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Chairman’s statement

The Society's Chairman,
lan Brimecome,
on behalf of the Board

Dear members

Every year since my first report to you 1n March
2010, | have made reference to the introduction of
the new European regulations known as Solvency |l
At long last, Solvency Il became taw on 1 January
2016 | am able to say that we have met all the
deadlines to secure compliance with these new
regulations. This has been no mean feat as the
regulations govern Just about every aspect of
runmng the Society

Our strategy

Notwithstanding this fundamental change 1n
regulation, the one thing that remains at our core
15 the Society’s strategy of recreating policyholder
value through

e Distnbuting all of the Society’s assets among
with-profits policyholders as fawly and as soon
as possible

¢ Carefully managing solvency to enable capital
distnbution, and only then seeking to maximise
investment returns

¢ Providing the best value-for-money cost base

One key aspect of Solvency Il 1s the requirement to
assess the Society’s nsks, and then work out the
capital that needs ta be set aside to make sure that
we are able to weather events that might take
place once m every two hundred years On the face
of 1t, policyholders should take comfort from the
fact that we have suffictent capital to withstand
such unexpected events

Having said that, there are some events which are
much less rare where the particular nature of the
Solvency Il calculations require higher amounts of
capital to be held For example, the world
economic situation, with falling stock markets and
commodity pnces, has very important implications
for the Soctety In particular, continuing low
nterest rates with the prospect that they will stay
low for a long penod means that the underlying
guarantees on our pensions products requires
additional capital to be set aside In practice, this
capital may never be needed unless policyhelders
change their retirement patterns

Also 1mportant 15 the wideming n corporate bond
spreads which points to an expectation of a higher
level of default than hitherto. Agawn, there may be
no default at all but more capital 15 reguired to be
set aside, just 1n case Add to this the uncertainty
10 the run-up to the referendum on membership of
the European Union, and there 1s no doubt that we
are navigating some very choppy seas.

This state of affairs goes to the very heart of what
15 important 1n runming the Society how to make
sure that with-profits policyholders retinng over
the next few years leave with their fair share of
capital Achieving this, while making sure we have
enocugh capital left for policyholders who remain
long nto the future, 15 what your Board 1s here to
deliver
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Managing risk

To help achieve fairness, our dnving force 1s to
reduce the nsks of the business, thereby reducing
the capital requirements and so increasing the
amount available for distnbution. In 2015, we made
two very important steps forward 1n nsk reduction

First, we completed the recapture of our umt-
linked business from Halifax Life This led to a
significant reduction 1n the amount of capital we
are required to hold under Solvency I

Second, the sale to Canada Life of the Scaiety’s
£09bn annuity book announced last year
completed successfully in February 2016 The sale
addressed the nsk that annuitants live longer than
anticipated As a result, camtal 1s no longer
required to protect against this nsk

Both of these transactions were key to our decision
to ncrease the level of capital distnbution to 35%
of policy values from 1 Apnl 2015

We cannot guarantee that this level of capital
distnbution will never go down Major economic
events and evolving regulatory capital requirements
must be dealt with effectively, even when that
means a reduction in the distnbution.

As | stated earlier, wnvestment markets are very
volatile To quote the Chancellor of the Exchequer
n his recent Budget statement: Financial markets
are turbulent. And the outlook for the global
economy 15 weak....... it makes for a dangerous
cocktail of risks. Given this ciimate, and the new
capital regulation known as Solvency I, 1t 15 not
unthinkable that the capital distnbution may have
to reduce As econcrmc stability returns, this will
be the platform for the Society to, again, aim to
increase capital distnbution, whether or not there
15 any reduction n this peniod of turbulence.

Increases to policy values

Similar to recent years, we ncreased policy values
n 2015 by 2% which reflects the long-term
sustainable rate of return that we earn on the
Society’s assets Dunng 2015, we reviewed whether
the assets held within our nvestment portfolio
continued to be best suited to the Society in run-off

We concluded that our emphasis on Government
secunties, high quality corporate bonds, and cash
suited our nsk minimisation strategy very well

while returns on the assets as a result of our
careful and conservative approach are necessanly
low, this is entirely sensible 1n that 1t mimmises the
amount of capital required.

Predicting the future

! now turn to another important issue which 15
facing the Society in run-off Most of the Society’s
with-profits policies provide an underlying 3 5% pa
guarantee. With an investment return of 2% pa, the
matenal nsk faced by the Society 15 that
policyholders defer retirement so that the
guaranteed values once again become greater than
the policy value even when the latter 1s enhanced
by capital distnbution.

Today, 97 out of every 100 with-profits indiwvidual
policyholders have a retirement value greater than
the underlying guarantee. However, the longer the
low nterest rate environment continues, the
greater the nsk that our capital dstribution
strategy will no longer benefit so many
policyholders

We wish to understand this nsk better In particular,
we wish to establish the princpal influences that
cause policyholders to take their benefits.

Last year’s pension reforms, where policyholders
can now take retirement savings 1n cash from age
55, are bound to have been an important factor n
when and how policyholders take their retirement
savings Indeed, we have seen a marked increase 1n
policyholder departures since last Apri, although
only to the levels expenenced 1n 2012. Half of the
retirements since last Apnl fall in the age range of
55 to 60. We are keen to understand whether this 1s
a new permanent phenomenon or simply a short-
term reaction to the introduction of the pension
reforms The better we can predict the future, the
better we can plan fair and appropnate capital
distnbution.
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The Society’s costs

I was appointed Chairman on the same day that
Chief Executive Chns Wiscarson joined the Society
n September 2009 In that year, the Society’'s net
operating expenses were £115m, of which £37m
was what you might descnbe as business as usual
In 2015, the Society’s net operating expenses were
£43m, of which £26m was business as usual.

As the Society becomes smaller, there must be less
and less room for complexity Processes within the
Society must be simplified, and such simplicity wall
nevitably cost less,

A good example of simplification 1s our approach to
the Soctety’s unit-linked business. We manage more
than 100 umt-linked funds and, as umt-linked
policyholders retire, the funds become smaller and
the 0.5% pa admimstrative charge that we have
historically levied 1s simply not enough to pay thewr
way.

It 1s with-profits policyholders who pick up any
shortfall, and so we decided that 1t 15 fair and
proper to bring a greater degree of consistency n
charging. Consequently, we are ncreasing the
annual management charge to many umt-linked
policyholders from 1 Apnl 2016 Over the next year,
we will also close a number of smaller funds, These
steps will do a great deal to mitigate the subsidy
from wath-profits policyholders to umit-linked
policyholders,

Government compensation

Last year, Government announced that 1t would be
closing 1ts compensation scheme at the end of 2015
It 1s appropnate that | pay tnbute to the
policyholder action groups for the considerable
influence they have brought to bear on Government
to achieve any compensation at all.

In this regard, we were pleased that Peter Scawen
was awarded an MBE 1n the New Year's Honours List,
Peter's campaigming on behalf of with-profits
annuitants has been tireless

The Equitable Members Action Group has proved
equally tireless, and they continue thew campaign
for Government to increase the 22p in the pound
compensation paid to eligible with-profits
policyholders

An uncertain world

At the same time as learming how best to manage
the Scciety under the new Solvency Il regime, we
will be paying considerable attention to navigating
our way through the current econormic turmoil As |
wrote earbier, 1t 15 not unthinkable that we might
consider 1t prudent to reduce the level of capital
distnbution

The fact that we have been able to distnbute
capital at all 1s testimony to the success of our
strategy over recent vyears. Our nisk reduction
programme has undoubtedly put the Society 1n a
much better position

As we find our way to a more stable world, the
Board's role will once again turn to finding the
most effective means to distnbute capital to wath-
profits policyholders; the most demonstrable
evidence that policyholder value 15 indeed being
recreated.

L)

B

lan Bnmecome
Chairman

21 March 2016




Strategic report

Introduction

The Equitable Life Assurance Society 1s a mutual
company owned by its members. The Society no
longer wnites any new business and 15 therefore in
run-off We manage some £7bn of assets on behalf
of approximately 150,000 individual with-profits
policyholders; 155,000 wath-profits policyholders
N company pension schemes and 135,000 umt-
linked pohicyholders. The vast majonty are
expected to take thewr benefits over the next 20
years

The  Society's business model remains
straightforward The Society’s mission in run-off 1s
exclusively to serve the best interests of our
existing policyholders

This report explains the Society’s strategy,
connecting 1t with the pnnapal nsks and our key
performance indicators.

The Society’s strategy

The Society's aim 1s to recreate policyholder value
by distnbuting all of the with-profits assets among
with-profits policyholders as fairly and as soon as
possible

To achieve this, we carefully manage solvency to
enable capital distnbution and only then seek to
maximise nvestment return, all the while
providing a value-for-meoney cost base

Over the last few years, we have taken matenal
steps to reduce or elimnate key nisks, thereby
reducing the Society’s capital requirements. For
example, in March 2015, we successfully bought
back the umt-linked business from Halhfax Life
Then, n the same month, we sold £0.9bn of
annuities to Canada Life. These transactions
sigmficantly reduced the Sooaety's capital
requirements and were matenal to the Board’s
decision to increase capital distnbution to 35% n
2015 The annuity sale, completed in February
2016, 15 descnbed in more detail on page 53.

Our approach to capital
distribution

Every year the Board assesses the impact of its nsk
reduction programme and decides whether an
adjustment 1n capital distnbution is warranted. To
help inform the Board, extensive reviews of the
capital required under a wide range of possible
future economic and regulatory conditions are
undertaken, using the 2015 year-end valuation as
the start point.

During the first months of 2016 the Board has also
considered the impact of turbulent world markets
on our principal nsks, n particular

s  Policyholders deading to defer therr
retirement 1n an extended period of low
interest rates This would lead to an increase
in the amount of capital held to ensure that
the 3.5% guarantees that exist in many
policies can be honoured. The more
policyholders who defer taking benefits, the
more likely capital distnbution would need to
be cut

s  The divergence of gilt and swap yields used to
value our assets and liabilities under Solvency
II. When this happens our habilities can
increase and we have to hold more capital as
a result

« The widenming of corporate bond spreads,
which may be an early indication of hmgher
defaults In extrems, this could himit our
ability to distnbute capitat

These nisks are discussed further on pages 10 and
i
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Following 1ts annual review, the Board has decided
that 1t 15 still fair to maintain capital distnbution at
35% 1n 2016.

The Board 15 firm 1n ts belief that, when
policyholders leave, they should leave with a fair
share of capital The key here 15 that there should
be proper balance between those policyholders who
leave over the next few years and those who
remain well beyond that $So long as there 1s
sufficient capital te support the latter, earlier
leavers should not be demed a fawr capital
distnbution for the sake of higher nvestment
returns to those policyholders who remain

The Board will keep market conditions under close
scrutiny n the coming months. We aim to balance
the paramount need to ensure solvency coverage 15
kept within nsk appetite, with the desire to
distribute capital as fairly and as soon as possible

Key performance indicators

Key performance indicators are used by the Board
to show the extent to which the strategies designed
to recreate policyholder value are achieving the
desired outcome

We have concluded that 1t 15 fair to increase UK
with-profits pension policy values by 2% pa (1 6% pa
for life assurance policies where tax 1s deducted).

We have also concluded that it 1s nght to maintain
at zero the Financial Adjustment when
policyholders transfer their benefits on non-
contractual terms The Society’s key performance
indicators are shown n the table below

% of policy value 2011 2014 2015 2016

Capital 125 25 35 35
distribution

Policy value 2 2 2 2
Increase

Financial 5 0 0 0
Adjustment

The Board’s strategy of capital distnbution has
clearly led to increases n policyholder value

We estimate that, as a result of capital distnbution,
approximately 97 out of 100 indwvidual with-profits
policyholders taking their benefits recewve a payout
greater than the policy guarantee

Carefully managing solvency

Company solvency levels are regulated by the
Prudential Regutation Authonty (“PRA"} There 1s a
further regulator, the Financial Conduct Authonty
(“FCA"), that pays particular attention to fairness
to policyholders Our decision to maintain the
capital distnbution of 35% has been made n the
full knowledge of both regulators.

Up until the end of 2015, company solvency levels
were managed under a regime which placed
particular emphasis on measures such as Excess
Realistic Assets and Individual Capital Assessment
Both measures are described later 1n this report.

At the beginning of 2016, that regime was replaced
by the new European regulations known as Solvency
Il Therefore, the accounts to be published 1n Apnl
2017 will be prepared under the new regime,

As the numbers n tms report are specifically
focused on the Society’s 2015 results, we present
for the last time the measures you have become

farmbar with over the last few years.

The first wmportant capital measure used at the
Society in 2015 was the excess of assets (calculated
on a realistic basis as used in the accounts) over
policy liabilities {calculated on our best estimate of
policyholder behaviour) This measure, known as
Excess Realistic Assets has remained broadly the
same throughout 2015

Our second important capital measure n 2015 was
Economic Capital Here, we consider the 1mpact on
the Society’s capital under extreme conditions,
events that could occur once wn every 200 years
resulting from, among other things, nsurance risk,
Lhquidity nsk, credit nsk, market nsk, operational
nisk and regulatory risk.

Accounting rules do not allow these extreme events
to be included as hiabilities in the accounts, but the




capital required to support them 1s, nevertheless,
the equivalent of non-distributable reserves

Excess Realistic Assets and Economic Capital
interact as follows:

2014 2015
£m £m
Excess Realistic Assets 797 783

- the amount of capital we hold

Economic Capital

- the amount of capital we require (233)  (187)

Surplus 562 596

The Surplus 15 the difference between the capital
hetd and the capital required When policyholders
leave, they receive the capital distnbution
prevailing at the time. In 2015, this amounted to
g66m which comes out of the Excess Realistic
Assets. Taking this nto account, there 15 an
underlying £100m ncrease n Surplus, principally
due to the benefit from the annuity transaction.

Individual Capital Assessment

Under the PRA rules applying wn 2015, we are
required to prepare a confidential assessment of
the Society’'s capital needs These capital
requirements are met out of the Excess Realistic
Assets and, n extreme situations, from non-
guaranteed benefits. The Board defined a nsk
appetite such that the Society should hold capital
at least 120% of that required under those capital
rules Throughout 2015, the level was sigmficantly
n excess of 120%

In 2016, Solvency Nl, a genenc rules-based measure
reptaces Incdwidual Capital Assessment. The Board
continues to calculate solvency based on the nisks
that dwrectly impact the Society The Board’s nsk
appetite remains the same as under the previous
regime Coverage on both measures remains well
above that appetite of 120%

Investment return

The Society’s investment strategy 1s to effectively
manage solvency and, only then, to maximise

return Key to this strategy 1s matching policy
payments to income from assets This means that,
as nterest rates nse or fall, the Society’s ability to
pay benefits 15 much less affected, thereby
reducing the nsk of changing 1nterest rates
negatively impacting Econromic Capital.

