigate their impact.

8. Taxation
				2012
				£m
Taxation charged to the Technical Account
UK corporation tax
   Current tax on income for the period				
   Adjustments in respect of previous years 				

2011
£m

3
–

3
–

Total charge				3

3
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8. Taxation (continued)
The UK corporation tax charge is provided at 20% (2011: 20%), computed in accordance with the rules applicable
to life assurance companies, whereby no tax is charged on pension business profits.

9. Non–linked investments
		
Current Value		
		 2012
2011
		 £m
£m
a. Land and buildings
Leasehold 		
Freehold 		

77
37

115
59

Cost
2012
£m

2011
£m

67
59

110
64

		
114
174
126
174
The Society invests indirectly in property through specialised unit trusts, which are classified as ‘Other financial
investments’ (see Note 9c). Total property–related investments at 31 December 2012 are £131m (2011: £198m).
		
Current Value		
		 2012
2011
		 £m
£m

Cost
2012
£m

2011
£m

b. Investments in Group undertakings
Shares		
21
27
21
24
Basinghall Street Real Estate Inc. (“BSRE”), a wholly-owned subsidiary of the Society, was liquidated on 21 December
2012. The proceeds of £6m are held in ‘Other debtors’ on the Balance Sheet prior to transfer to the Society.
The Society holds a majority investment in Equitable Private Equity Holdings Limited (“EPEHL”), a Guernsey
registered company with a value as at 31 December 2012 of £21m (2011: £21m). EPEHL’s investment is Knightsbridge
Integrated Holdings V L.P., which invests in equity and venture capital projects. EPEHL made a loss in 2012 of £26k
($43k) (2011: £29k ($45k)) and its total net asset value is £21m ($35m) (2011: £21m ($34m)).
Current Value
		 2012
2011
		 £m
£m

Cost
2012
£m

2011
£m

c. Other financial investments held at fair value through the Profit and Loss Account
Shares and other variable yield securities and units in unit trusts
40
78
Shares and units in unit trusts1		
Other variable income securities2		
89
80

109
24

158
24

		
129
158
133
182
Debt and other fixed–income securities3		
5,384
5,235
5,058
4,911
Deposits and other investments		
311
454
311
454
		
5,824
5,847
5,502
5,547
Notes:
1
Includes listed investments of £nilm (2011: £nilm) for the Society at fair value.
2
Comprise derivatives including US dollar to sterling forward exchange contracts and interest rate swaptions.

The interest rate swaption is valued on a mark-to-model basis. Both categories are classified as held for trading.
3
Includes listed investments of £5,380m (2011: £5,120m) for the Society at fair value.
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During the year, the Society has undertaken stock lending but this is not reflected on the Balance Sheet as
the beneficial ownership of assets lent remains with the Society. Stock lending is undertaken to support market
liquidity. At the balance sheet date, investments of £521m (2011: £780m) were lent in the normal course
of business to authorised money brokers on a secured basis, and investments of £537m (2011: £817m) were
received as collateral from brokers. Income earned on stock lending during the year, net of fees paid, was £0.3m
(2011: £0.3m).
Collateral is government obligations issued or guaranteed by states which are full members of the Organisation
for Economic Cooperation and Development (“OECD”) and is not less than 102% of the market value of borrowed
fixed-income securities.
The Society closely monitors the valuation of assets in markets that have become less liquid. Determining whether
a market is active requires the exercise of judgement and is determined based upon the facts and circumstances of
the market for the instrument being measured. Where it is determined that there is no active market, fair value is
established using a valuation technique. Such valuation techniques use market observable data wherever possible,
including prices obtained via pricing services, dealer quoted prices, or models such as net asset value.
For fixed-income securities for which there is no active market, the fair value is based on prices obtained from
pricing services or dealer price quotations. Where possible, the Society seeks at least two quotations for each
bond and considers whether these are representative of fair value. Where this information is not available, the
fair value has been estimated using quoted market prices for securities with similar credit, maturity and yield
characteristics.
d. Fair value hierarchies
(i) In accordance with FRS 29, investments carried at fair value have been categorised into a fair value hierarchy:
Assets valued at quoted market prices from active markets (“Level 1”)
Inputs to Level 1 fair values are quoted prices (unadjusted) in active markets for identical assets.
Prices substantially based on market observable inputs (“Level 2”)
Inputs to Level 2 fair values are inputs other than quoted prices included within Level 1 that are observable for the
asset either directly or indirectly. Level 2 inputs include the following:
• Quoted prices for similar (i.e. not identical) assets in active markets; and
•	Quoted prices for identical or similar assets in markets that are not active, the prices are not current, or price
quotations vary substantially either over time or among market makers, or in which little information is released
publicly.
Prices based on unobservable inputs where observable inputs are not available (“Level 3”)
Inputs to Level 3 fair values are unobservable inputs for the asset, for example, assets valued by a model or
securities for which no recent market price observable price is available.
The Society holds interest rate swaptions, which are valued based on an industry recognised model, which is
calibrated to market observable data where possible. Significant inputs to this model include interest rate curves
and interest rate volatility. The sensitivity of the model to changes in assumptions has been assessed and indicates
that changing one or more of the assumptions to reasonably possible alternative assumptions would not significantly
change the fair value of financial assets.
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9. Non-linked investments (continued)
d. Fair value hierarchies (continued)
(ii) Analysis of investments according to fair value hierarchy:
31 December 2012
Level 1
Level 2
Level 3 Total Fair
Other
Balance
				
Value
Assets
Sheet
						
Total
Asset category
£m
£m
£m
£m
£m
£m
Land and buildings
–
Investments in Group undertakings
–
Shares and units in unit trusts
–
Other variable income securities
–
Debt securities and other fixed-income securities 3,512
Deposits and other investments
20

–
–
–
1
1,639
290

–
21
40
88
233
1

–
21
40
89
5,384
311

114
–
–
–
–
–

114
21
40
89
5,384
311

Total non-linked invested assets

3,532

1,930

383

5,845

114

5,959

180

–

82

262

–

262

3,712

1,930

465

6,107

114

6,221

Assets held to cover linked liabilities
Total invested assets

(iii) The change in the distribution of assets between Level 1 and Level 2 during the year reflects purchases and
disposals of assets. There have been no significant transfers between Level 1 and Level 2 during the year.
(iv) Level 3 reconciliation:
						
Total
						
£m
Balance at 1 January 2012						
Total net gains or (losses) recognised in the Profit and Loss Account				
Purchases						
Sales						
Transfers into Level 3						
Transfers out of Level 3						

625
1
17
(129)
36
(85)

Balance at 31 December 2012						

465

The total net gains shown above are included within ‘Unrealised losses on investments’ within the Profit and Loss
Account, of which £6m loss relates to assets which were still held at the end of the period.
Seven stocks, of total value £36m, were transferred into Level 3 during the period as their valuation was based on
inputs that are no longer market observable for those assets.
Eight stocks, of total value £85m, were transferred from Level 3 to Level 2 during the period as market observable
inputs for these assets became available.