This strategy necessanly leads to a relatively
conservative mvestment approach. The Society's
portfolio consists pnmanly of Bntish government
secunties (gilts), corporate bonds, and cash Dunng
the last few years, the Society has elimnated 1ts
holdings 1n capital intensive equities and property

Given our strategy, the investment return needs to
be seen 1n context of the increased capital
distribution resulting from wnvesting 1n relatively
low risk assets The resulting return 1s Lkely to be
lower than from a portfolio invested 1n equities and
property However, and this 15 cntical, capital
distnbution will be sigmficantly higher

While 1t 15 impossible to fully mitigate the nsk of
credit defaults or the widemng of credit spreads
due to market turbulence, the Board beheves that
our low nsk investment portfolio will provide better
protection than an alternate one which carnes
higher risk As discussed on page 3, 1t 1s the Board's
ntention to continue with this investment strategy.

The return on investments 1n 2015 was 0.2%, which
takes inte account the reduction 1n asset values
caused by interest rate movements As a result of
our matching policy, the Society’s habihties have
fallen by an equwalent amount to the assets
Consequently, the part of the return ansing from
the change 1n asset values has been added back
(1 3%) 1n order to arnve at the fund performance
which, 1n 2015, was 1 5% before charges of 1.5%

In considenng an approprnate increase to policy
values, we are informed more by the long-term
sustainable rate of return, secured when
contrnbutions were onginally invested, than by the
in-year performance The underlying return 1s of
the order of 2% pa after deduction of charges

The Board has confirmed therefore that, for 2015,
policy values will increase at 2% pa for UK with-
profits pension policies (1.6% pa for hfe assurance
policies where tax 1s deducted).
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St rategic re pOI’t continued

As the wath-profits fund reduces n size, the
underlyng investment return necessanly changes.
Interest rates have been falling for more than 20
years and, since 2009, they have persisted at
historically low levels. Increases to interest rates
have been forecast for several years now but there
has always been one development or ancther that
has meant any expected change has not happened.
The world economic turmoil at the beginming of
201615 a case in point.

where policyholders postpone taking retirement
benefits, we have to reinvest assets at the interest
rates prevailling at the time. Consequently, the
underlying rate of 2% would ultimately have to
reflect this potentially lower return

Subject to thms uncertainty about policyholder
behaviour, discussed further on page 3, our
conclusion 1s that the undertying rate of return of
2% pa 15 likely to be sustamnable.

Predicting the future

Lower interest rates, the existence of Guaranteed
Investment Returns, and the potental for
policyholders to exercise their nght to remamn with
the Society past their contractual date, represents
the most sigmificant nsk faced by members. Many
policies have Guaranteed Investment Returns of
3.5% per year, so, the longer members remain, the
more this guarantee has to be paid for out of
capital

As discussed 1n the Chairman’s statement, the
Board 1s investigating these nisks 1n more depth to
better predict and prepare for future events

Unit-linked business

As the Society reduces 1n size, the annual
management charge of 0 5% pa that has been levied
on umt-linked business for many years 1s not
sufficient to cover the admimstration costs of
runming these policies Any shortfall has to be
covered by the assets belonging to with-profits
policyholders who themselves already pay an
annual expense charge of 1% The Board considered
that 1t would be fair and proper to bring a greater
degree of consistency between the two types of
policyholders and, from 1 Apnl 2016, the charges
on many umt-linked policies will be increased This
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15 the first ncrease 1n annual management charges
n 20 years.

Not only does the increase bnng a greater degree
of consistency between the charges for umt-linked
and with-profits policyholders, but it 1s much more
n bine with market norms

We have also concluded that the number of umt-
linked funds under management, at 107, 15 too
many Many of the smaller funds are about to be,
or already are, sub-economic so the nvestment
returns and fund admimstration costs are going to
deviate matenatly from what umt-linked
policyholders had expected when they selected
thear fund linkage.

while 1t 1s impossible to provide exactly similar
alternatives, we am to provide umt-linked
policyholders whose funds are closing with an
acceptable choice of funds

In consequence of these important steps in regard
to umt-linked policies, this business becomes less
of a capital strain to with-profits policyholders

Providing the best value-for-money
cost base

We consider value-for-money to be where
admimstrative expenses reduce n line with the
run-off of policies as policyholders retire During
2015, the reduction n policies was approximatety
35,000, a 7% fall over 2014 This 15 shightly hgher
than n the last two years, dniven by pension
freedom legislation, Admwmistrative expenses fell by
c10% from £29m to £26m. We also ncur costs
through the need for one-off projects. Success for
such spend 15 to reap the benefits of the projects,
which are often cntical to enabling capital
distribution

Total costs in 2015 have fallen to £43m, from £46m
n 2014, down from £115m wn 2009.

Reducing admmstrative expenses 1w line with
policy run-off requires efficiency savings to be
made, which more than mitigate upward pressures
on the cost base such as inflation In any given year,
1t 15 not always possible to achieve this due to, for
example, the exit of a group pension scheme




However, aver time, the associated costs will be
managed downwards. Therefore, 1t s far to
measure the change over the penod since the
current Board was constituted in 2009

% reduction between 2009 and 2015

Admimstrative expenses 35

Polcy numbers 28

The main areas of saving continue to be from the
Lean Manufacturing techmques first introduced 1n
2011  Lean Manufactunng promotes continuous
improvement and operational excellence within
the business In consequence, staff numbers,
including contractors, fell from 357 n December
2014 to 318 by the end of 2015

Building on this work, the Society launched a new
cost reduction programme 2014 called
Simphfication, aimed at removing complexity and
ensuring that the cost base 15 more directly
abigned to policy run-off As the Society becomes
smaller, some products and funds will become
uneconomic and, i the case of the umt-linked
funds discussed on page 8, more nsky for
policyholders as a result

Addressing our costs of admimistration in a timely
manner 15 the most sigmficant ritigation to
expenses not reducing tn line with policy run-off.

In setting targets to deliver a value-for-money cost
base, the Board 1s mindful of the need to have n
place strong controls. In ths respect, the Society
operates a robust and comprehensive nsk
management framewark described in more detail
on page 19 Service to policyholders 15 momtored
very regularly and, throughout 2015, we have
performed within the standards agreed by the
Board.

Essential to the success of the Society 15 a
motivated and engaged workforce, which 15
flexable, responsive and capable of living up to the
Society’s values of transparency, fairness,
affordability and delivering for our policyholders.

Each year, staff are asked to complete a survey
covering areas important to ther engagement at
work. In 2015, the vast majonty of staff clearly
understood therr role n recreating value for

policyholders and agreed that the Equitable Life 15
a good place to work This follows very simlar
results 1n previous years The Board would like to
thank atl staff for thewr contnbution and
commitment to delivenng policyholder value.

The Society currently levies a charge of 1% pa on
with-profits assets to cover the costs of running
the business The Lean Manufactunng and
Simplhfication work has been fundamental to
keeping costs within that 1% 1n recent years

We have also built up a cost reserve, which,
together with the 1% expense charge, 15 wntended
to provide sufficient funds to meet the Society’s
future costs

Following successful completion of the main nsk
reduction 1mtiatives, exceptional  project
expenditure duning 2015 of £5m 15 sigmficantly
lower than in previous years It 1s planned to
continue at ths lower level duning 2016 and
beyond

The perspective of policyholders

We place great store on what pohicyholders think
about our strategy. Every year, we seek the views
of a representative sample of pobcyholders
through questionnaires and focus groups.

We are pleased to report that the great majority
of with-profits policyholders continue to consider
the Board to be steenng the Society 1n the nght
direction. Qur staff take great pnde 1n providing a
trusted and valued service to policyholders So, it
15 very pleasing to know that, in the last survey
conducted wn  October 2015, almost all
policyholders who had engaged with our staff felt
that they had responded positively
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Principal risks

The Society operates a comprehensive nsk
management framework through which 1t
identifies, momtors, reports and manages s
principal nisks within nsk appetite and ensures
that adequate capital 1s held against them

The main nsks relevant to the Society are
descnibed below As exptained on page 5, capital
has to be held against these risks. Simply stated,
the more nsk the Society takes in managing 1ts
business, the more capital 1t needs to hold 1n case
things go wrong Hence, the Board’s focus on
reducing these risks.

While the individual nisks are 1mportant, the Board
also considers certain combinations of nsks This s
particularly relevant 1n  turbulent market
conditions For example, falling interest rates
combined with policyholders defernng benefits n
an economic environment of credit defaults and
divergence of swap and gilt vields would put at
nsk the current level of capital distribution

Insurance rnisk

Insurance nsk refers to fluctuations in the timing,
frequency and seventy of insured events relative
to the expectations of the Society at the time of
underwnting.

The most matenal insurance nsk 1s in regard to
maturnities and transfers not being 1in line with
estimates.

Approximately half of ndwidual wiath-profits
policies and the great majonty of company
pension schemes’ with-profits policies are entitled
to a Guaranteed Investment Return of 3.5% pa.

Where policyholders defer retirement, more
capital needs to be held for longer and 1s not
therefore available for early distribution This is
particularly onerous 1n a penod of sustained low,
or falling, interest rates.

To mitigate this nisk, the Society holds a series of
denvatives called swaptions When nterest rates
are low, the value of the swaptions nses,
offsetting the increase in Economic Capital that
might anse as a result of policyholders defernng
retirement. When interest rates rnse, the value of
the swaptions will fall but will be offset by a

reduction in Economic Capital, leading to mimmal
change 1n overall surplus

The second matenal insurance nsk 1s 1n regard to
expenses not reducing n hine with policyholder
run-off, This 1s discussed on page 72. The nisk
reduced dunng 2015 following the wntroduction of
the Society’s Simplification programme.

Liquidity risk

This 1s the risk that the Society 1s unable to meet
short-term cash flow requirements, particularly
those 1n respect of policyholders taking their
benefits

The Society continues to hald high levels of liquid
assets n order to provide protection against the
scenaro of policyholders who have passed their
earbest contractual date deciding to take their
benefits immediately

The mpact of such an event would be
approximately £1.4bn and lLguwd  assets
sigmficantly in excess of this amount are held in
rmitigation

Credit risk

Credit nsk refers to where a counterparty fails to
pay amounts n full when due The mawn credit
risks faced by the Society are-

1) Default nsk the nsk of default on 1ts
portfolio  of fixed-interest secunties,
especially corporate bonds.

n) Counterparty nisk: the nsk of default by
any of 1ts reinsurers.

The Society seeks to liimit exposure to credit nsk
by setting robust selection cntena and exposure
bmits covering factors such as counterparty
financial strength, The Society monitors aganst
these Limts so that appropriate management
actions can be taken to pre-empt loss from default
events No defaults occurred n 2015,

The major reinsurance treaties are with
compames in Lloyds Banking Group At EQ 5bn,
these exposures are much reduced following the
unit-linked transaction discussed on page 53.




Market risk

(1) Interest rates the nsk that interest rate
changes have a financial impact through any
mismatching of assets and Labiities The
Society closely matches the expected income
from assets to the expected outgomngs from
policy matunties The more closely we are
matched, the less capital 15 required against
nterest rate movements.

Dunng 2015, there were two adjustments to
asset duration following the year-end and
half-year Liabihty valuations. They had the
wmpact of further strengtheming cash flow
matching.

(n} Spread nsk changes in the value of corporate
bonds relative to gilts could have a financial
impact on our Solvency |l capital calcutations.
Credit spreads widened somewhat n 2015
and wn 2016 dnven by market conditions. As
tong as policyholders do not change their
behaviour, we will hold the bonds until they
mature The Society invests in a diversified
portfolio of high-quality corporate bonds,
thereby reducing the potential exposure

(m) Swap basis nsk Solvency Il reqwres habibities
to be valued using swap rates, whereas our
assets are pnmanly gilts and bonds. In 2016,
we have seen divergence of swap rates from
gilt rates, which 1s impacting the Society’s
solvency position

{iv) The EU referendum, potentially leading to
Bntain’s exit, 1s likely to dnve volatiity n
markets Such conditions could lead to some
of our wsurance, credit or market nsks
becorming a reality.

Operaticnal nsk

Operational nsk 1s the potential for loss to result
from 1nadequate or faled internal processes and
systems, human error or from external events, The
main sources of operational nsk for the Society
are* first, those related to delivery of senices to
our policyholders; second, the delwvery of services
to the Socety by sigmificant third party suppliers;
and third, nsks in executing strategic projects

Cyber attacks on compames are a growing threat
that could lead to loss of policyholder data,
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operational disruption and reputational damage
The Board regularly assesses the threat level n
the UK, along wath the Society’s defences against
vanous potential attacks, working closely with
supphers. It also conducts simulations to ensure
the Society 15 as prepared as 1t can be.

Regulatory risk

Regulatory nsk 1s the nsk to capital and reputation
associated with a falure to dentify or comply
with regulatory requirements and expectations

We put great store n having an open and
cooperative relationship so that our regulators
fully understand our run-off strategy and how we
are performing against our objectives We have
arrangements 1n place to identify new regulatary
developments, implement changes to meet these
requirements, and momtor cngoing compliance.

Conclusion

Each year, the Board reviews 1its strategy and
evaluates whether it remains fit for purpose. Our
Simpiification ptans and policyholder behaviour
analysis provide a very good foundation for the
next phase of our strategy. While the Society faces
a number of nsks to the achievement of its
strategic objectives, the Board 15 confident that
policyholder value can continue to be created.

We have begun 2016 facing volatile and turbulent
markets at exactly the same time as a change n
the solvency regime Your Board 1s focused on
ensunng the nght outcomes are made for you, our
policyholders, through this difficult time

CAMW s

Chns Wiscarson
Chief Executive

Stimon Small
Finance Director

21 March 2016




Board of Directors

fan Brimecome (b}(c)

Chairman

lan Brmecome was appointed Chawrman In
September 2009. He jomned the Board n January
2007 and s Chairman of the Nominations
Commttee lan 1s Chairman of Axa UK plc, Tokio
Millennrum Re AG, Tokro Manne Kiln Group Ltd,
Tokio Marine North Amenca, Delpht Financial Group
and HCC Holdings He 1s also Executive Charrman
International of Tokio Manne Holdings, Deputy
Chairman of Tokio Manne Asta and a non-executive
Director of Edelweiss Tokio Life lan has more than
30 years of expenence of the financiat services
industry 1n a wide vanety of roles and has advised
on more than 100 merger and acquisition
transactions 1n the insurance and asset management
industnes in more than 20 countnes.