10. Assets held to cover linked liabilities
					
2012
					
£m

2011
£m

Current value of linked assets held at fair value
through the Profit and Loss Account					
262

288

The cost of assets held to cover linked liabilities is £207m (2011: £215m) for the Society.
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11. Debtors
					
2012
					
£m

2011
£m

Debtors arising out of direct insurance
Amounts owed by policyholders					
4
Debtors arising out of reinsurance					
5
Other debtors
Deferred tax asset					–
Debtors other than Group and related companies					
15

1
12

					
24

18

4
1

The carrying values of these items equate closely to fair values and are expected to be realised within a year of
the balance sheet date.

12. Technical provisions
a. Gross long–term business technical provisions
					
2012
With-profits technical provisions					
£m
With–profits insurance technical provisions
Policy values					
Cost of guarantees					
Future charges					
Impact of early surrenders					
Other long–term liabilities					

209
77
(30)
–
74

2011
£m
235
79
(30)
(1)
64

					
330
With–profits investment technical provisions
Policy values					
3,161
Cost of guarantees					
1,103
Future charges					
(258)
Impact of early surrenders					
(13)
Other long–term liabilities					
278
					
4,271
Excess Realistic Assets					
588

3,374
1,051
(258)
(14)
296
4,449
521

					

5,189

5,317

Non-profit technical provisions
Non–profit insurance technical provisions					
Non-profit investment technical provisions					

1,071
7

978
11

				
1,078

989

Total long–term business technical provisions 				

6,267

347

6,306
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12. Technical provisions (continued)
b. Gross linked liabilities
					
2012
				£m

2011
£m

Index–linked annuities					
Other linked insurance liabilities					
Other linked investment liabilities					

273
137
1,788

299
130
1,704

Total linked liabilities					

2,198

2,133

c. Reinsurers’ share of technical provisions: insurance and investment contracts
					
2012
				£m

2011
£m

Non–profit insurance technical provisions					
Non–profit investment technical provisions					

421
7

368
11

					
428

379

Index–linked annuities					
Other linked insurance liabilities					
Other linked investment liabilities					

11
137
1,788

11
130
1,704

					
1,936

1,845

Total reinsurers’ share					

2,224

2,364

d. Movement in technical provisions
Gross technical provisions	Reinsurers’ share of
		
technical provisions
Note Non-Linked
Linked
Non-Linked
Linked
		£m
£m
£m
£m
At 1 January 			
Change arising from new deposits1		
3
Change arising from withdrawals1		
5
Other changes; reported in Technical Account		

6,306
–
–
(39)

2,133
54
(142)
153

379
–
–
49

1,845
54
(142)
179

At 31 December			

6,267

2,198

428

1,936

Note:
1
Premiums and claims in respect of investment contracts without discretionary participation feature are not included in the
Technical Account, but are reported as deposits to and withdrawals from technical provisions.

e. With–profits technical provisions
The long–term business provisions for the Society’s with–profits business have been calculated in accordance with
the FSA realistic capital regime. The principal assumptions used to calculate these provisions and the comparatives
are described below.
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The calculation of realistic liabilities for the Society includes an estimate of any future non–guaranteed bonuses
that may be payable. The realistic liabilities do not include an allowance for capital distribution plans. The value
of the liabilities is made up of the following components:
•	Policy values: for Recurrent Single Premium (“RSP”) policies, the policy value represents a smoothed investment
return (net of charges for expense, taxation, the cost of guarantees and other factors) applied to premiums
paid. Other types of with-profits policies are valued to achieve an equivalent result;
•	Cost of guarantees: the cost of meeting contractual guarantees in excess of the policy values. Further information
is provided in section (ii) below;
•	Future charges: the margin assumed to be retained each year from the return earned on with-profits assets,
before making future increases to policy values. A charge of 1% p.a. (2011: 1% p.a.) is assumed to be retained
to provide capital to meet the expected cost of guarantees (the additional cost where a policy’s guaranteed
benefits exceed its policy value, now or in the future);
•	Impact of early surrender: the value of the financial adjustment assumed to be deducted from future noncontractual surrenders. The deduction is assumed to be 5% of policy values (2011: 5%) and depends on the
assumed level of surrenders prior to contractual termination; and
•	Other long–term liabilities: include miscellaneous provisions, less a deduction for the present value of future
profits from non–profit business. Further information is provided in section (iii) below.
Factors such as economic assumptions, policyholder retirement dates, surrenders and mortality experience affect
a number of the above components, and further information is provided in section (i) below.
(i) Factors affecting a number of components of with-profits technical provisions
Economic assumptions
In order to produce valuations of the cost of guarantees, future charges and the impact of early surrenders, an
economic model is required to generate projections of policy values in many different economic scenarios. The
valuation involves constructing 5,000 scenarios, aggregating the results under each scenario and then calculating
the average liability. In each scenario, policy values are assumed to change in line with the projected return on
with-profits assets net of charges.
The economic model used by the Society in the valuation was supplied by Barrie & Hibbert. The model used is
market consistent and has been calibrated to the gilt yield curve at the valuation date, and this determines the
risk-free rates used in the projections. The effect of the change in yield curve from 2011 to 2012 was to decrease
the ERA by £29m (2011: decrease £63m). Assumptions are also required for the volatility of the asset values for
different asset categories. Bond volatilities vary by term and duration and are calibrated to those implied by swap
option volatilities obtained from market sources. For equity values, the model produces a 10 year volatility of 26%
(2011: 27%). For property values, the model uses an assumed volatility of 15% (2011: 15%).