Chris Wiscarson

Chief Executive

Chns Wiscarson was appointed Chief Executive n
September 2009 Before that, he was a member of
the Group Executive Committee at Lloyds Banking
Group. He started his career with Equitable Life,
before moving to South Afnca 1n 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 joined the
Lloyds Banlang Group, where he held a number of
senrtor roles including European Director and
Finance Director of the Lloyds Abbey bLife Group,
then Chief Executive of Lloyds TSB Life At the
beginming of 2000, he was appointed the Director
responsible for the non-UK businesses in the Lloyds
TSB Group before taking up the position of Group
Integration Director

Keith Nicholson (a)}(b}(c)

Deputy Chair and Semor Independent Director

Keith Nicholson joined the Board in August 2009 He
was appointed Deputy Chawrman on 1 July 2012 and
chairs the Audit and Risk Commttee Keith left
KPMG wn 2009 after more than 30 years with the
firm. He has a wealth of expenence with financal
services companies covering audit and adwvisory
roles These included FTSE 100 compames in the UK
and non-UK multinationals. Keith s Chairman of
Liberty Special Markets He 15 also a non-executive
Director of Just Retirement Group plc

Simon Small

Finance Director

Simon Small joined the Society as Finance Director
n July 2012 He 15 responsible for the Socety’s
Finance, IT, Business Change, Company Secretanat
and Investment functions, and takes a lead role n
capital and strategic planmng Simon, a qualified
accountant, has particular expertise in the financial
and administrative aspects of operations and IT. He
had previously worked at Lloyds Banking Group for
over 20 years, latterly as the Finance Director to
the team responsible for delivenng the synergy
benefits 1n the merger of Lloyds TSB and HBOS.
Simon’s expertise extends to negotiating deals,
restructunng company finances and delivenng
efficiency savings
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Penny Avis (a)

Penny Avis joined the Board n January 2015. A
Chartered Accountant, Penny 15 a former Deloitte
corporate finance partner with wide-ranging merger
and acquisition and accounting expenence Penny
was an elected non-executive Board member at
Deloitte UK LLP responsible for oversight of
executive management and acted as a mentor to
partner-track dwrectors Pnor to Deloitte, Penny
worked for PwC and Arthur Andersen. She 15 a non-
executive Director, and charr of the Audit
Commttee at Envestors Ltd, a private corporate
finance business

Cathryn Riley (a)(b)(c)

Cathryn Riley yoined the Board in August 2009 She
chairs the Society’'s Remuneration Committee fna
wide-ranging career covenng customer services, IT,
operations, human resources and general
management, Cathryn has worked for Bntish Coal,
Bntish Airways, Coopers & Lybrand, BUPA and
latterly Aviva plc where she was Group Chief
Operations Officer and a member of the company
Executive Commttee She 15 a non-executive
Director of International Personal Finance plc, ACE
Underwnting Agencies Ltd, ACE European Group Ltd
and AA [nsurance Sepnces Ltd.

lan Gibson (a)

lan Gibson joined the Board i August 2013 lan
retired from Legal & General n 2007 after more
than 35 years with the orgamsation He 1s a
qualbified actuary and has extensive expenence of
managing and advising on with-profits funds After
retinng from Legal & General, lan worked as an
actuanal consultant providing advice on, among
other things, Solvency Il and bfe fund transfers He
has also served on the Supervision Committee of the
Life Board of the Institute and Faculty of Actuanes

Key to membership of principal Board
Committees

(a) Audit and Risk

(b) Remuneration

(c) Nomination
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Directors’ report

Principal activities

The pnncipal activity of the Society dunng 2015
remained the transaction of life assurance, pension
and annuity business in the form of guaranteed,
participating and umt-linked contracts. The Society
closed to new business on 8 December 2000. The
financial statements of the Society are shown on
pages 47 to 82 The operations of the Socety are
descnbed in the Chairman’s statement and the
Strategic report, which ncludes reference to
certain key performance indicators The Directors’
remuneration report and details of the governance
arrangements of the Society are given n the
Corporate governance statement on pages 16 to 37

Directors

The Diwrectors shown on the previous pages were
Directors throughout the year with the exception of
Penny Awvis, who was appointed on 16 January 2015.

All the Society’s Directors will retire at the Annual
General Meeting (“AGM™) and offer themselves for
re-election.

Directors’ indemnities

The Society mamtains directors’ and officers’
bhability insurance, which gives appropnate cover
for any legal action brought agawnst its Directors.
The Society has also provided an indemmty for
each of 1ts Directors, which 15 a qualifying third
party indemmty provision for the purposes of
section 234 of the Compames Act 2006

Principal risks

The Strategic report sets down the Society's
pnncipal nsks and 1ts arrangements for managing
these and holding capital against them.

Directors’ responsibilities 1n respect of the
financial statements

The Compamies Act 2006 requires the Drectors to
prepare financal 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 penod. In prepanng those
financial statements, the Directors are required
to:

» Select suitable accounting policies and then
apply them consistently;
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* Make judgements and estimates that are
reasonable and prudent,

« State whether applicable accounting standards
have been followed, subject to any matenal
departures disclosed and explained 1n the
financial statements,

¢ Prepare the financial statements on the going
concern basis unless 1t 15 nappropnate to
presume that the Society will continue in
business, and

« Consider whether the Annual Report and
Accounts taken as a whole 1s far, balanced
and understandable and provides the
information necessary for members to assess
the Society’s performance, business model and

strategy.

The Directors have complied with the above
requirements. The Directors are responsible for
keeping proper accounting records, whch disclose
with reasonable accuracy at any time the financial
position of the Society, and enable them to ensure
that the financial statements comply with the
Compames Act 2006, as descnbed 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 rregulanties

The financial statements are published on the
Society’s website The maintenance and 1ntegnty
of this website 15 the responsibility of the Directors.
Legislation in the UK goverming the preparation and
disserination of financial statements may differ
from the legislation 1n other junsdictions.

Statement of disclosure of information to
auditors

The Diwrectors have taken all the steps that they
ought to have taken n order to make themselves
cogmsant of any relevant audit information and to
establish that the Society's auditors are aware of
that information. To the best of their knowledge,
Directors consider there 1s no relevant audit
informatron which has not been brought to the
attention of the Society’s auditors.




Long-term viability statement

In accordance with the 2014 UK Corporate
Governance Code, the Board has assessed the
prospects of the Society over a penod longer than
the 12 months required under the going concern
provisions.

For a number of years, a model has been used by
the Board to assess the financial viability of the
Society The model projects the solvency position
of the Society under 500 different economic
scenarnos, to determine the affordability of capital
distribution. It has been designed and built and 1s
used under approved guidelines and reflects the
Solvency !l regime.

The model has a number of assumptions and
himitations, the most important being that it does
not model changes in policyholder behaviour and
other nsurance-related nsks To mtigate this,
asset values 1n each scenario are adjusted to allow
for potential losses from these rsks.

In addition, the Board also reviews the results of
stress testing and sensitivity analysis of key
vanables, to ascertain what combination of events
could cause solvency to fall below nsk appetite
This has enabled the Board to conduct a robust
assessment of the pnncipal nsks facing the Society

while the model can project over the entire run-
off penod, the Board believes that 1t 1s more
appropnate to consider a three year time frame
for the purposes of the viability statement. This
matches the penod covenng the Society’s Business
Plan, which 1s approved annually at the December
Board meeting. Greater confidence can be placed
on shorter-term projections, because the model
results are less exposed to uncertainties wnherent
n any longer time frame, particularly those
associated wath policyholder behaviour and
nsurance nsks.

Based on the above analysis, the Board has
assessed the Society’s prospects with reference to
the principal nsks, strategy and risk appetite as
set out n the Strategic report Consequently, the
Board 1s confident of 1ts ability to manage adverse
scenanos that may arnse, recogmising 1n some
scenanos that reductions to policyholder payments
would be required The Board, therefore, has a

reasonable expectation that the Society will be
able to continue wn operation and meet 1ts
habibties as they fall due over the penod to 31
December 2018.

The Board’s conclusions on information to
members

Having taken advice from the Audit and Risk
Committee, the Board considers that the Annual
Report and Accounts, taken as a whole 1s far,
balanced and understandable, and provides the
information necessary for the Society’s members
to assess the Society's performance, business
model and strategy.

Employees

Employees of the Society have been regularly
informed, and consulted, on matters of concern to
them The Society s an equal opportunities
employer All employment applications, traimng
opportunities, career development, and promotion
are fully considered with regard to an individual’s
particular aptitudes and abibties 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 by order of the Board

caa A Lg

Jean Fleet
Company Secretary

21 March 2016




Corporate governance statement

1. Statement from the Chairman

The Society aims to meet the highest standards 1n
corporate governance and voluntanly adopts the
relevant provisions of the 2014 UK Corporate
Governance Code (“UKCGC”) and the UK
Stewardship Code The Society 15 reporting against
these codes. The Board 1s responsible to the
Society’s members for good corporate governance
and applies high standards to ensure that tins 1s
achieved.

b would like to give my personal confirmation of
the importance the Board attaches to ensuring
continuing good performance throughout the
Society. More nformation on the processes for
carrying out the reviews 1s given below

This report summarises the Society’s governance
arrangements, inctuding reports on each of the
Board Committees Personal statements from the
Chair of the Audit and Risk Committee and the
Chair of the Remuneration Commttee are also
ncluded below

2. Governance by Directors

The Board

The Board meets regularly to lead, control and
momtor the overall performance of the Society
The Board’s principal functions are: to deterrmine
the strategy and policies of the Society, to set out
gundelines within which the business 15 managed,
and to review business performance The Board

considers and decides on all major matters of
Society corporate strategy and ensures that the
strategy 15 consistent with 1ts appetite for nisk
There 15 a formal schedule of matters reserved for
the Board’s decision Members of semor
management supply the Board with appropnate
and timely information and are available to attend
meetings and answer questions Authonty 15
delegated to the Chief Executive far implementing
strategy and managing the Society

The roles of Charrman and Chief Executive are
separated and the Chairman has prnimary
responsibility for the effective functioming of the
Board.

Board Committees

The Board formally delegates certain speafic
responsibilities to the three Board Commttees
descnbed elsewhere n this report The Terms of
Reference of the Committees are available on the
Society’s website www.equitable co.uk or on
request

Board and Committee meetings

Details of the number of meetings of the Board
and Board Committees, and attendance by
Directors are set out 1n the following table

Board Audit and Risk Nominations Remuneration
Committee Committee Committee

Number of meetings dunng 2015 8 5 1 3
Attendance by Directors

lan Brimecome' 7 1

Keith Nicholson 8 5 1

Chns Wiscarson 8 1 -
Simon Small 8 - -
Penny Avis? 8 2 - -

lan Gibson 8 5 - -
Cathryn Riley 8 5 - 3

Pages 12 and 13 show details of Committee membership

' The Chairman could not attend the meeting on 13 February 2015, which was arranged at short notice to delegate authonty for the payment of certan
investment transactions The Chairman had given prior approval of the sole agenda item

1 Penny Avis joined the Audit and Risk Committee 1n Septermber 2015




Taking advice

The Board and its Committees are able to take
advice from professional advisers to assist them n
assessing the business of the Society Each
Director has access to the Company Secretary.

Subject to defined procedures, Directors may also
obtain wndependent professional advice, at the
Society’s expense, about any matter concermng
the Society relevant to their duties.

Directors

The Board had two executive Directors who served
throughout 2015: the Chief Executive and the
Finance Director. There are five non-executive
Directors on the Board Penny Avis was appointed
a non-executive Director on 16 January 2015
The Chairman and the Deputy Chairman are
elected by the Board The current Board members
are descnbed on pages 12 and 13

The Board reviews the independence of the non-
executive Directors and has concluded that Penny
Avis, lan Gibson, Keith Nicholson and Cathryn Riley
should be considered to be independent.

The Directors’ remuneration report on pages 25 to
37 explains the basis of remuneration of the
executive and non-executive Directors

Performance evaluation

The Board reviews 1ts own performance and that
of 1ts Committees each vyear In 2013, we
commissioned the Board’s ndependent adwvisor,
Nicholas Wells, to carry out a full review of the
Soclety’s Board and its Committees This took into
account the guidance 1n the UKCGC that an
evaluation of the Board of FTSE 350 compames
shoutd be externally facilitated every three
years. In 2015, the Board reviewed responses to a
questionnaire completed by Directors, and agreed
relevant actions It s proposed that an
independent review will next be carned out n
2016

Typically, non-executive Directors spend at least
20 days on work for the Society each year,
including attendance at Board and Board
Committee meetings Directors regularly visit our
offices 1n Aylesbury to spend time with our staff to

understand better the key nsks and controls of
running our business

With assistance from the Nomnations Committee,
the Board reviews the performance of individual
Directors annually. The non-executive Directors
meet under the leadership of the Semor
Independent non-executive Director to review the
performance of the Chairman In conducting these
reviews, the Board has regard to the guwdance on
performance evaluation accompanying the UKCGC
The Board recognmised that, in accordance with the
Code, any term beyond six years for a non-
executive Director should be subject to
particularly ngorous review and should take into
account the need for progressive refreshing of the
Board

In the light of the reviews referred to above, the
Board considers it has the appropnate balance of
skills and expenence to meet the requirements of
the Society’s business The diverse expenence,
skills and independent perspective of the Directors
provide effective review of and challenge to the
Society’s activities.

Appointments to the Board

Directors must retire and seek re-election at the
first AGM following appointment. The Society’s
Articles require cne third of the Directors who are
subject to retirement by rotation to retire at each
AGM and also that all Directors must submut
themselves for re-election by rotation at an AGM
at least every three years All the Society’s
Directors will retire and offer themselves for re-
election at the 2016 AGM

The ongoing sutabibity of Directors 15 subject to
annual review by the Board, as adwvised by the
Nominations Committee The Board’s policy on
remuneration 15 set out n the Directors’
remuneration report.

3. Management of the Society

The Executive team meets weekly to manage
business activities Papers are prepared and
presented to the Board and 1ts Committees by the
Executive team The Executive team comprises




Corporate governance statement contnued

the Chief Executive; the Finance Diwrector, the Risk
Dhrector; the Chief Actuary, the Head of Customer
Service; and the Head of Human Resources.

The Chef Actuary, Martin Sinkinson, advises on
the Society’s abiity to meet obligations to
policyholders He i1dentifies and assesses the risks
that could have a matenal impact on meeting
these objectives as well as 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 habilities,
and reports on the results The Society 1s also
required to appoint a With-Profits Actuary, who
advises the Board on key aspects of the discretion
to be exercised affecting with-profits business,
ncluding the fair treatment of and commumcation
with wath-profits policyholders, and advice on
bonus rates. Lowse Eldred 15 the With-Profits
Actuary.

The Board has responsibiity for investment
strategy, 1nvestment policy and appomnting
investment managers These responsibilities are
discharged through the Society’s Asset and
Liabiity Committee, which 15 chawred by the
Finance Director The Committee takes advice
from the Chief Actuary and the Chief Investment
Officer, and regularty baises with the investment
advisers to oversee day-to-day investment matters

The Finance Director 1s the executive responsible
for the Society’s Finance, IT Change, Company
Secretanat and Investment functions He also runs
the strategic and planning processes and momtors
progress against targets.

Monthly management nformation in respect of
financial  perfermance, fawr treatment of
policyholders, complaints handling, risk
management, compliance and investment
performance 15 prepared and reviewed by semor
management, the Executive team and the Board

Each year, the Society prepares a three-year
business plan and budget to assist n the
monitoring of results, assets, bablities and
investment performance  Actual performance
against these plans 15 actively momtored and,
where appropnate, corrective action 15 agreed and
implemented.