Retirements
For the majority of RSP contracts, benefits can be taken on contractual terms at a range of ages. For example,
benefits from Retirement Annuity policies can be taken at any age from age 60, whereas benefits from Group
Pension policies are expected to be taken at each scheme’s normal retirement age. This date is referred to as the
Earliest Contractual Date (“ECD”). A proportion of policyholders take their benefits before and a proportion after
the earliest expected retirement date.
An investigation of the actual retirement ages for the Society’s with–profits policyholders, analysed by type of
contract, has been carried out, based on experience during 2011 and 2012. The results of that investigation have
been used to set the assumed retirement ages for the valuation.
The retirement assumptions vary between different product types. The ranges of retirement dates assumed vary
between policyholders being assumed to retire at ECD (2011: 1 year earlier than ECD) and up to 13 years (2011:
12 years) later than ECD.
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12. Technical provisions (continued)
e. With–profits technical provisions (continued)
(i) Factors affecting a number of components of with-profits technical provisions (continued)
Retirements (continued)
A sensitivity analysis has been carried out to illustrate the potential impact on ERA, at 31 December 2012, of GIR
on RSP business under certain scenarios modelled on a stochastic basis, where the results are aggregated and the
average liability is calculated. If interest rates remain below a given level, it is possible that policyholders with
policies that have a guaranteed return (usually 3.5% p.a.) and variable retirement dates may choose to defer
retirement beyond the dates assumed in the valuation. If it is assumed that policyholders defer their retirement if
interest rates remain below 2.5% but by no more than five years, the ERA will be reduced by £160m (2011: £160m).
The potential impact of this and alternative scenarios are shown in the table below.
				2012
			£m
Policyholder deferral assumptions
Interest rates below 2.5% but for no
Interest rates below 3.5% but for no
Interest rates below 2.5% but for no
Interest rates below 3.5% but for no

more
more
more
more

than
than
than
than

five years				
five years				
ten years				
ten years				

160
190
240
300

2011
£m
160
190
245
310

The Society holds a series of receiver swaptions with a range of terms. The purpose of these swaptions is to provide
additional capital when interest rates on similar fixed-interest securities fall. These swaptions are designed to
partially mitigate any increase in liabilities for RSP policies with a non–zero GIR, if policyholders defer their
retirement plans beyond the dates assumed in the valuation. A fall in interest rates of 1% at all terms would
increase the value of the swaptions by £57m (2011: £54m) and a similar increase would decrease the value by
£37m (2011: £34m).

Surrenders
An investigation of the actual surrender rates for the Society’s with–profits business, analysed by type of contract,
has been carried out based on experience during 2011 and 2012. The results of that investigation have been used
to set the assumed surrender rates for the valuation.
Non–contractual surrender rates are assumed to fall steadily over the next few years to a long–term rate of 1.5%
p.a. (2011: 1.5% p.a.). The effect of the change in the surrender rates has been to decrease the ERA by £5m (2011:
decrease by £13m).

Mortality
Using the results of an investigation into the Society’s actual mortality experience, mortality assumptions have
been derived for the with–profits business as detailed in the table below.
Mortality assumptions by class of business

2012

2011

Endowment assurances (with–profits)
Conventional With–Profits business
Recurrent Single Premium business

90.0% AMC00 ultimate for males
97.5% AFC00 ultimate for females
82.5% AMC00 ultimate for males
87.5% AFC00 ultimate for females

90.0% AMC00 ultimate for males
97.5% AFC00 ultimate for females
82.5% AMC00 ultimate for males
87.5% AFC00 ultimate for females

Mortality assumptions for other classes of business are not material and, for this reason, are not shown above.
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(ii) Cost of guarantees
Guarantees are features of life assurance contracts that confer potentially valuable benefits to policyholders.
They expose the Society to two types of risk: insurance (such as mortality and morbidity) and financial (such as
market prices and interest rates). The value of a guarantee comprises two elements: the intrinsic value and the
time value. The intrinsic value is the amount that would be payable if the guarantee was exercised immediately.
The time value is the additional value that reflects the possibility of the intrinsic value increasing in future,
before the expiry of guarantee. In adopting FRS 27, the intrinsic and time values of all guarantees are included in
policyholder liabilities.
All the Society’s material guarantees are valued on a market consistent basis using the economic model and
assumptions, as described in section (i) above.
The Society now has in issue two principal types of with–profits policy: Recurrent Single Premium (“RSP”) policies
and Conventional With–Profits (“CWP”) policies. These policies represented 98% and 2%, respectively, of the total
policy values at 31 December 2012 (98% and 2% of the total policy values at 31 December 2011). For the majority
of RSP policies issued before 1 July 1996, each premium (after charges) secures a Guaranteed Investment Return
(“GIR”), typically at the rate of 3.5% p.a. For the majority of RSP policies issued after 1 July 1996, the GIR is nil%.
For CWP policies, guarantees are payable at specified dates or on the occurrence of specified events.
The guarantees in respect of the Society’s with–profits business relate to a guarantee on contractual termination
(for example, on retirement, maturity, death or on payment of an annuity). The terms of the guarantee vary by
contract. For the Society’s RSP contracts where there is a GIR, the value of that guaranteed return is assessed
based on assumed retirement ages of policyholders. Certain policies also contain a guaranteed minimum level of
pension as part of the condition of the original transfer of state benefits to the policy.
For CWP business, there is a guarantee that the amount payable on death or at maturity (where appropriate) will
not be less than the sum assured and any declared reversionary bonuses.
For policies where the guaranteed value at contractual termination exceeds the policy value at that date, the
excess would be paid, and estimates of such excess form part of the realistic liabilities. In calculating the amount
payable to policyholders, account is taken of any management actions such as making changes to policy values in
response to changes in market conditions. The cost of these guarantees has increased from £1,130m in 2011 to
£1,180m at 31 December 2012, principally as a result of falling Government bond yields. This amount is included
within ‘Technical provisions’ (see Note 12a).
There is inherent uncertainty in calculating the cost of these guarantees, as the value depends on future economic
conditions, policyholder actions (such as early or late retirement and surrenders) and mortality. In calculating the
value of the guarantees, account has been taken of actual experience to date, in addition to industry benchmarks
and trends. Information on retirement, surrender and mortality assumptions is included in section (i) above.
For economic assumptions, prices for relevant quoted and non–quoted derivatives are used to confirm market
consistency.
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12. Technical provisions (continued)
e. With–profits technical provisions (continued)
(iii) Other long–term liabilities
Technical provisions include amounts in respect of specific provisions so that the total of the Society’s technical
provisions properly reflect our best estimate of the liabilities held.
				2012
Other long-term liabilities
			£m