The Head of Customer Service, Soma Sahnan, 15
responsible for ensunng that the day-to-day needs
of policyholders are met through the Customer
Service and other operational teams.

The Risk Director, Dave Pearce, 15 responsible for:
providing the framework of nsk policies; processes
and approaches to be followed by staff; and for
reporting to the Audit and Risk Committee and the
Board on the key nisks facing the Society and how
those nisks are controlled and managed

The Head of Human Resources, Carol Whitehead,
1s  responsible for establishing appropnate
standards of recruitment; staff performance
review, umon relations, and staff commumcations

4. Internal controls and risk
management

The Directors are ultimately responsible for the
Society’s system of nternal control and for
reviewing management’s  arrangements for

<ensuring 1ts  effectiveness, including the

effectiveness of controls over outsourced activities.
This system 1s designed to manage rather than
elimnate the nsk of failure to achieve business
objectives The system «can only provide
reasonable, rather than absolute, assurance
against matenal loss or msstatement The
Directors seek to ensure that the Society mtigates
1ts exposure to risks consistent with its strategy

They also take into consideration the matenality
of the rnisks to be managed and the cost-
effectiveness of the relevant aspects of nternal
control

The recapture of the Society’s umt-linked business
from Halifax Life was completed n March 2015
The operational nsks associated with the end to
end management of the umt-linked business, such
as box management, fund prtcaing, and new third
party relationships, are now managed and
controlled by the Society In bringing back the
umt-linked business, the Society took steps to
ensure that appropnate processes, systems,
capabibty and controls were in place to manage
this business.
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The Society has reviewed the effectiveness of 1ts
nternal contrel environment for the umt-linked
business In doing so, assistance has been sought
from Ernst & Young, who have carned out
independent reviews to validate the effectiveness
of the operation of the Umt Pncang Commttee
and the Asset and Liability Committee, A report
confirnmng the effectiveness of the controls for
unit-linked business was presented to the Society’s
Audit and Risk Committee in September 2015.

In March 2015, we contracted with Canada Life to
transfer to them the Society's £0 9bn annuity book,
thereby releasing further capital for distmbution
to policyholders The transfer of the annuity book
to Canada Life completed successfully in February
2016 The Society worked closely with Canada Life
to ensure that the nsks associated with the
transfer were appropnately managed through to
completion

On behalf of the Board, the Audit and Risk
Committee has reviewed the effectiveness of the
rnsk management and internal control systems for
the year ended 31 December 2015, taking into
account matters ansing up to the date of this
report.

The review demonstrated that the Society has in
place a comprehensive set of rsk management
and nternal control arrangements These include
the dentification, assessment, measurement,
monmtoring, reporting and management of risks A
programme of nternal audits and compliance
monitoring takes place to provide assurance that
the Society's controls are fit for purpose and that
regulatory requirements are being met No
matenal control 1ssues arose 1in 2015 and there
were no materal rnsk events or breaches dunng
the year If sigmficant faiings or control
deficiencies were to be 1dentified, the Committee
would confirm whether or not appropnate
remedial action had been taken The review
concluded that the Society’s nsk management and
internal control systems are operating effectively.

The pnincipal components of the Society’s system
of internal control are detalled below The Society
follows the wndely recogmsed ‘three lines of
defence' approach to governance, under which
primary responsibiity for day-to-day nsk

management and comphance rests with business
areas. Oversight and challenge 1s provided by the
Risk and Compliance function as the second line of
defence, and independent assurance 1s provided
by Internal Audit as the third line of defence

Control environment

The Socrety 1s committed to the highest standards
of business ethics and conduct, and seeks to
maintain these standards across all of ts
operations The Society regularly reviews s
governance arrangements and guwding prnnciples to
ensure that these remain approprate for its
business

An appropnate organisational structure for
planmng, executing, controlling and momtoring
busminess operations 1s 1n place 1n order to achieve
the Society’s objectives The structure 15 reviewed
and updated on a regular basis, taking into
account the different prionties of the Society’s
business, to ensure that 1t provides clear
responsibiities and control for key areas Separate
functions have been established for Risk
Management, Comphance and Internal Audit,

Risk management

The Audit and Risk Commttee has delegated
authonty from the Board for reviewing the
Society’s internal control and nsk management
systems, and for momtoring performance against
the Board’s risk appetite

The Risk Director 1s responsible for ensuring that
there 15 an effecive and well-documented
enterpnse-wide nsk management framework,
ncluding:

« A nsk and control self-assessment process no
less frequently than half-yearly, which requires
senior management to attest to the nsks and
associated controls 1n place within thewr area of
the business;

* Risk management policies for all pnincipal nsk
categones. Matenal changes to these policies
are approved by the Board,

¢ The agreement by the Board of nsk appetite
statements which are closely linked to the
achievement of the Society’s strategic
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objectives, and key nsk ndicators for
momtoring against nsk appetite;

¢ A robust and consistent approach across the
Soaiety for nsk identification and nisk
assessment, and

¢ Detailled momtonng, review and reporting on
maternal nisks, ncluding to the pnnecpal
management and risk committees,

The Risk Management Framework 15 designed to
meet the requirements and standards set by the
Prudential Regulation Authonty (“PRA™) and the
Financial Conduct Authonity (“FCA”), and under
the new Solvency |l requirements which applied
from 1 January 2016

The Strategic report sets out the principal nsks
faced by the Socety.

Monitoring and other assurance activities

Assurance 15 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 Annual Assurance plan,

e Regular reporting by Internal Audit on findings
from audits and other assurance reviews, and
the management actions to address the
findings,

* Annual review of effectiveness of key internal
controls by the Executive team and the Audit
and Risk Committee,

s Reporting on the regulatory environment and
associated regulatory nsks by the Society’s Risk
Dwrector,

s Review of emerging nsks, therr imphcations for
the Society, and identification of appropriate
mitigating actions;

e Reports recewed from the Society’s Risk and
Compliance functions on speafic elements of
risk and their management, and

s 'The' wofk of other ndependent advisers
commissioned to report on specific aspects of
mternal control

The Audit and Risk Committee momtors the status
of actions to improve the effectiveness of the
system of internal control

Internal Audit

The Society’s 1n-house Internal Audit team
provides assurance over the operation of
governance, risk management and the system of
ternal controt. This team draws on techmcal
audit support from a specialist third party

The programme of nternal audit reviews 1s based
on the Society’s nisk profile, ndependently
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 Executive
Committee and are reported to, and reviewed by,
the Audit and Risk Committee

5. Governance Advisory Arrangement

In February 2015, the FCA set out new rules for
providers operating workplace pension plans to
take effect from 6 Apnil 2015 From that date,
those providers had to have set up an Independent
Governance Committee or have appointed a
Governance Advisory Arrangement (“GAA”), whose
prncipal function would be to

e Act solely in the interests of the members of
those pension plans, and

s Assess the ‘value for money’ delivered by the
pension plans to those members

Pitmans Trustees Limted were appointed to
provide the Socciety’s GAA for our workplace
pension plans, which were all grouped personal
pension plans at commencement. The GAA 15
required to produce an annual report on a number
of matters, including an assessment of the value
delivered by these pension plans A copy of ther
report, dated March 2016, 1s available on our
website In the report, they conclude that our
grouped personal pension plans “represent
reasonable to good value for money, taking into
account the benefits offered to members.”

6. Policyholder communications

The Board s committed to open communications
with policyholders, We continue to simplify our
processes and written matenal, dispensing with
jargon as much as possible
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In January 2015, we wrote to ndividual
policyholders about the forthcoming pension
changes

In March, we wrote to policyholders to advise
them about the transfer of our annuity book of
business to Canada Life This was followed by a
mailing 1n October giving details of the transfer as
well as the Court process for the approval of the
transfer.

During the summer, focus groups were held with
umt-inked policyholders to obtain feedback on
topics, ncluding their view of the Society and how
we communicate with them, including the
information available on the website

The October mailling drew attention to. the
information available on the website for with-
profits and umt-linked policyholders, and the
impending review of our umt-tinked business In
December, details of changes to fund charges and
our plans for simplfying the range of funds
available were sent to umt-linked pohcyholders

Notice of the 2015 AGM was sent to all Members of
the Society, together with the Summary Annual
Report We advised in October 2015 that, as the
Society’s Report and Accounts are published on
our website, copies would only be provided to
those who have requested to recewe a paper
version

Simplified Annual Statements were 1ssued to all
with-profits and umt-linked policyholders n Apnl
2015.

In October, quantitative research was undertaken
among a large group of policyholders. This
research provided valuable feedback and, most
importantly, the great majonty of policyholders
researched considered the Board to be steenng
the Society 1n the nght direction

At the AGM, members of the Board are available
to answer questions. Separate resolutions are
proposed on each 1ssue so that they can be given
proper consideration Resolutions are dealt with
on a show of hands unless a poll 1s 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 speafically provides for members to be able
to abstain on a resolution or resolubons 1If they
wish Wntten feedback on their view of the
Soclety was invited from those who attended the
AGM.

The Society produces a document setting out its
Principles and Practices of Financial Management
In 2015, there were no changes to the pnnaples
There were some changes to the practices There
15 also a simplified version of this document. “A
guide to how we manage the with-profits fund”.
The latest versions of these are available on the
Society’'s website, together with nformation
about with-profits bonus rates Any matenal
changes n these documents are drawn to the
attention of policyholders

Each year, reports are produced by the Board and
by the With-Profits Actuary on how the with-
profits fund has been managed. These documents
are available on the Society’s website and on
request for members without Internet access

7. Board Committees
The Audit and Risk Committee

Statement from the Audit and Risk Committee
Chair

The Board’s approach to governance over audit
and nsk 15 to delegate responsibility to a single
committee the Audit and Risk Commuttee. This
means that we have an efficient and effective
oversight of both the nsk and control framewarks
of the Society as well as taking responsibility for
both internal and external audit. Naturally, this
does mean that the Committee has to ensure an
appropriate balance of discussion between nsk
and audit at 1ts meetings throughout the year
Therefore, i planmng the agendas, they
continued to be structured n a manner so that
rnsk and audit alternate as the first item n our
meetings.

While the Board has’ delegated oversight 1n
relation to nsk matters to the Committee, there
are still occasions when 1t 1s more appropriate for
detailed discussions on nisks relating to speafic
events or transactions to be considered by both
the Committee and the Board Such matters in the
last year ncluded the nsks around: taking back
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our umt-linked business from Halifax Life, the sale
of our annuity book of business, cyber secunty;
implementing the Apnl 2015 pension reforms; and
capital distnbution The Committee took account
of these activities 1n planming its work on nsk for
the year.

The Committee wvited to 1ts meetings members of
the Executive and other senior managers as
appropriate so that they provide their reports at
first hand It enabled them to hear and respond to
the constructive challenges made by members of
the Committee, who draw on ther own
expenience and wider industry knowledge This
approach results 1n the Commttee reaching
agreement on appropnate outcomes for the
Society. In addition, we held meetings separately
with each of the Finance Director, the Risk
Director, the Chief Actuary and the Head of
Internal Audit without any other executives
present. There were no 1ssues or concerns raised
by them n regard to discharging their
responsibilities.

The Committee meets wath Marcus Hine, our
PncewaterhouseCoopers LLP Audit Partner, 1n
private session once a year This session 1s held at
the beginming of our meeting to consider the
Annual Report and Accounts so as to inform the
Committee 1n 1its deliberations There were no
matters arsing that the Committee had to follow
up with the Executive pnor to making 1ts
recommendations to the Board on the Annual
Report and Accounts

The report that follows gives a high level overview
of the matters covered during the year

Penny Avis joined the Commmttee in September
2015 Her wade-ranging expenence will be a
valuable contnbution to the Committee.

(o=

Keith Nicholson
Charr, Audit and Risk Committee

21 March 2016

Audit and Risk Committee report

Throughout 2015, the Committee compnsed Keith
Nicholson {Chair); lan Gibson, and Cathryn Riley.
Penny Awvis joined the Committee in September
2015. Al members of the Commuttee are non-
executive Directors.

The Committee met five times last year and 1t
paxd particular attention te the Socrety’s

+ Fawr, balanced and understandable financial
reporting,

«  Compliance with the UKCGC,

¢ Risk management systems, nsk appetite and
the identification and management of key
risks,

« Arrangements for ensuring compliance with
regulatory requirements, 1n particular,
implementation plans for Solvency Il,

«  Control environment,
e Internal and external audt processes,

s« Resourcing of the nsk, comphance and
internal audit functions as the business runs
off,

¢  Business continuity arrangements, and

e Procedures for handling allegations from
whistleblowers

The Committee assisted the Board n futfilling 1ts
responsibilities 1 regard to the Society’s Financial
Statements and Annual Regulatory Returns to the
PRA The Chairman reported to the Board meeting
that followed each Audit and Risk Committee
meeting, with the minutes of the meetings being
subsequently circulated to the Board

Internal Audit prepared a draft Assurance plan, for
review and challenge by the Committee at its
meeting 1n September The final plan reflecting
the outcome of the review and challenge was
approved at the December meeting

Reports were provided by the Risk Director
throughout the year on the management and
identification of nisks The Committee reviewed
and discussed the nisk assessments, the nsk
appetite statements and the mmtigating actions
prior to submission to Board for approval. Matters
considered by the Committee included
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e Cyber secunty. this 1s an increasing threat and
the Committee recewved assurance on the
effectiveness of the Society’s controls and the
plans 1n place for dealing with potential
attacks;

« The wnplications of the outcome of the UK
General Election;

« The mmphcations of a UK exit from the
Eurgpean Union,

» The arrangements 1n place following the
recapture of our umt-linked business We
received assurance that the controls were
operating effectively; and

e The Committee recewved regular progress
reports from management on the Society’s
preparedness for Solvency Il dunng the year
and reviewed the Own Risk and Solvency
Assessment prior to the Board’s strategy
meeting PncewaterhouseCoopers LLP (“PwC")
were engaged to undertake an ndependent
review on the application of the standard
formula to the Society’s business The
Committee was satisfied that the Society would
be ready for the implementation of Solvency |
reporting

In relation to the financal statements for 2015,
the following sigmficant 1ssues were considered by
the Committee:

+ The methodologies and assumptions used in the
valuation of the Society’s bhabilities were
presented to the Committee by the Chief
Actuary and his team. PwC commented on the
reasonableness of the assumptions, drawing on
their own knowledge and expenence. The
Committee's review focused on the
methodology and data underlying the principal
assumptions of policyholder behaviour and
expenses The Commttee considered the
tongevity assumptions and noted that this nsk
had been reassured to Canada Life pending full
transfer of the annuity book of business to
them 1n 2016;

« During 2015, the Committee and the Board
regularly reviewed policyholder behaviour 1n
light of the pension reforms implemented n
Apnl 2015 and the ncrease n the level of
capital distnbution As the Chairman mentions

in his report, we need to develop our
understanding of the nfluences that cause
policyholders to take their benefits, and wark
to address this 1ssue will start n 2016. The
Committee considered carefulty policyholder
behaviour assumptions for 2015. We agreed
with management's recommendaticn that the
assumptions should remain fundamentally
unchanged from 2014 They continue,
therefore, to be based on the Society’s existing
longer-term  expenience  of  policyholder
behaviour, with appropnate sensitivity
disclosures,

e The Committee reviewed the assumptions
recommended by management 1n applying the
budgeted expenses approved by the Board to
the valuation of the liabilities The Committee
considered the run-off plans of management n
concluding the approach recommended by
management, and

e The valuation of the Society’s invested assets
Reports from the Finance Director were
submitted to the Committee providing
information on the valuation processes
followed for wnvested assets, including how
these provided a fair value,

The Committee considered whether the Annual
Report and Accounts, taken as a whole, 1s fair,
balanced and understandable, and provided the
information necessary for members to assess the
Society’s performance, business model and
strategy and how these judgements were reached

In arriving at their conclusion, the Committee
reviewed the Board and Audit and Risk Committee
papers and minutes to satisfy itself that the
Annual Report and Accounts did meet these
cntena and could be recommended to the Board
for approval

The Commttee kept the relationship between the
Society and 1ts external auditors under review and
considered theirr wndependence, mncluding the
extent, 1f any, of therr fees from non-audit
services As part of the review, the Committee
obtained confirmation that, m Pw(C’s opwnion,
therr ndependence as auditors has not been
compromised The Committee approved the terms
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of engagement and the remuneration to be paid to
the external auditors 1n respect of audit services

The Society’s general pnnaple 15 that our external
auditors should not provide non audit-related
services for the Society In 2015, the exceptions to
this were n relation to the provision of regular
regulatory updates n relation to policies sold n
Germany, nduction training for the Society’s Risk
Director; and assurance activities in regard to our
preparation for Solvency I

The Audit and Risk Commttee has prnimary
responsibility for recommending to the Board the
appointment, reappointment and removal of the
external auditors. In considenng this, the
Committee takes 1nte account the firm’s
independence and whether 1t would be
appropnate to invite tenders for the role of
external auditors.