2011
£m

Regular expense provision				
Miscellaneous provisions
   Exceptional expense provision				
   German legal claims				
   Financial options				
Present value of non-profit business				

241

239

56
2
9
44

78
2
9
32

Other long-term liabilities				

352

360

In addition to the 1% p.a. (2011: 1% p.a.) future charge to provide capital to meet the cost of guarantees described
above, a further charge of 1% p.a. (2011: 1% p.a.) is deducted from the return earned on assets each year and is
available to meet the cost of running the with-profits business. Current estimates show this amount may not be
sufficient to meet business running costs and so a regular expense provision of £241m (2011: £239m) has been
incorporated in ‘Other long-term liabilities’, with the aim of maintaining a stable expense charge as the business
declines. Assumptions for retirements, surrenders and mortality affect the estimation of future costs of running
the business and are described in section (i) above. A 10% increase in future expenses would decrease the ERA by
£51m (2011: £51m).
The exceptional expense provision represents the anticipated additional exceptional expenses of £56m (2011: £78m)
over future years, including costs of implementing changes in the IT systems provider, contractual commitments
to LBG in respect of pension scheme future service costs and anticipated additional costs until the Society’s cost
base reaches the stable long-term state assumed in calculating the regular expense provision.
Financial options represent the value of the option within a small number of conventional with-profits policies to
take their benefits in annuity form.
The present value of non–profit business represents the future profits and losses expected from cash flows of the
in–force non–profit and index–linked annuity business, less an amount to meet the cost of holding capital in respect
of this business. These amounts have been deducted as a capitalised amount from the technical provisions in
accordance with the requirements of FRS 27. The resulting anticipated present value of non-profit business is a
loss of £44m (2011: £32m loss).

f. Non-profit technical provisions
Annuities in payment and deferred annuities comprise most of the Society’s non-profit technical provisions. The
majority of this provision is for annuities in payment for which the technical provisions have been calculated using
the gross premium method, where the provision equals the present value of the future benefits and expenses. The
principal inputs to the valuation for both types of annuity are:
• Interest rates based on yields on the assets held, with reductions for credit risk;
• Future expenses arising directly from non-profit and index-linked annuities; and
• Annuitant longevity.
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The assumptions and their comparatives are shown in the tables below, along with explanations of the effect of
changes in the year on the technical provisions net of reinsurance.

(i) Interest rates
Valuation interest rates are based on the yields on the assets held, reduced for risk. Reductions from the yield for
risk for corporate fixed–interest securities are based on credit ratings, and these reductions have been reviewed
in light of latest experience data. Fixed–interest yields have fallen compared to those at the end of 2011, while
index-linked yields have risen. The changes to the valuation interest rates in aggregate have decreased the net
index–linked annuity provision by £28m and have increased the net non–profit technical provisions by £55m.
Similarly, the market value of the backing assets has altered as yields have varied, and this in part offsets the
change in technical provisions.
Class of business		
			
Non–profit annuities in payment
Basic Life and General Annuity business – pre 1992			
Basic Life and General Annuity business – post 1991			
Pension business 			
Index–linked annuities in payment
Basic Life and General Annuity business – pre 1992			
Basic Life and General Annuity business – post 1991			
Pension business			
Non-profit deferred annuities			

Interest Rate %
2012
2011
3.10
2.79
3.10

3.90
3.51
3.90

0.20
0.18
0.20

-0.51
-0.46
-0.51

2.10

2.70

(ii) Future expenses
Future expenses arising directly from non–profit and index–linked annuities in payment are allowed for in two
ways: an explicit per policy allowance and an expense allowance for fund management. The per policy expense
allowance in the valuation basis reflects an assessment of future variable administration costs and has been
assumed to increase at 3.1% p.a. (2011: 3.2% p.a.).
Class of business
Future per policy expense allowance
			2012
2011
Non–profit and index-linked annuities in payment
Basic Life and General Annuity business – pre 1992		
Basic Life and General Annuity business – post 1991		
Pension business		

£10.00 p.a.
£10.00 p.a.
£10.00 p.a.

£10.00 p.a.
£10.00 p.a.
£10.00 p.a.

The expense allowance for fund management, expressed as a percentage of the value of the fund, is 0.11% p.a.
(2011: 0.11% p.a.).
The expense allowances for 2012 shown above apply to both UK and non-UK policies. The changes to the expense
basis in aggregate have had a negligible impact on the expense provision.
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12. Technical provisions (continued)
f. Non-profit technical provisions (continued)
(iii) Annuitant longevity
The Society continues to make allowance for future improvements in the longevity of annuitants. The Society’s
valuation has been carried out using published mortality tables and an investigation into the Society’s actual
mortality experience. The volume of recent annuitant mortality experience data is decreasing as a result of past
disposals of blocks of annuity business. This leads to a greater degree of uncertainty in the experience analysis
and will require greater weight to be given to wider industry data in the future. The overall effect of this year’s
review of mortality has been to increase index–linked annuity and non–profit annuity technical provisions net of
reinsurance by £2m (2011: increased by £27m).
A sensitivity analysis, carried out in connection with the effect of a change in mortality basis on the net technical
provisions, has demonstrated that an assumed 10% improvement in the mortality rates would result in a £39m
(2011: £37m) increase in the non-profit and index–linked annuity technical provisions. This change is equivalent to
the life expectancy of a 65–year–old male increasing by an additional 12 months (2011: 12 months).
Mortality assumptions by class of business

2012

2011

Non–profit and index–linked annuities during payment
Basic Life and General Annuity business 75% IML00 cmi2011 (U=2012)** for males
77.5% IFL00 cmi2011 (U=2012)** for females
Pension business
75% PNML00 cmi2011 (U=2012)** for males
65% PNFLA00 cmi2011 (U=2012)** for females