PwC have acted as the Society’s external auditors
since 2001  The Committee reviewed the
appointment of external auditors duning 2012 as
there was a mandatory rotation of the Audit
Partner at PwC during 2013. In recommending the
reappointment of PwC as the Society's external
auditors and not making the role subject to tender
at that time, the Committee considered the need
for continity of expenence n the external
auditor, 1n particular, dunng penods of sigmficant
change The Board agreed the Committee’s
recommendation to submit the role of external
auditor to formal tender process at the time the
next rotation of Audit Partner 1s due (expected to
be in 2018), subject to continued satisfactory
performance by PwC until that time The
Committee continues to monitor the
implementation in the UK of European regulations
1n relation to audit tendening and rotation

The Committee reviewed the effectiveness of the
external audit process at its meeting on 17 March
2016, utihsing mnput from the Chair and the
Finance Dwrector. The Committee concluded that
PwC's performance had been effective and
recommended to the Board that they be
reappointed for 2016. .

The UKCGC states that the Board should satisfy
iself that at least one member of an Audit
Committee has recent and relevant financial

expernience The Board has agreed that Keith
Nicholson should be regarded as the member
having recent and relevant financial expenence

The UKCGC states that no one other than the
Commttee Chair 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 With-Profits Committee

The Committee considers matters affecting with-
profits policyholders such that the interests of all,
or where relevant specific groups of, policyholders
are appropnately considered Its primary
objective 15 to ensure the fair treatment of with-
profits policies, having due regard to.

» Appropnate nsk and capital management,
+ Fair payouts when benefits are taken,

= Approprnate 1nvestment strategies for the
Society's fund;

e Clear and timely policyholder communications,
and

e Anyssues that with-profits policyholders might
reasonably expect the Committee to consider

Details of how this i1s achieved are documented 1n
the Society’s Pninciples and Practices of Financial
Management and ‘Guide to how we manage the
with-profits fund’ published on our website The
Committee 15 responsible for the maintenance of
these documents

The Committee works closely with, and obtains
the opimon and advice of, the Society’s With-
Profits Actuary. It advises the Board on matters
affecting with-profits pohicyholders

The Society has concluded that 1t 1s appropnate
for the Board as a whole to carry out the duties of
the with-Profits Committee In order to ensure
appropniate focus 15 given to these duties, the
Board forms a With-Profits Committee to consider
relevant items at Board meetings

The Nominations Committee

Duning 2015, the Nomnations Committee
comprised two non-executive Directors: fan
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Brimecome (Chair), and Keith Nicholson; and the
Chief Executive, Chns Wiscarson. The Committee
assists the Board n ensunng that the Society
meets the relevant principles and provisions of the
UKCGC

The UKCGC states that the Board and its
committees should have the appropnate balance
of skills, experience, independence and knowledge
of the company to enable them to discharge their
respective duties and responsibilities effectively

In relation to the Committee’s review of the
appropnateness and suitabitity of Board members,
Directors are required to provide feedback to the
Chawrman both on thewr own performance and that
of their colleagues

The feedback was discussed at the March
Nomnaticns Committee meeting, following which
the Chairman provided specific feedback to each
Board member.

UKCGC pninciples also specify that there should be
a formal, ngorous and transparent procedure for
the appointment of new directors to the Board.

On joning the Board, new Directors receive an
extensive bespoke induction programme Meetings
take place with Directors and senior management
to share and explain the Society’s internal and
external reports on wmportant aspects of its
business

The Board 1s committed to appropnate dversity,
including gender diversity., The Board’s clearly
stated ntention n 1ts 2013 Annual Report and
Accounts was to have at least two women
Directors This we have acheved

It 1s our wntention to have a leadership team that
brings different skills and perspectives as well as
different expenences and backgrounds By the end
of 2015, we had achieved our aim to have an equal
number of women and men 1n semor management
positions with 50% women and 50% men 1n such
positions This compares with 34% women and 66%
men two years ago At the end of 2015, the
Society’s workforce compnsed 69% women and
J1% men Currently, two of the six members of the
Executive team are women, as 1s the With-Profits

Actuary, the Head of IT, the Head of Legal
Services and the Company Secretary

Directors’ remuneration report

Statement from the Remuneration Committee
Chair

As the Chairman has set down in his statement at
the beginmng of this report, the Society made
further good progress in 2015 It 15 1n this light
that the remuneration of the Chief Executive, the
Finance Director and the Executive team has been
assessed OQur drving force as a Remuneration
Committee 15 to ensure that executive
remuneration farly and effectively rewards good
performance for the year immediately past as well
as having a clear eye to doing what 15 necessary to
secure the future success of the Society

Review of 2015

During 2015, the Committee made the following
decisions, full details of which are set out n the
Directors’ remuneration report

s Assessing Executive Director
against the 2015 targets;

performance

+« Agreeing the final vesting under the Finance
Director’s Long-Term Incentive Plan (“LTIP”),

+ Approving performance targets for 2016,

s Agreeing to make no change to the Chief
Executive’s and Finance Director’s base salanes
n 2016,

* Increasing the Chairman’s fee; and

e Agreeing the revised remuneration policy,
which 15 now tabled for members’ approval.

New remuneration policy

Last year, the Remuneration Committee decided
that that there was no need to introduce a new
LTIP upon 1its expiry i 2015 The Committee
proposed a new annual bonus scheme with a
hgher bonus opportumty and a substantial
deferred portion subject te clawback and malus,
as defined on page 27 | said that we would seek
views before bninging forward our final proposals
for members’ approval at the AGM 1n May 2016

Our principal way of obtaiming members’ feedback
was through four focus groups held in London and
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Cardff. 1 am very grateful to attendees for so
clearly articulating their views In summary,
attendees asserted that. arrangements must be
simple; there must be a strong link between pay
and performance; and there should be no increase
in the overall level of executive Director
remuneration

The Committee wholeheartedly concurs with these
views We are now seeking formal endorsement of
the proposals we put forward last year.

The new remuneration policy
e One bonus scheme with a higher
bonus opportumty
s NolLTIP
e 50% of sum awarded deferred for
up to three years

» Clawback and malus

In putting this policy forward, we have certainly
simplified things by not replacing the LTIP and by
having just one bonus scheme. The objectives for
payment under the scheme are clearly set down n
the policy Since 2014, 30% of the bonus awarded
has been deferred for one year Under the new
policy, from January 2016, 50% of the bonus
awarded will be deferred for up to three years

In addition, the entire discretionary bonus will be
subject to clawback and the deferred portion of
the bonus witl also be subject to malus Both of
these terms are defined on page 27.

While these changes affect executives, | wish to
make 1t clear that we propose no change to the
current Chief Executive’s bonus arrangement His
maximum opportunity will remain at 25% of base
salary, although he has never taken a bonus or pay
increase. The Chef Executive has no LTIP
arrangements.

in making recommendations to adopt a new
remuneration policy, the Remuneration
Committee considered the ment of doing away
with any sort of bonus We concluded that such a
practice would not be n the best interests of the
Society. It would lead to fixed salanes above our

appetite, and be a disincentive to staff to ‘go the
extra mile’, Such a umque stance would not only
be potentially demotivating to our staff but would
also provide a substantial barner to good people
joining the Society as and when the need anses

| want to reassure members that removal of the
LTIP does not mean that the Society 15 no longer
focused on the long term | hope it is clear from
the business strategy that we place proper
emphasis on what 15 needed to provide
policyholder value both now and 1n the future.

tn wnting this report, | am mindful that the
Society remains a substantial business managing
£7bn savings for more than 450,000 policyholders
It 15 essental to have the nght pecple running the
organisation and they must be paid properly. In
setting the level of reward, we have made our
approach simpler, with a strenger link between
pay and performance, and have put n place
safeguards, ncluding a higher proportion of
deferred pay and the ntroduction of malus and
clawback.

In closing, | repeat my words from last year 1t1s a
very firm principle that this new policy does not
lead to greater levels of overall remuneration
through the back door You have my commitment
on ths. | commend the Socety’s new
remuneration policy to members.

(Lo

Cathryn Riley
Chair, Remuneration Committee

21 March 2016
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Definmtions
Base salary

Fixed amount; reviewed annually and paid
monthly n twelve equal instalments

Bonus

The annual discretionary bonus  rewards
achievement of key deliverables in the relevant
financial year The maximum possible bonus 1s
expressed as a percentage of base salary.

Long-Term Incentive Plan

The Long-Term Incentive Plan (“LTIP"}, introduced
n 2012, expired in 2015, There 1s no replacement

Clawback

Clawback allows for the recovery of sums already
paid to executive Directors Clawback applies to
bonus and LTIP awarded after 1 January 2015, for
a penod of two years following award 1n any of
the following crcumstances: a misstatement of
the Society’s financial accounts deemed matenal
by the Remuneration Committee, or a failure of
nsk management deemed matenal by the
Remuneration Committee, or gross misconduct by
the executive Director

Malus

Malus allows for the forfeiture of bonus 1n the
deferred period before 1t has been paid to the
executive Director in any of the following
arcumstances a restatement of the Society’s
financial accounts as a result of an error; or
failure by the executive Director ta comply with
the rules, pohicies or procedures of the Society, or
those of our regulators, deemed to be sigmficant
by the Remuneration Commttee; or any adverse
post-implementation review findings retating to a
project or task, deemed to be significant by the
Remuneration Committee, for which the executive
Director 15 accountable, or dismissal of the
executive Director.

About the Remuneration Committee

The Remuneration Committee 1s responsible for
recommending remuneration policy to the Board.
The Committee compnses three non-executive
Directors Cathryn Riley, lan Bhmecome and Keith
Nicholson. The Committee reviews remuneration
policy annually and sets the terms of employment
and remuneration of executive Directors

The Committee operates to the standards set out
in the UKCGC and by the Association of British
Insurers (“ABI”}),

The Committee’s formal annual review of its
approach and processes found them to be
appropnate and effective

Dunng 2015, the Society received remuneration
survey nformation from Towers Watson This
survey s an 1mportant reference source n
understanding the levels of remuneration within
the UK insurance sector

In considering matters relating to Directors’
remuneration the Society received advice and
services from the following

Fees,

excl. VAT
Firm Services £000
Tidden Services Expert analysis 33
Ltd
Penn Schoen Focus group 16
Berland UK management
Towers Watson Remuneration survey 3
Ltd
Ashursts LLP Legal advice 2
Total 54

In 2015, these firms also provided other services
to the Society additional to those provided to the
Remuneration Committee
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Executive Directors’ remuneration policy

Base salary

Purpose and link to strategy
Fixed amount to attract and retain executives of suitably high calibre tc manage the Board's strategic
plans and lead the Society

Value
Chief Executive £450,000 pa
Finance Director £229,500 pa

Reflects the individual's skills and experience

Reviewed annually with changes, If applicable, usually effective from 1 January Promotion or an
increase In responsibility could tead to a higher increase than that made to other staff at the Society

Total remuneration 1s referenced to Towers Watson survey data We may pay higher salaries and
total remuneration for strongly performing individuals or to attract and retain executives of the right
calibre

Operation
Paid monthly in twelve equal instalments

Performance metrics
None, although overall performance of the individual 1s considered by the Committee when setting
and reviewing salary annually

Benefits

Purpose and link to strategy
The Society does not provide an cccupational pension scheme for Directors A cash allowance 1s
provided n lieu

The Society also pays the premiums on behalf of Directors relating to private medical insurance,
income protection and Wife assurance, particulars of which may be obtained from the Company
Secretary The Committee may alter benefits from time to time and, where this occurs, an explanation
will be provided In the subsequent annual Directors’ remuneration report

London 1s the principal place of work for executive Directors When Directors are required to travel to
the Society's Aylesbury office, the associated costs are covered by the Society

Maximum potential value
Cash allowance n heu of pension Chief Executive £70,000 pa, other executive Directors 10% of
base annual salary

Insurance premiums vary year by year The current annual cost 1s shown in the executive Directors’
emoluments table The costs of travel to Aylesbury vary year by year in ine with business needs

Operation
The cash allowance in lieu of pensicn 1s paid monthly in twelve equal instalments
The costs of travel to Aylesbury are taxable benefits, and paid by the Society on a ‘grossed up’ basis

Performance metrics
None
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Discretionary Annual Bonus

Purpose and link to strategy
Rewards achievement of key deliverables in the relevant financial year

Maximum potential value
80% of base salary

For the remainder of his employment with the Society the current Chief Executive is eligible for
censideration for a bonus of up to 25% of his basic salary for exceptional performance

Operation
Performance 1s monitored throughout the year, and a formal assessment 15 presented to the
Remuneration Committee at the half year and year end

Where performance 1s on target, typically 75% of the maximum bonus is paid but, in some
circumstances, it may be lower Where performance 1s assessed as exceeded, bonus of up to the
maximum 1s payable Where performance does not reach on target level, no bonus 1s payable

50% of the sum awarded 1s deferred, with effect from the 2016 financial year, and subject to malus,
with the deferred amount being paid in equal instalments on the three anniversanes following initial
payment

Up to 100% of the gross sum 1s subject to clawback

Performance metrics

A scorecard 1s agreed each year setting out specific performance objectives Objectives are
determined so that the interests of bonus scheme participants and of policyholders are aligned In
particular, there 1s a strong focus on ensunng that executives act in ways that achieve business
stability through, for example, treating customers fairly and prudently managing nisk

In addition to the discretionary annual bonus, in the event of a corporate transaction, the Society may
introduce a retention bonus arrangement, linked to value created, to ensure executive Directors
remain with the Society during a perod of uncertainty It 1s not possible to set out the terms of such an
arrangement In advance as they would anse from the specific circumstances at the time Disclosure
would follow in the Remuneration report in the year following the establishment of such an
arrangement

LTIP

The Society no longer operates a LTIP The discrehionary annual bonus scheme is designed to
incentivise both short and longer-term performance
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Application of the remuneration policy
We estimate that the level of remuneration received by each of the two executive Directors for the 2016

financial year will be, indicatively, at three different levels of perfarmance

1. Minimum where only fixed pay (salary, benefits and cash n heu of pension) is payable and no bonus
accrues,

On target: fixed pay plus, annual discretionary bonus at on target level, and

Maximum fixed pay plus maximum bonus

The chart below shows the value and composition of the remuneration package of the Chief Executive and
Finance Director under the three levels of performance described above.

Mustration of the applcation of the remuneration pohcy m 2016

£800
£700 £668%

£000

Mindmum On-Targat  Maximum Minimum  On-Target  Maximum
Chie f Executive Finance Director

OF bawd Binnwnd Varable

The basis of calculation and key assumptions used to compile the chart are:

e Salary, benefits 1n kind and cash 1n lieu of pension, as described n the remuneration policy table, are
shown at the estimated cash cost to the Society

e On-target bonus reflects the position where the corporate and personal metrics in the scorecard are
achieved.

e Maximum bonus maximum reflects the position where overall performance 15 exceeded and represents
the amount at which the bonus payment 1s capped

Approach to recruitment of Directors

The remuneration components for new Directors would be the same as those for existing Directors, that 1s:
base salary, discretionary annual bonus with a maximum opportumty of 80% of base salary, 10% of base salary
cash payment in lieu of a pension contribution, and payment of medical insurance, income protection and
bfe assurance premiums Exceptionally, the Remuneration Committee may make a payment towards the cost
of relocation. The specific individual circumstances of the jomng Director will be the basis for determining
whether any such costs wilt be met




As a consequence of joining the Society, new Directors may lose the nght to payments from thewr previous
employer While we would not compensate a Director for this upon arnval, we may choose to recogmse such
loss through the discretionary annual bonus, should performance justify this We may also similarly recogmise
preparation by the Director in readiness for joimng the Society.

Payment for loss of office

The notice penod for the Chief Executive 15 twelve months and, for other executive Directors, six months.
These time periods have been put in place to safeguard the Society, in recognition that 1t typically takes
several months to appoint successors to these positions

The Society has the nght to terminate any Executive Director’s employment by making a payment 1n heu of
the whole or unexpired part of the notice penod

Executive Directors are not eligible for a redundancy payment. Termination payments will be calculated on
the followng basis

+ Base salary due 1n respect of the notice period remaining;
« Benefits in respect of the same period; and

+ Discretionary annual bonus relating to the penod worked For example, a ‘good leaver’ with a leaving
date halfway through the financial year could recewve a bonus relating to half a year’s work A gocd
leaver 15 defined as an individual ceasing to hold office or employment with the Society by reason of
death, njury, 1l health, redundancy or retirement

Service contracts
There are no obligations on the Society 1n the Directors’ service contracts which could give nise to, or impact
on, remuneration payments or payments for loss of office which are not disclosed elsewhere in this report
No legacy matters anse from previous contracts. The contracts are available for inspection at the Society’s
registered office.

Use of discretion

The Committee has discretion to increase base salary. This would typically take place at the time of the
annual pay nse, on promotion or following an increase n responsibility

The Remuneration Committee exercises discretion regarding payments under the discretionary annual bonus
up to the maxima disclosed 1n this report and i determiming whether a Director ceasing employment 1s
defined as a good leaver

Such discretion 1s necessary not only to evaluate the annual bonus but also to reduce payments where
approprate. Such flexibility 1s considered to be n the best interests of the Society and, other than n respect
of increases to base salary and the discretionary annual bonus scheme, 15 only exercised exceptionally

Directors’ remuneration 1n the context of pay and employment n the Society
The Society applies the same remuneration principles to all staff, ensuring there 1s alignment with bustness

strategy throughout the Society As well as salary, pension and other benefits, staff have the opportunity to
recewe a discretionary annual bonus

The Remuneration Committee takes into account any annual pay increase for Society staff when determiming
the levels of pay for Directors
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Succession planning

The Society wdentifies and prepares successors capable of filling semor management positions to ensure
continutty of management, and this work 15 subject to twice yearly review by the Remuneration Committee.
This approach has proven effective when addressing changes at executive level.

The relatvely small size of the Society means that 1t 1s not always possible to fill semor positions internally
Options nclude 1dentifying external candidates or the use of contractors in specialist functions such as Risk
and Finance. In some cases, responsibilities can be passed to other senior managers, rather than making a
replacement appointment

Non-executive Director remuneration policy

Non-executive Directors receive only fees and are not eligible to receive benefits, pension or any annual or
long-term ncentives Non-executive Directors’ remuneration, other than that for the Chawman, 1s set by the
Board. The Chairman’s remuneration 1s set by the Remuneration Committee

Fees are set by reference to market data, and the Board has discretion to increase fees periodically. Fees
were ncreased from 1 January 2016, the first such increase for non-executive Directors since 2012, and for
the Chairman since 2013

Fees for the non-executive Directors are as follows:

Annual fee Effective from
Chairman £150,000 pa 1 January 2016
Semor Independent Director and Chair of Audit and
Risk Committee £60,000 pa 1 January 2016
Other non-executive Directors including Chair of £50,000 pa 1 January 2016

Remuneration Committee

There 15 a one month notice period under non-executive Directors’ service agreements

Annuat report on remuneration

Decisions 1n regard to executive Director remuneration 1n 2015, have been made 1n accordance with the
Directors’ remuneration policy approved by members on 19 May 2014 and effective from that date. The totat
emoluments of the Directors were as follows

Executive Directors’ emoluments
Performance

Salary related bonus Benefits LTIP Total
2014 2015 2014 2015 2014 2015 2014 2015 214 2015
£ £ £ £ £ £ £ £ £ £
CMm
Wiscarson 450,000 450,000 - - 100,669 105,020 - . 550,669 555,020
S A Small 229,500 229,500 86,063 114,750 65,919 68,229 135,000 135,000 516,482 547,479
Total 679,500 679,500 86,063 114,750 166,588 173,249 135,000 135,000 1,067,351 1,102,499
Notes

London 1s the pnncipal place of work for executive Directors When they are required to travel to the Society’s Aylesbury
office, the associated costs are covered by the Society The Society pays the tax on these benefits The amount n 2015
for C M Wiscarson was £23,436 (2014 £19,491) and for 5 A Small £40,245 (2014 £38,345), and these sums are included

under Benefits above

Executive Directors’ emoluments have been audited by PncewaterhouseCoopers LLP




Relative importance of spend on pay

A reduction in the number of the Society’s employees has led to spend on pay reducing to £16m (2014; £18m)
The table below compares spend on pay to the amount of capital distnbution enhancing policy values of
£976m (2014 £751m) Total spend on pay 1s very small compared with capital chstribution enhancing policy
values While Executive Director pay has remained stable at £1m, 1t has increased to 7.7% of all employee
remuneration (2014. 6 7%) as a consequence of the reduction 1n employee numbers

24 2015

£m £m

Remuneration of Executive Directors 1 1
Remuneratiocn of employees other than Executive Directors 14 12
Other including social secunty and pension costs 3 3
Total spend on pay 18 16
Capital distrbution enhancing policy values 751 976
Total spend on pay as a percentage of capital distnbution enhancing policy values 24% 1.6%
Remuneration of Executive Directors as a percentage of remuneration of all employees 6.7% 7.7%

Benefits

As the Society does not provide an occupational pension scheme for Directors, C M Wiscarson and 5 A Small
have no accrued pension entitlements (2014 no accrued pension entitlements) Other benefits relate to
travel, and premums for medical insurance, permanent health insurance and Life assurance

Performance-related bonus
The performance of C M Wiscarson against the objectives 1n s balanced scorecard was as follows

Objective Measure Performance

Policyholders Payments to policyholders wathin agreed timescales Achieved
Policyholder views regarding direction of the Society Acheved

Financial Salvency ratios Acheved
Expenses budget Exceeded

Risk Manage nisk within agreed limits Achieved
Solvency Il preparation Achieved

Projects Strategic projects Exceeded

People Staff survey Achieved

In considenng C M Wiscarson’s performance in 20t5, the Board concluded that the Society’s positive
momentum 1n run-off has seen no let-up The preferred strategy has been set, the sale of the annuity book
has exceeded the benefits anticipated for policyholders, costs are extremely well controlled, staff numbers
are strongly and persistently downward, while good levels of morale have been maintained Given this
performance, C M Wiscarson would have mented a bonus, but the Remuneration Committee accepted his
wish not to be considered for a bonus No bonhus payments have been made to € M Wiscarson since joining in
2009 Paying no bonus 1s not the norm for Chief Executives and a different approach 1s hikely to be adopted at
some point 1n the future.
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The remuneration of the Society's Chief Executive since 2009 has been as follows:

i oot ChieFEXEETENES | Annual bonus | LOTE ST,
Year. o= == "CRIEf Executive | total as % of maximum ::;:.nmguar: % of
remuneration opportunity opportunity
2015 C M Wiscarson £555,020 0% 0%
2014 C M Wiscarson £550,669 0% 0%
2013 C M Wiscarson £551,712 0% 0%
2012 C M Wiscarson £540,896 0% 0%
2011 € M Wiscarson £533,788 0% 0%
2010 C M Wiscarson £537,623 0% 0%
2009* C M Wiscarson £177,472 0% 0%
2009* C G Thomson £1,388,153 85% 100%

* € G Thomson resigned on 26 August 2009 and C M Wiscarson became Chief Executive from 2 September 2009,

The remuneration of the Chief Executive increased by 0.8% compared with 2014, following an ncrease 1n the
cost of benefits. By comparison, employees of the Society received a 2% ncrease n base salary effective
from 1 January 2015, and most staff recetved an annual discretionary bonus.

The performance of $ A Small agawnst his objectives was as follows

Objective Measure Performance
Policyholders Investment management Achieved
Policyholder views regarding direction of the Society Achieved
Financial Solvency ratios Acheved
Expenses budget Exceeded
Cost targets 1n Business Plan Exceeded
Simphficaton Exceeded
Risk Third party management Achieved
Solvency 1l readiness 1n the Finance function Exceeded
IT key performance indicators Achieved
Projects Transfer and embedding the umt-linked business Exceeded
Other strategic projects Achieved
People Finance staff survey Exceeded
IT orgamsation design Achieved

The Committee deterrmined that S A Small performed strongly n 2015, In particular, s work on cost
management, recapturing the umit-linked business, Solvency Il preparation n the Finance function and
Simplification were of a very high standard The Committee considered that 5 A Small’s performance merited
an exceeded bonus of 50% of base salary (£114,750) Of this, £34,425 15 deferred and 1s payable n January
2017, subject to malus
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LTIP

The final nstalment of S A Small's LTIP vested 1n December 2015 The principal performance cntena
necessary for the plan to vest were company-wide delivery of the Society’s Solvency Il implementation plan
by the end of 2015, expense reduction 1n line with long-term targets; and prompt identification and
mitigation of nisks., These performance cniteria are discrete from those used n respect of determiming
payment of the annual discretionary bonus This ensures that recipients are not rewarded under two
different incentive schemes for the same achhevements

The Remuneraﬁon Committee undertook a detailed review of performance against the objectives set,
drawing on the Society’s Internatl Audit team’s independent assessment that the cntena had been met The
Committee determined that S A Small’s LTIP should vest at 80% of the maximum.

The plan has now expired and will not be replaced C M Wiscarson did not participate in the LTIP,
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Performance targets for 2016

The 2016 balanced sco

recard set for C M Wiscarson 1s as follows®

Objective

Measure

Performance required

Policyholders

Payments to policyholders

With-profits policyholder views regarding
direction of the Society

Policyholder behaviour research

Issue within agreed timescales

Percentage of positive views less
percentage of negative views to be
greater than 50%

Establish new forecasting methodology

Financial Solvency ratios Ratios to be within agreed limits
txpense levels Not to exceed budget
Risk Manage nsk within agreed appetite Key nisk wndicators 1n place, momtored
and action taken
Solvency Il Embed Solvency Il
Projects Strategic projects Complete projects to time, cost and
quality
Umt-linked business Deliver 2016 plan
Simplification Deliver target cost savings
People Staff survey Positive scores to exceed 70% on all

questions

The 2016 balanced sco

recard set for 5 A Small 1s as follows

Organisational design

Objective Measure Performance required
Policybolders Investment management Deliver agreed investment strategy
With-profits policyholder views regarding | Percentage of positive views less
direction of the Society percentage of negative views to be
greater than 50%
Financial Solvency ratios Ratios to be within agreed limits
Expense levels Not to exceed budget
Risk Third party management Set and deliver against supplier
scorecards
Solvency Il Embed Solvency Il
IT key performance indicators Achieve service targets
Projects Strategic projects Complete sponsored projects to time,
cost and quality
Umit-linked business Deliwver 2016 plan
Simphification Deliver target cost savings
People Staff survey Positive scores to exceed 70% on all

questions

Structure Finance and IT so they are
more closely aligned to run-off profile




2016 pay award

It 15 the Society’s practice to review basic salares
for all staff towards the end of each financial vear,
taking wnto account affordabibity, changes 1n pay
within the insurance sector and the external
economic environment. In 2015, following such
review, 1t was decided to award a 2% increase 1n
basic annual salary, from January 2016 (January
2015 2%). No increase was applied to the salanes
of the Chief Executive and the Finance Director.