75% IML00 cmi2010 (U=2011)* for males
77.5% IFL00 cmi2010 (U=2011)* for females
75% PNML00 cmi2010 (U=2011)* for males
65% PNFLA00 cmi2010 (U=2011)* for females

Notes:
* 	The allowance for future mortality improvements is based on the mortality improvements as per cmi2010 tables (with a longterm improvement rate of 1.5% p.a. for males, 1.25% p.a. for females).
**	The allowance for future mortality improvements is based on the mortality improvements as per cmi2011 tables (with a longterm improvement rate of 1.5% p.a. for males, 1.25% p.a. for females).

g. Gross linked liabilities
Index-linked annuities are valued in the same way as non-profit annuities, as described in Note 12f above. The
technical provision in respect of other linked business is equal to the value of the assets to which the contracts are
linked. This business is wholly reinsured to LBG (see Note 2).
A provision in respect of future expenses and mortality risks on other linked insurance business and future expenses
on index-linked annuities is included in the non-profit insurance technical provisions.

13. Regulatory valuation capital statement
a. Analysis of capital
This note presents the capital position of the Society as reported in the Society’s annual FSA insurance returns. This
is a different view of capital than either the ERA, as calculated under the realistic valuation regime, or the view
from the Individual Capital Assessment (“ICA”), as referred to in the Financial review.
As part of regulatory valuation reporting, each life assurance company must retain sufficient capital to meet the
capital requirements as specified in the FSA Handbook of Rules and Guidance.
Each life assurance company calculates the available capital resources as the value of the assets less the value
of the liabilities on a regulatory valuation basis as specified in the FSA Handbook of Rules and Guidance. Each
company is required to hold a minimum level of capital known as the Capital Resource Requirement (“CRR”).
The CRR comprises the Long-Term Insurance Capital Requirement (“LTICR”) and if required, an additional element
of capital required so as to reduce the surplus capital to be no more that the surplus on a realistic valuation basis.
This additional amount of capital is added to the CRR, and is referred to as the With–Profits Insurance Capital
Component (“WPICC”).
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However, for the Society as a closed with-profits fund, the FSA require that all capital is anticipated to be distributed
to policyholders, leaving a nil balance of surplus capital on a realistic valuation basis. To achieve this, the WPICC
for the Society is therefore the difference between the available capital resources and the LTICR, leaving a nil
balance of excess capital resources.
The capital statement in respect of the Society’s life assurance business at 31 December 2012 is set out below.
				2012
			£m

2011
£m

Available capital resources				

367

438

Long–Term Insurance Capital Requirement (LTICR)				
With–Profits Insurance Capital Component (WPICC)				

(236)
(131)

(239)
(199)

Total regulatory Capital Resource Requirement (CRR)				

(367)

(438)

Excess of available capital resources over CRR				

–

–

b. Movement in available capital resources
The available capital resources for the Society amount to £367m (31 December 2011: £438m). The table below
shows the effect of movements in the total amount of available capital of the Society during the year.
				2012
Movement in available capital resources				£m

2011
£m

At 1 January				
Investment return and interest rate movements				
Other valuation assumptions				
Expense reductions				
Other movements				

438
(8)
(102)
56
(17)

360
178
(50)
1
(51)

At 31 December				

367

438

c. Restrictions on available capital resources
It is the Society’s aim to manage its business in a sound and prudent manner for the benefit of all policyholders.
The Society closed to new business in 2000 and new policies are only issued where there is a regulatory or
contractual obligation to do so. The Society has no shareholders and all surpluses and deficits belong to the with–
profits policyholders. The Society seeks to ensure that it can meet its contractual obligations to both policyholders
and creditors as they fall due. Any new distributions of surplus will be made in non–guaranteed form.

d. Sensitivity to market conditions of liabilities and components of capital
The available capital resources are sensitive to both market conditions and changes to a number of non–economic
assumptions that affect the valuation of the liabilities of the fund. The available capital resources (and capital
requirements) are most sensitive to the mix of assets held to back the liabilities, as the yield on these determines
the interest rate at which the liabilities are valued. Reductions in the value of property and equities and defaults
on fixed-interest assets directly reduce the available capital resources, as does any increase in non policy-related
provisions.
The principal non–economic assumptions are the level of future mortality rates, the level of future expenses,
future retirement ages and future surrender rates.
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14. Management of financial risk
a. Risk management framework
As described in the Corporate governance section, the Society operates an enterprise-wide risk management
framework. Through this framework, the Society seeks to manage and monitor the various risks to which the
Society is exposed. These include other risks such as strategic risk, operational risk, regulatory risk, insurance risk
and pension risk.
Also included within this process are the various financial risks, namely:
• Market risk: covering interest rate risk, equity and property price risk, derivative risk and currency risk;
• Credit risk; and
• Liquidity risk.
The Society uses a number of tools to assess the impact of the above risks on the capital position of the Society.
The Society carries out a number of tests to assess the combined impact of certain stresses on the ERA, as specified
in the FSA Handbook. In addition, the Society prepares an Individual Capital Assessment (“ICA”) report, which
considers the individual potential impact on capital of a number of one in two hundred year events. The financial
risks considered in these various tests are described in more detail below.

b. Market risk
The Society holds a portfolio of investments which are subject to movements in market price. Market risk is the
risk of adverse financial changes in fair values or future cash flows of financial instruments from fluctuations
in interest rates, equity and property prices, and foreign currency exchange rates. The main responsibility for
monitoring this risk lies with the Asset and Liability Committee of the Society, previously known as the Executive
Investment Committee.
The majority of these assets are held to support contractual liabilities arising from both with–profits and non–profit
classes of business.
For these long–term business classes, the Society’s asset liability management framework aims to hold assets
whose values will, as far as possible, move in line with the corresponding guaranteed liabilities to limit the overall
impact of market risk on capital.
In line with the Society’s investment policy, with-profits investments are mainly in fixed–interest securities, gilts
(2012: 60%; 2011: 56%) and corporate bonds (2012: 29%; 2011: 28%).
With regard to unit–linked business, liabilities are reinsured with LBG and no market risk is considered to fall on
the Society in respect of this class of business.
As an overall indication of the sensitivity of the Society to changes in market price, consideration is given to the
impact on the ERA as a consequence of a number of adverse changes simultaneously occurring. These changes are
detailed in the following table, and include: reductions in the market price of key asset categories; adverse changes
on the yields of corporate bonds relative to government-backed fixed-interest securities; and adverse changes in
the assumed level of future policy surrenders. These adverse changes are consistent with the requirements for the
Society’s risk capital margin tests undertaken on a realistic valuation basis for FSA reporting.
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Adverse Changes				2012
Reduction in market price of equities				
Reduction in market price of properties				
Percentage change in long–term gilt yields				
Widening of spread of corporate bonds relative to gilts				
Reduction in surrender rates				

20.0%
12.5%
17.5%
0.7%
32.5%

2011
20.0%
12.5%
17.5%
0.8%
32.5%

In such adverse investment conditions, the Society could make appropriate reductions to with–profits policy values.
These reductions would mitigate market risk, but do not remove the risk entirely for with–profits policies because
of the guarantees provided. After adjusting for the reductions, the adverse impact on the ERA of the Society would
be as follows:
Adverse Changes				2012
Above adverse changes – including where long-term gilt yields rise			
Above adverse changes – including where long-term gilt yields fall			

155
135

2011
161
187

In the scenario where long-term gilt yields are assumed to fall, the figures above exclude the gain in the value of
the Society’s swaptions. However, where long-term gilt yields are assumed to rise, the corresponding loss has been
included. In both scenarios, any potential impact on policy liabilities as a result of changes to flexible retirement
dates assumptions has been excluded.

(i) Interest rate risk
Interest rate risk is the risk that the value or future cash flows of a financial instrument will fluctuate because of
changes in interest rates.
The Society’s exposure to changes in interest rates is concentrated in the investment portfolio. However, changes
in investment values attributable to interest rate changes are mitigated by corresponding and partially offsetting
changes in the economic value of the insurance provisions, and investment contract liabilities. A further risk for
the Society is in respect of GIR on with–profits RSP policies, which are typically 3.5% p.a. When the market returns
are below this rate, the cost of providing these guarantees would increase if policyholders defer their retirement
beyond the dates assumed. The sensitivity of the ERA to this risk is described in Note 12e (i). To mitigate this risk,
the Society holds a series of interest rate swaptions.
The Society monitors this exposure to changes in interest rates through regular periodic reviews of the asset
and liability position. Estimates of cash flows, as well as the impact of interest rate fluctuations relating to the
investment portfolio and insurance provisions, are modelled and reviewed periodically.
The Society is also exposed to the risk of changes in future cash flows from variable income securities arising from
the changes in interest rates.
The Society’s sensitivity to interest rate risk is included in the overall market risk sensitivity described previously.

(ii) Equity and property price risk
The Society invests in equity and property assets, whose market values are typically more volatile than other
classes of asset held by the Society, but which we believe provide long–term benefits for the Society’s members.
To mitigate the risk of changes in the market price of these asset classes, the Society limits the proportion of the
total assets invested in these categories. In addition, as indicated in section (i) above, further mitigation takes
place by partially offsetting changes in the liabilities of the Society.
The Society’s sensitivity to equity and property price risk is included in the overall sensitivity to market risk
described previously.
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14. Management of financial risk (continued)
b. Market risk (continued)
(iii) Derivative risk
The Society invests in derivatives within strict guidelines agreed by the Board of Directors and overseen by the
Asset and Liability Committee. Derivatives are used for efficient investment management and risk management.
Interest rate swaption derivatives are used to mitigate interest rate risk. Forward exchange contracts are used to
mitigate currency risk. Derivative transactions are fully covered by cash or corresponding assets and liabilities.
Derivative contracts are entered into only with approved counterparties and, where possible, on regulated
exchanges, thereby reducing the risk of credit loss.
(iv) Currency risk
The Society’s principal transactions are carried out in pounds sterling and its exposure to the risk of movements in
foreign exchange rates is limited. The risk arises primarily with respect to the US dollar.
The Society’s financial assets are primarily denominated in the same currencies as its insurance and investment
liabilities, which mitigate the foreign currency exchange rate risk for any overseas operations. Therefore, the main
foreign exchange risk arises from recognised assets and liabilities denominated in currencies other than those in
which insurance and investment liabilities are expected to be settled. The Society invests in a US dollar forward
exchange contract to partially mitigate this risk.
The relative exposure of the Society to currency risk is shown in the following table.
2012
Assets
£m

%

Currency
Pounds sterling
Euro
US dollar
Other

8,426
209
58
–

97
2
1
–

Total

8,693

100

2011
Liabilities
£m

Assets

Liabilities
£m
%

%

£m

%

7,923
176
6
–

98
2
–
–

8,371
209
90
–

97
2
1
–

7,967
176
6
-

98
2
–
–

8,105

100

8,670

100

8,149

100

The excess of the total value of assets over the total value of liabilities represents the Society’s ERA. A change of
10% in pounds sterling to euro/US dollar exchange rates at the reporting date would have changed the ERA by £4m
(2011: £5m) after allowing for the mitigating impact of the US dollar forward exchange contract.
c. Credit risk
Credit risk is the risk that a counterparty will fail to pay amounts in full when due. The main credit risks faced by
the Society are:
• The risk of default on its portfolio of fixed–interest securities, especially corporate bonds; and
• The risk of default by any of its reinsurers.
These risks are monitored by the Society’s Asset and Liability Committee and its Risk Oversight Committee. A key
aspect of this is the Society’s policy of investing predominantly in high–quality corporate bonds and government
issued debts.
The Society’s objective is to earn competitive relative returns by investing in a diversified portfolio of securities.
The Society manages this risk by up–front stringent underwriting analysis, reviews by the Asset and Liability
Committee and regular meetings to review credit developments. Watch lists are maintained for exposures requiring
additional review, and all credit exposures are reviewed at least annually.
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With regard to reinsurance, steps are taken, wherever possible, to limit counterparty risk. However, the major
reinsurance treaties are with companies in LBG. Because reinsurance does not remove the primary liability of the
Society to its policyholders, the credit rating of LBG and certain of its group companies are monitored closely in
order to manage the risk.
The Society’s exposure to credit risk is summarised below according to the lowest of the external credit ratings
supplied by Moody, Standard & Poor, and Fitch.
			 AAA
2012			£m