Payments made to non-executive Directors

Total payments to non-executive Directors are set
out below. No other payments were made

Non-executive Directors 2014 2015
E £

| Bhimecome, Chairman 140,000 140,000

Other non-executive

Directors

P J Avis* n/a 43,154

1 A Gibson 45,000 45,000

K Nicholson 55,000 55,000

D I W Reynolds ** 45,000 n/a

C Riley - 45,000 45,000

Total for non-executive

Directors 330,000 328,154

* P J Avis was appointed on 16 January 2015
** D | W Reynolds resigned on 31 December 2014

The above payments have been audited by
PricewaterhouseCoopers LLP

Consideration of member views

The proxy votes recewved, excluding abstentions,
n respect of Directors’ remuneration report at the
Society’s AGM held on 23 May 2015, were as
follows:

2014 2015

For 60,539 (93%) 59,990 (94%)
Aganst 4,760 (7%) 3,867 (6%)

Approval

This report was approved by the Board of Directors
on 21 March 2016 and signed on 1ts behalf by

Coey Yoy

Cathryn Riley
Chair, Remuneration Committee

8. Statement of compliance with
the UK Corporate Governance
Code

The Board considers that the Society has applied
the relevant principles of the UK Corporate
Governance Code. The Society complied with the
Code and associated guidance throughout the year,
other than n respect of a majonty of members on
the Nominations Committee being ndependent
non-executive  Directors, and that the
Remuneraticn Commttee should consist of at
least three non-executive  Directors The
membership of Nomwnations Commttee has been
revised so that the Society will comply 1n 2016.
With regard to the Remuneration Committee, the
Board believes it s sufficient that two
independent non-executive Directors are members
of the Committee

Signed on behalf of the Society’s Board of
Directors

o

lan Bnmecome
Chairman

21 March 2016




Independent Auditors’ report

to the members of The Equitable Life Assurance Society

Report on the financial statements
Our opinion
In our opimon, The Equitable Life Assurance Society’s finanoial statements (the “financial statements”)

« give a true and fair view of the state of the Society’s affairs as at 31 December 2015 and of 1ts result
for the year then ended,

e have been properly prepared in accordance with Umted Kingdom Generally Accepted Accounting
Practice; and

+ have been prepared 1n accordance with the requirements of the Compames Act 2006

What we have audited
The financial statements, included within the Annual Report and Accounts (the “Annual Report”), compnse
* the Balance sheet as at 31 December 2015,
¢ the Statement of comprehensive income for the year then ended; and
e the notes to the financial statements, which include a summary of significant accounting policies and
other explanatory information

Certain required disclosures have been presented elsewhere 1n the Annual Report, rather than in the notes to
the financial statements. These are cross-referenced from the financial statements and are 1dentified as
audited

The financial reporting framework that has been applied in the preparation of the financial statements 1s
United Kingdom Accounting Standards compnsing FRS 102 “The Financial Reporting Standard applicable

the UK and Republic of Ireland” and apphcabte law (United Kingdom Generally Accepted Accounting Practice).

Our audit approach
Context

The Society 1s a closed hife-assurance fund and our audit 1s set against the context of its continued run-off Its
pnmary objective 1s to maintain a solvent run-off 1n order to be able to fairly distnbute 1ts Excess Realistic
Assets over habiities (“ERA™) to 1ts members over time, Dunng the year the Society undertook two
sigmficant strategic transactions, which impacted on our audit

« The reinsurance of substantially all of 1ts annuity habilities with effect from 1 January 2015 and the
agreement and subsequent transfer, on 19 February 2016, of this business to the reinsurer. In
response to this, we removed the longevity assumptions from our area of focus on the valuation of
the long-term business provision as the Society’s ERA 1s no longer sensitive to fluctuations in that
assumption; and

o The recapture of its portfolio of umt-linked business that was previously ceded to Halifax Life. As this
represents a signmificant non-routine transaction, we included 1t as an area of focus for our 2015 audit




Qverview

s Qverall matenality. £39.1m (2014: 39.5m), which represents 5% of ERA

Marcriality

« The Society consists of one legal entity in the UK, and we performed a full
scope audit of the Society’s financial statements

Audit scope
s Valuation of long-term business provision
Areas of e Valuation of unquoted financial investments
Jocua

¢ Recapture of umt-linked business

The scope of our audit and our areas of focus

We conducted our audit 1n accordance with International Standards on Auditing (UK and Ireland) (*iSAs (UK &
Ireland}”)

We designed our audit by determiming matenality and assessing the risks of matenal misstatement n the
financial statements In particular, we looked at where the Directors made subjectve judgements, for
example, in respect of sigmficant accounting estimates that involved making assumptions and considenng
future events that are inherently uncertain As i all of our audits, we also addressed the nsk of management
overnde of internal controls, including evaluating whether there was evidence of bias by the Directors that
represented a risk of matenal nisstatement due to fraud,

The nisks of material misstatement that had the greatest effect on our audit, including the allocation of our
resources and effort, are wdentified as ‘areas of focus’ n the table below. We have also set out how we
tallored our audit to address these specific areas in order to provide an opimon on the financial statements
as a whole, and any comments we make on the results of our procedures should be read in this context This
1s not a complete list of all nsks 1dentified by our audit.
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Area of focus
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How our audit addressed the afea of foeus -

Valuation of long-term business provision

We focused on the Directors’ assessment of the
valuation of the long-term business provision
£6,108m at 31 December 2015 for settlement of
future benefits because 1t involves complex and
subjective judgements about future events, both
internal and external to the business, for which
small changes can result 1n sigmficant 1mpacts to
the valuation of the long-term business provision

(See Note 13) Those assumptions to which the long-
term business provision 15 most sensibive nclude
future admimstrative expenses, expected credit
default rates and persistency (being the rate at
which policies are retained over time) including
how the Guaranteed Investment Return (“GIR")
affects policyholder behaviour, particularly with
respect to persistency

We assessed the Dwrectors’ valuation of the long-
term business provision by

« Testing the Society’s nternal controls over
assumption setting, including

- testing the process by which the
assumptions were set, including the degree
of ngour, challenge and oversight provided
by semor management and the Directors,
and

- testing whether there was adequate
authonsation and explanation for changing
assumptions, and the input of assumptions
1nto valuation models,

» Testing the appropnateness of the assumptions
used it the calculation of the long-term
business provision, including

- testing that the assumptions, including the
reasons for any changes, were supportable
based on observed expenence over
previous penods, and

- assessing the reasonableness of future
admimstrative expense forecasts against
the Society’s strategic business plans and
evaluating the accuracy of previous
forecasts against actual expenditure,

» Testing the consistency of data used n the
valuation with the Society’s books and records,
and

s« Comparing the methods used by the Directors
m estabhishing thew valuation against
recogmsed actuanal practices.

We performed sensitivity analyses on the impact of
the GIR on policyholder persistency

Finally, we compared the assumptions used for
credit default with those adopted by other 1nsurers
using our 1n-house 1ndustry benchmarking data

We found that the Directors’ process was rigorous.
Whth respect to credit default, the assumptions
were 1 line with ndustry benchmarks The
valuation assumptions are nherently subjective,
however, we considered, based on the results of
our testing, that the assumptions used were
approprniate 1n the context of the Society's
products




Area of focus

How our audit addressed the area of focus

Valuation of unquoted financial investments

The Society uses derivative wnvestments to hedge
the risk of movement n the GIR lhability and the
nvestiment portfolio includes a matenal amount of
unquoted financial nvestments (See Note 11d)
These investments were valued using significant
non-observable 1nputs, sometimes involving the use
of complex valuation models, and their valuation 1s
therefore nherently uncertain. These investments
represent approximately 4% of the total invested
assets on the Society’s Balance sheet

We examined the basis on which the Directors and
the Society's investment manager determined the
fair valuation of these financial investments, and,
where valuation models were used, we checked
that the Directors/management had appropnate
oversight over the development and use of those
models

We examined the work performed by management
to obtain prnices for the Society’s investments from
independent sources to corroborate those provided
by 1ts external investment manager and found that
no discrepancies were 1dentified.

We tested the valuation of a sample of unquoted
financial investments by companng the valuation
applied by the Directors to independent pncing
sources or our ndependent valuation models as
appropnate

In performing this testing we did not 1dentify any

material misstatements n  the valuation of
unquoted financial investments

Recapture of umt-linked business

During 2015 the Society recaptured (effectvely a
cancellation of a reinsurance contract purchased in
the past) 1ts portfolio of umt-linked business that 1t
previously ceded to Halifax Life. This resulted in the
Society recogmsing £1,953m of linked assets
directly on 1ts Balance sheet on the day of the
transaction n place of the reinsurance asset that
was previously recognmised As this was a sigmficant
non-routine transaction, there was a nsk that the
accounting treatment and presentation 1n the
financial statements was not accordance with UK
GAAP (See Nate 3a).

We read the relevant legal agreements and
examined the accounting treatment and disclosures
presented n the Society’s financial statements n
respect of this transaction and found them to be
appropnate -

We also tested the Directors’ validation work on the
completeness of the assets transferred from Halifax
Life to the Society and did not identify any matenal
unexplained differences

Subsequent to the recapture, we tested the
Socety’s year-end valuation of linked assets by
comparison to independent prnicing sources and did
not 1dentfy any matenal exceptions

We also tested the Society's controls over the

valuation process and did not dentify any
deficiencies.

How we tailored the audit scope

We tailored the scope of our audit to ensure that we performed enough work to be able to give an opinion on
the financial statements as a whole, taking nto account the geographic structure of the Socety, the
accounting processes and controls, and the industry in which the Society operates

The Society consists of a single legal entity and one closed life assurance fund operating out of a single
location The Society outsources its nvestment management and investment adrmimstration function and
hosting of IT wnfrastructure to third parties

In order to gan appropnate audit evidence we performed a combination of testing the Society’s internal
controls over financal reporting and testing transactions and balances to supporting evidence. In respect of
the outsourced investment management and admimistration service providers we were able to gain
appropnate audit evidence through a combination of evaluating the providers’ published assurance reports
on internal control and testing controls operated by the Scciety that momtor the procedures carried out by
the service providers In respect of the outsourced IT service provider we were able to gain appropnate audit
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evidence by testing internal controls operated by the Soctety over IT systems and processes. This gave us the
evidence we needed for our opimon on the Society's financial statements as a whole

Materiality

The scope of our audit was influenced by our application of matenality We set certain quantitative
thresholds for matenality These, together with qualitative considerations, helped us to determine the scope
of our audit and the nature, timing and extent of our audit procedures on the indiwidual financal statement
line 1tems and disclosures and in evaluating the effect of misstatements, both indwidually and on the
financial statements as a whole

Based on our professional judgement, we determined matenality for the financial statements as a whole as
follows:

Overall matenahty £39 1m (2014: £39 5m)
How we determined it 5% of Excess Assets over Realistic Liabibities
Rationale for benchmark apphed Consistent with the pnor year, since the Society does not

report a profit or loss, we belheve that the ERA is the most
appropnate benchmark on winch to base matenahty This
15 because 1t represents the amount available to meet
hiabibities n excess of those provided for at the balance
sheet date, as well as to increase payouts to policyholders
n the future.

We agreed with the Audit and Risk Committee that we would report to them misstatements 1dentified during
our audit above £1 9m (2014 £1 9m) as well as misstatements below that amount that, n our view,
warranted reporting for qualitative reasons

Going concern

The Directors have voluntarily complied with Listing Rule 9 8 6(R)(3) of the Financial Conduct Authority, and
provided a statement n relation to going concern, set out on page 50, required for companies with a
prermum listing on the London Stock Exchange

The Directors have requested that we review the statement on going concern as 1f the Society were a
prermum lListed company We have nothing to report, having performed our review

The Directors have chosen to voluntarily comply with the UK Corporate Governance Code (the “Code”) as if
the Society were a premium listed company. Under ISAs (UK & Ireland) we are required to report to you if we
have anything matenal to add or to draw attention to in relation to the Directors’ statement about whether
they considered 1t appropnate to adopt the going concern basis 1n prepanng the finanoal statements We
have nothing matenal to add or to draw attention to.

As noted n the Directors’ report, the Directors have concluded that it i1s appropnate to adopt the going
concern basis in prepanng the financial statements The going concern basis presumes that the Society has
adequate resources to remain 1n operation, and that the Directors intend 1t to do so, for at least one year
from the date the financal statements were signed As part of our audit, we have concluded that the
Directors’ use of the going concern basis is approprate

However, because not all future events or conditions can be predicted, these statements are not a guarantee
as to the Society’s ability to continue as a going concern




Other required reporting
Consistency of other information
Companies Act 2006 opinion

In our opimion, the information given n the Strategic report and the Directors’ report for the financial year
for which the financial statements are prepared 15 consistent with the financial statements.

ISAs (UK & Ireland) reporting

Ansing from the Directors’ decision to voluntanly comply with the Code as 1f the Society were a premium
listed company, under ISAs (UK & Ireland) we are required to report to youif, in our cpimon

Information 1n the Annual Report 1s

- matenally inconsistent with the information
1n the audited financial statements, or

— apparently matenally incorrect based on, or
matenally inconsistent with, our knowledge
of the Society acquired n the course of
performing our audit, or

- otherwise misleading

We have no exceptions to report

The statement given by the Directors on page
15, 1n accordance with provision C 1 1 of the
Code, that they consider the Annual Report
taken as a whole to be fair, balanced and
understandable and that 1t provides the
information necessary for members to assess
the Society’s performance, business model and
strategy, 1s matenally nconsistent with our
knowledge of the Society acquired n the course
of performing our audit.

We have no exceptions to report,

The section of the Annual Report on pages 22 to
24, as required by provision C.3 8 of the Code
descnbing the work of the Audit and Risk
Commttee does not appropnately address
matters commumcated by us to the Audit and
Risk Committee

We have no exceptions to report
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The Directors’ assessment of the prospects of the Society and of the principal risks that would
threaten the solvency or hiquidity of the Society

Ansing from the Dwrectors’ decision to voluntanly comply with the Code as if the Society were a premium
listed company, we are required under I15As (UK & Ireland) to report to you if, in our opimon.

4 the Directors’ confirmation wn the Annual We have noth]ng matenal to add or to draw
Report, n accordance with provision C 2.1 of | attention to

the Code that they have carrned out a robust
assessment of the pnnapal nsks facing the
Society, including those that would threaten 1ts
business model, future performance, solvency
or iqudity

e the disclosures 1n the Annual Report that | We have nothing matenal to add or to draw
descnbe those nsks and explain how they are | attention to.
being managed or rmtigated

« the Directors’ explanation in the Annual Report, | We have nothing matenal to add or to draw
1n accordance with provision C 2 2 of the Code, | attention to.
as to how they have assessed the prospects of
the Society, over what period they have done so
and why they consider that period to be
appropnate, and their statement as to whether
they have a reasonable expectation that the
Society will be able to continue wn operation
and meet 1ts habilities as they fall due over the
period of thew assessment, including any
related disclosures drawing attention to any
necessary quahfications or assumptions.

The Directors have voluntanly complied wath Listing Rule 9.8.6(R){(3) of the Financial Conduct Authonty
and provided a statement that they have carned out a robust assessment of the principal nsks facing the
Society and a statement n relation to the longer-term viabtlity of the Society, set out on pages 14 and 15
The Directors have requested that we review these statements as iIf the Society were a premum lhisted
company. Qur review was substantially less 1n scope than an audit and only consisted of. making enquines
and considering the Directors’ process supporting their statements; checking that the statements are n
alignment with the relevant provisions of the Code, and considenng whether the statements are consistent
with the knowledge acquired by us in the course of performing our audit. We have nothing to report,
having performed our review.