AA
£m

A
£m

BBB
£m

Other
£m

Total
£m

Credit ratings
Debt and other fixed–income securities		
Other variable yield securities			

2,977
995

366
3

754
15

505
9

22
-

4,624
1,022

Total of fixed and variable yield securities		

3,972

369

769

514

22

5,646

Deposits and other investments			
Cash at bank and in hand			
Other financial assets			
Reinsurers’ share of technical provisions
and liabilities (Note 12c)			

290
–
39

–
6

20
9
15

–
11

1
–
28

311
9
99

–

–

2,364

–

–

2,364

			
4,301

375

3,177

525

51

8,429

			 AAA
2011			£m

AA
£m

A
£m

BBB
£m

Other
£m

Total
£m

Credit ratings
Debt and other fixed–income securities		
Other variable yield securities			

2,984
734

417
3

818
14

519
9

25
–

4,763
760

Total of fixed and variable yield securities		

3,718

420

832

528

25

5,523

Deposits and other investments			
423
Cash at bank and in hand			
–
Other financial assets			
42
Reinsurers’ share of technical provisions
and liabilities (Note 12c)			–

–
5

30
9
19

–
13

1
–
22

454
9
101

–

2,224

–

–

2,224

			
4,183

425

3,114

541

48

8,311

The total of fixed and variable yield securities includes £262m (2011: £288m) of assets held to back linked liabilities.
Other financial assets comprise debtors and prepayments and accrued income.
When calculating technical provisions in respect of non–profit business, in deriving the discount rate to be used,
reductions based on credit risk are made to the market yields of invested assets exposed to credit risk. This
reduction to the discount rate results in an increase to the assessed technical provision, thereby providing an
implicit margin against the risk of default by the counterparties.
The potential credit risk exposure from default by swaption counterparties is mitigated by the receiving of
collateral. Collateral of £89.4m (2011: £74.8m) has been received in cash and has been invested in assets similar
in nature to cash. The value of these assets at the year end was £89.5m and is included in ‘Deposits and other
investments’ in Note 9c.
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14. Management of financial risk (continued)
c. Credit risk (continued)
The potential credit risk exposure from default by futures counterparties is mitigated by daily settlement of
variation payments and through trading on a regulated futures exchange. None of the changes in value of derivatives
has been driven by changes in the credit rating of counterparties.
The largest single credit risk exposure amounts to £2,364m for business reinsured with a number of LBG companies
(2011: £2,224m). Of the £2,364m total, £1,896m is linked business reinsured with Halifax Life Limited, principally
invested in regulated Open Ended Investment Companies (“OEIC”), £428m is non-profit business also reinsured
with Halifax Life Limited, and £40m is linked business reinsured with companies in the Clerical Medical Group. In
the event of the insolvency of the reinsurer, the Society would be liable for any shortfall between the obligations
under the policies and the amounts recovered. The Society holds a further £22m (2011: £7m) of investments
(credit rating AAA) with LBG.
At the reporting date, no material financial assets were past due nor impaired (2011: £nil) and management
expects no significant losses from non–performance by these counterparties.

d. Liquidity risk
Over the longer term, the Society monitors its forecast liquidity position by estimating both the guaranteed and
expected cash outflows from its insurance and investment contracts and purchasing assets with similar durations
to meet these obligations. The sensitivity of these outflows to changes in policyholder behaviour is also monitored.
Large volumes of surrenders or policyholders taking their benefits earlier than expected can cause the forced
sale of illiquid assets at impaired values. If this is to the disadvantage of continuing customers, the market value
adjustment to policy values will be varied to maintain fairness.
An important aspect of the Society’s management of assets and liabilities is ensuring that cash is available to settle
liabilities as they fall due. Monitoring of this risk is undertaken by the Asset and Liability Committee. The Society
maintains cash and liquid deposits to meet these demands on a daily basis, thereby mitigating liquidity risk. The
ratio of illiquid assets to total invested assets is monitored monthly.
The Society’s liquidity exposure is relatively limited; even in a scenario such as corporate bonds becoming illiquid,
more than 65% of investment assets held backing insurance and investment liabilities are held in liquid assets such
as gilts and cash, which can normally be quickly realised. Also, in times of market uncertainty and potentially
poorer liquidity, market value adjustments may be borne by those with–profits insurance and investment contract
customers who decide to transfer or withdraw their benefits on non-contractual terms.
Part of the Society’s assets is invested in property (including property unit trusts) and unlisted equity, amounting
to £153m at the year end (2011: £251m). In adverse market conditions, it may not be possible to realise these
investments without delay.
As noted in Note 12e (i), the majority of RSP benefits can be taken on contractual terms at a range of ages. The
following table details the cash flows using retirement assumptions based on recent experience, that vary between
different product types. The range of retirement dates assumed varies between policyholders being assumed to
retire at ECD (2011: 1 year earlier than ECD) and up to 13 years (2011: 12 years) later than ECD.
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2012		0-1
1-5
5-10
10
		 year
years
years
years
					
and over
Estimated cashflows (undiscounted)
£m
£m
£m
£m

No
Total Carrying
Term		Value
£m

£m

£m

Unit–linked investment contracts
Other non–profit investment contracts
With–profits investment contracts
Other financial liabilities		

111
7
240
157

554
713
-

485
1,304
-

948
2,436
-

-

2,098
7
4,693
157

1,788
7
4,272
157

Total financial liabilities		

515

1,267

1,789

3,384

-

6,955

6,224

Of which reinsured		

118

554

485

948

-

2,105

1,795

Total net financial liabilities		

397

713

1,304

2,436

-

4,850

4,429

Net insurance liabilities		
130
Excess Realistic Assets		-

270
-

319
-

1,052
-

588

1,771
588

1,241
588

Total net liabilities		

983

1,623

3,488

588

7,209

6,258

527

2011		0-1
1-5
5-10
10
		 year
years
years
years
					
and over
Estimated cashflows (undiscounted)
£m
£m
£m
£m

No
Total Carrying
Term		Value
£m

£m

£m

Unit–linked investment contracts
Other non–profit investment contracts
With–profits investment contracts
Other financial liabilities		

108
11
337
116

524
814
-

458
1,526
-

950
1,851
-

-

2,040
11
4,528
116

1,704
11
4,449
116

Total financial liabilities		

572

1,338

1,984

2,801

-

6,695

6,280

Of which reinsured		

119

524

458

950

-

2,051

1,715

Total net financial liabilities		

453

814

1,526

1,851

-

4,644

4,565

Net insurance liabilities		
140
Excess Realistic Assets		-

274
-

325
-

992
-

521

1,731
521

1,245
521

1,088

1,851

2,843

521

6,896

6,331

Total net liabilities		

593

The cash flows, assuming policies are terminated at ECD, would vary from those detailed above as policies past
the ECD would result in a cash flow in the category ‘0-1 year’ and policies yet to reach ECD would be earlier than
shown. Unit–linked contracts, with the exception of unit-linked annuities, can be terminated at any time, resulting
in a cash flow in the category ‘0-1 year’. All liabilities relating to unit–linked and other non–profit investment
contracts are reinsured so that, in practice, the Society is not exposed to any liquidity risk in respect of such
contracts.
The following graph indicates how the estimated cash flows for with-profits investment contracts above (solid
graph lines) would vary from those at ECD (broken graph lines).
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14. Management of financial risk (continued)
d. Liquidity risk (continued)
Estimated cash flows from with-profits investment contracts
Expected termination dates versus ECD

3,000

2,500

£ millions

2,000

1,500

1,000

500

0
0 - 1 year

1 - 5 years

5 - 10 years

10 years and over

Term
2011 WP Expected

2012 WP Expected

2011 WP ECD

2012 WP ECD

With-profits policies with an ECD prior to 31 December 2012 have a contractual value no lower than total guaranteed
benefits, and equalled £1.3bn at 31 December 2012 (2011: £1.3bn). The liquid assets referred to above include
£3.5bn (2011: £3.4bn) to back with-profits policies, which is more than sufficient to meet the value of these
guaranteed with-profits benefits.
All liabilities relating to unit–linked and other non–profit investment contracts are reinsured so that the Society is
not exposed to a material liquidity risk in respect of such contracts. In extreme scenarios the reinsurer might be
unable to liquidate underlying assets.

15. Provision for other risks and charges
							
2012
							
£m
Pension commitments for former staff						

2011
£m

53

100

							
53

100

The provision for pension commitments for former staff of £53m is in addition to a creditor to LBG for payments
during 2013 totalling £10m (2011: £nilm). Pension payments for former staff relate to the contractual agreement
with LBG (see note 7c).
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16. Creditors
a. Amounts owed to credit institutions
Amounts owed to credit institutions of £6m represent uncleared payments to policyholders (2011: £5m).
							
2012
							
£m

2011
£m

b. Other creditors including taxation and social security
Balances with Group companies						
13
11
Corporation tax							–
1
Derivatives positions								
	   Obligation to return swaption variation margin to Morgan Stanley			
89
75
	   Forward US dollar/pounds sterling exchange contract1
			–
–
Defined benefit pension scheme (creditor with LBG, Note 7c)				
10
–
Other creditors							
18
2
						

130

89

Note:
1
The fair value of a forward US dollar and pounds sterling currency exchange contract (2012: £0.5m asset; 2011: £0.4m
liability). If the balance sheet position is held to maturity in March 2013 the Society will be obliged to pay $72.2m and will
receive £45.0m.

17. Subsidiary and associated undertakings
a. Principal subsidiary undertakings
The Society has no material subsidiary undertakings, as outlined in Notes 1 and 9.

b. Significant holdings
At 31 December 2012, the Society held more than 20% of the nominal value of a class of equity shares in 5
companies with a value of £4m (2011: 5 companies, value £8m).
At 31 December 2012, the Society held more than 20% of the partnership interests in 1 limited partnership investing
in properties with a value of £10m (2011: 1 partnership, value £8m).
At 31 December 2012, the Society held more than 20% of the partnership interests in 3 portfolios investing in
private equity investment companies included in ‘Shares and other variable yield securities’, with a value of £2m
(2011: 4 portfolios, value £2m).
None of the above holdings are regarded by the Directors as associated undertakings, as the Society does not
exert significant influence. None of the holdings materially affects the results or net assets of the Society. These
investments are included in the Balance Sheet at current value, which is based upon the Society’s share of relevant
net assets.
Full information on subsidiary undertakings and companies and limited partnerships, in which the Society holds
more than 20% of the nominal value of a class of equity share or ownership interests, will be annexed to the
Society’s next statutory annual return submitted to the Registrar of Companies.
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18. Related party transactions
There were no material related party transactions during 2012 (2011: £nil).

19. Commitments
The Society has no material operating lease commitments.
Commitments in respect of uncalled capital on private equity fund interests, not provided for in the financial
statements, amounted to £15m (2011: £18m) for the Society.
Commitments of £5m (2011: £nilm) in respect of refurbishment associated with property lettings are reflected in
property valuations.
No new warranties have been provided for in the year, although the Society remains subject to warranties provided
for strategic transactions in previous years.

20. Contingent liabilities and uncertainties
There exists a significant level of uncertainty in connection with the commitments the Society has in respect of
the pension schemes for which LBG is principal employer, as referred to in the Financial review and Note 7c. While
provision has been made on a best estimate basis, there remains a possibility that it may be necessary for a more
conservative basis to be adopted in future in calculating the Society’s obligations.
Claims against the Society in district courts across Germany continue to be defended successfully, with some
appeals outstanding, for which legal expenses have been provided.
It is not considered that the uncertainties described above represent a significant financial threat, and that the
risk of any material new issues arising from the above appears limited.
The financial position of the Society has been projected under a range of economic scenarios, which take into account
consequential policyholder behaviour, in order to assess how robust the Society remains in adverse conditions. The
projections make allowance for capital distributions. The Board has also considered both contingent liabilities and
uncertainties in its analysis of the Society’s financial position and considers that these have reduced in significance
in recent years. Based on these analyses, the Board is confident of its ability to manage adverse scenarios that may
arise, recognising in some scenarios, that reductions to policyholder payouts would be required.
The Board has assessed these uncertainties using the latest available information and has concluded that it is
appropriate to prepare these financial statements on a going concern basis.
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