Adequacy of accounting records and information and explanations received
Under the Compames Act 2006, we are required to report to youf, in our opimon
* we have not received all the information and explanations we require for our audit, or

e 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 1n agreement with the accounting records and returns
We have no exceptions to report ansing from this responsibility.

Directors’ remuneration

Under the Compames Act 2006, we are required to report to you 1f, in our opimon, certain disclosures of
directors’ remuneration specified by law are not made. We have no exceptions to report ansing from this
responsibility

Other voluntary reporting
Matter on which we have agreed to report by exception
Corporate governance statement

The Society voluntarily prepares a Corporate governance statement in accordance with the provisions of the
Code In accordance with our instructions from the Society, we review the parts of the Corporate governance
statement relating to the Society’s compliance with the ten further provisions of the Code specified for
auditor review by the Listing Rules. We have nothing ta report having performed our review

Responsibilities for the financial statements and the audit
Our responsibilities and those of the Directors

As explained more fully in the Directors’ responsibilities in respect of the financal statements as set out on
page 14, the Directors are responsible for the preparation of the financial statements and for being satisfied
that they give a true and fair view

Qur responsibility is to audit and express an opinion on the financial statements in accordance with
applicable law and ISAs (UK & Ireland). Those standards require us to comply with the Auditing Practices
Board’s Ethical Standards for Auditors.

This report, ncluding the opimons, has been prepared for and only for the Society’s members as a body in
accordance with Chapter 3 of Part 16 of the Compames Act 2006 and for no other purpose We do not, n
giving these opinions, accept or assume responsibility for any other purpose or to any other person to whom
this report 15 shown or into whose hands 1t may come save where expressly agreed by our prior consent in
wniing
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What an audit of financial statements involves

An audit 1nvolves obtaimng evidence about the amounts and disctosures 1n the financial statements sufficient
to give reasonable assurance that the financial statements are free from matenal misstatement, whether
caused by fraud or error. This includes an assessment of-

e whether the accounting policies are appropnate to the Society’s circumstances and have been
consistently applied and adequately disclosed,

+ the reasonableness of significant accounting estimates made by the Dwectors, and
« the overall presentation of the financal statements.

We pnmanly focus our work 1n these areas by assessing the Directors’ judgements aganst available evidence,
forming our own judgements, and evaluating the disclosures 1n the financial statements

We test and examine information, using sampling and other auditing techmgques, to the extent we consider
necessary to provide a reasonable basis for us to draw conclusions We obtan audit evidence through testing
the effectiveness of controls, substantive procedures or a combination of both

In addition, we read all the financial and non-financial information n the Annual Report to dentify matenal
inconsistencies with the audited financial statements and to identify any information that 1s apparently
matenally incorrect based on, or matenally inconsistent with, the knowledge acquired by us 1n the course of
performing the audit If we become aware of any apparent material misstatements or nconsistencies we
consider the wmplications for our report

Moy M

Marcus Hine (Semior Statutory Auditor)

for and on behalf of PncewaterhouseCoopers LLP
Chartered Accountants and Statutory Audhtors
London

21 March 2016




Statement of comprehensive income

For the year ended 31 December 2015

Technical account — {eng-term business

Notes 2014 2015
Em £m , Em Em
Earned premiums, net of reinsurance
Gross premiums written 4 36 16
Annuity business remnsurance initial premium 3 - * (850)
Insurance business element of buy-back 3 - 180
Other outward reinsurance premiums 3 (11) {é)
25 (660)
Investment income 5 280 308
Unrealised gains on investments 5 466 .
Other technical income 9 3 22
Total techmcal income 774 (330)
Claims incurred, net of reinsurance
Claims paid — gross amount 6 386 459
Rensurers’ share (33) ) {(71)
353 388
Changes n other technical provisions, net of reinsurance 3
Long-term business provision — gross amount 13d 437 {418)
Rewnsurers’ share 13d {114) (543)
323 (961)
Techmcal provisions for linked habilities — gross amount 13d 121 21
Reinsurers’ share 13d {74) , (223)
47 ‘ (202)
Net operating expenses 7 39 : 35
Other technical charges 9 . 34
Investment expenses including interest 5 6 7
Unrealised loss on investments 5 369
Taxation attributable to the long-term business 10 6
51 445
Total technical charges 774 (330)

Balance on the Technical Account

Total comprehensive income for the year

The results for 2015 and 2014 are not consolidated, as explained in Note 1a All amounts relate to continuing
operations The Notes on pages 50 to 82 form an integral part of these financial statements




Balance sheet

as at 31 December 2015

Assets
Notes 2014 2015
£m fm
Investments
Land and buildings 1a 5
Investments 1n Group undertakings 11b 23 26
Shares and other vanable yield secunties and units in umt 11b 134 38
trusts
Debt and other fixed-income securities 11b 5,235 5,083
Deposits and other investments 11b 328 328
5,725 5,525
Assets held to cover linked liabihities 11c 310 1,788
Reinsurers’ share of techmical provisions
Long-term business provision 13c,d 488 1,031
Techmcal provisions for inked Liabilities 13¢,d 1,925 349
2,413 1,380
Debtors
Debtors ansing out of direct insurance operations 12 4 3
Debtors arising out of reinsurance operations 12 3 6
Other debtors 12 5 5
12 14
Other assets
Cash at bank and 1n hand 5 10
Prepayments and accrued income
Accrued nterest and rent 56 53
Other prepayments and accrued mcome 3 3
59 56
Total assets 8,524 8,773

The Notes on pages 50 to 82 form an integral part of these financial statements.
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Liabilities

Notes 2014 2015
£m £m

Techmcal provisions i
Long-term business techmcal provision - gross amount 13a,d 6,108 5,690
Technical provisions for hinked liabilities 13b,d 2,235 2,137
8,343 7,827

Creditors

Crechtors ansing out of direct insurance operations 16 20 23
Deposit recetved from rensurer - secured 3,16 - 796
Amounts owed to credit institutions 16 3 3
Other creditors including taxation and socal security 16 147 112
170 ¢ 934
Accruals and deferred income 11 12
Total liabihties 8,524 8,773

These financial statements were approved by the Board on 21 March 2016 and were signed on 1ts behalf

by:

Simon Small
Finance Director

The Equitable Life Assurance Society registered company number 37038

The Notes on pages 50 to 82 form an ntegral part of these financial statements

The Society 15 a mutual company with no equity holders and so has not presented a Statement of changes in
equity.




Notes on the financial statements

1. Accounting policies

a. Statement of compliance

The Equitable Life Assurance Society 15 a UK
mutual Life assurance company.

The Society’s registered office 15 at 20-22 Bedford
Row, London, WCIR 4JS The policyholder
admmstration office 15 at Walton Street,
Aylesbury, Buckinghamshire, HP21 7QW

The financial statements have been prepared n
compliance with Umted Kingdom Accounting
Standards, wncluding “‘The Financial Reporting
Standard applicable 1n the United Kingdom and the
Republic of Ireland’” (*‘FRS 102'"), ‘Insurance
Contracts’ (“FRS 103”) and the Compames Act
2006, under the provision of the Large and
Medwm-sized Compamies and Groups (Accounts
and Reports) Regulations 2008 (51 2008/410) The
provisions of the FRS102 amendment for fair value
hierarchy disclosures have been adopted early
The adoption of FRS 102 and FRS 103 with effect
from 1 January 2014 has resulted 1n no
restatement of comparatives or changes 1n
accounting policy

The Society does not have subsidiary companies
that require consolidation, and these accounts
represent the results and position of the Society
only.

The Directors have considered the appropriateness
of the going concern basis used n the preparation
of these financial statements, having regard to the
abiity of the Society to be able to meet 1ts
habilities as and when they fall due, and the
adequacy of available assets to meet liabihities In
the opimion of the Directors, the going concern
basis adopted 1n the preparation of these financial
statements continues to be appropnate

b. Change in accounting policies

The Directors have reviewed the accounting
policies and satisfied themselves as to thewr
appropnateness. There are no changes 1n
accounting policy from the prior year

c. Contract classification

The Society has classified 1ts Long Term Assurance
business 1n accordance with FRS 103 Insurance
contracts are contracts that transfer sigmficant
wnsurance nsk Investment contracts are those
contracts where no sigmficant wnsurance nsk 1s
transferred. Investment contracts that contain a
discretionary participation feature entiting the
policyholder to recewve 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 umit-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
sigmficant wnsurance nsk classified as financal
assets

A major treaty with Halifax Life a company in
Lloyds Banking Group (“LBG") reinsures non-profit
business, and until March 2015 also reinsured unit-
linked business Sorme of the underlying policies
reinsured by the treaty are classified as insurance
and others as nvestment Rather than classifying
the reinsurance treaty as a whole, the underlying
policies have been considered and the reinsurance
classified accordingly. The rensurance of
annuities with Canada Life from 1 January 2015
until the Part VIl transfer in 2016 has been
classified as 1nsurance business Changes n
remnsurance arrangements in 2015 are descrnibed in
Note 3

d. Insurance contracts and investment
contracts with discretionary participation
feature

Earned premiums

Premums earned are accounted for on a cash
basis, 1n respect of single premium business and
recurrent single premum pension business, and on
an accruals basis 1n respect of all other business

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, ansing from policies within the Society, are
included 1n ‘Claims pad’

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, matunties and
annuty payments are recorded when due Claims
on with-profits business include bonuses payable,
which in turn include capital distnbution amounts




Claims payable nclude 1nterest and direct costs of
settlement

Rewnsurance contracts

Outward reinsurance premums are recogmsed
when payable Relnsurance recoveries are
credited to match the relevant gross claims.

Liabilities

Liabihities for nsurance contracts and investment
contracts with discretionary participation feature
are measured as descnbed 1n section k

e. Investment contracts without
discretionary participation feature

Umt-bnked and non-profit nvestment contracts
classified as 1nvestment without discretionary
participation feature are classified as financial
instruments and so have heen accounted for using
the principles of deposit accounting.
Policyholders’ deposits and withdrawals are not
ncluded n premiums and claims n the Technical
Account, but are accounted for directly in the
Balance sheet as adjustments to techmcal
provisions Fees recewvable from nvestment
contracts without discretionary participation
feature are reported 1in ‘Other techmical income’.

biabihties for contracts classified as nvestment
without discretionary participation feature are
measured on an amortised cost basis The
amortised cost of these financial habilities 15
equivalent to the amount payable on demand
without penalty

f. Investment return

Investment return compnses all nvestment
income, realised gans and losses, and movermnents
n unrealised gains and losses, net of investment
expenses, ncluding interest payable on financial
bhabilities

Investment ncome, including interest ncome
from fixed-interest nvestments and rent, 15
accrued up to the balance sheet date. Other
income 15 recognised when 1t becomes payable.

Property rental income ansing under operating
leases 1s recogmsed n equal instalments over the
period of the lease

Realised gains and losses on investments are
calcutated as the difference between net sales
proceeds and the original cost.

Unrealised gains and losses on nvestments
represent the difference between the valuation of

investments at the balance sheet date and their
purchase pnce or, if they have been previously
valued, their valuation at the last balance sheet
date. The movement n unrealised gains and losses
recognised in the year also includes the reversal of
unrealised gains and losses recogmsed 1n earber
accounting penods n respect of 1nvestment
disposals in the current penod

g. Valuation of investments

All financial assets are imbially recognised at cost,
being the fair value at the date of acquisition
Subseqguently, all financial assets are valued at fair
value through the Profit and Loss Account. Where
possible, far value 1s based on market observable
data, which 15 used to determine a bid market
valuation Where market observable data 15 not
available or 15 inadequate 1t will be supplemented
by broker or dealer quotations, the market values
of another instrument that 15 substantially the
same or other appropnate valuation techmques

A financal asset 15 recogmsed when the Society
commits to purchase the asset, and 15
derecogmsed when the contractual nght to
receive cash flows expires or when the asset 1s
transferred

The Society's denivatives are nterest rate
swaptions, futures and forward contracts Hedge
accounting has not been used for these
nstruments Collateral received to back denvative
positions 15 recogmsed on the Balance sheet as
cash, with a corresponding habibty n ‘Other
creditors’

Secunties lent, where substantially alt the nsks
and rewards of ownership remain with the Society,
are retained on the Balance sheet at their current
value Collateral received 1n respect of secunties
lent 15 not recorded on the Balance sheet

h. Property

Properties are valued at fair value Freehold and
leasehold properties are valued individually by the
quahified surveyors Jones Lang LaSalle on the basis
of open market value, as defined mn the Royal
Institution of Chartered Surveyors (“RICS™)
Valuation Standards, less the estimated costs of
disposal

1. Investments 1n Group undertakings

Investments n Group undertakings are carned at
fair value, being net asset value Changes n
carrying value are reported in the Techmcal
Account




Notes on the financial statements continued

1. Accounting policies (continued)
j. Impairment policy

The Society reviews the carrying value of 1ts assets
(other than those held at faw 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 1s reduced through a
charge to the FTechmcal Account Impairment 1s
only recogmsed 1f the loss event has an impact on
the estimated future cash flows of the finangal
asset or group of financial assets that can be
rebably 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 funds, and 1s calculated n accordance with
the rules contained 1n the combined Financial
Conduct Authonty (“FCA™)/Prudential Regulation
Authonty (“PRA"”) Handbook of Rules and
Guidance The nvestigation 1s carried out as at 31
December For the with-profits business of the
Society, the labihities to pohicyholders are
determined wn accordance with the PRA realistic
capital regime and n accordance with the
requirements of FRS 103. These habilities include
guaranteed bonuses and an estimate of non-
guaranteed benefits, including future
discretionary ncreases to policy values, and
provision for any guaranteed values which are n
excess of policy values With-profits policy
habilities do not inctude an allowance for capital
distribution

with-profits techmcal provisions 1nclude an
amount representing the excess of assets over
other realistic habilities This amount 1s referred
to as Excess Realistic Assets (“ERA™) wn these
financal statements and 15 a key measure of the
Society’s capital, as descnbed wn the Strategic
report

The calculation of the long-term business provision
for all non-profit and index-linked annuity business
15 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 umt-linked contracts The hability n
respect of unit-linked contracts 15 equal to the
value of assets to which the contracts are linked,
and 1s ncluded n ‘Techmical provisions’ n the
Balance sheet

. Taxation

The charge for taxation in the Techmcal Account
15 based on the method of assessing taxation for
long-term funds Provision has been made for
deferred tax assets and blabihities using the
hability method on all matenal timing differences,
including revaluation gains and losses on
nvestments recogmised 1n the Techmical Account,
Deferred tax 15 calculated at the rates at which it
1s expected that the tax will anse and has not
been discounted, and 15 only recogmsed to the
extent that recovery 1s probable at a later date

m. Foreign currency translation

Monetary assets and LlLabilities n  fereign
currencies are expressed in pounds sterling at the
exchange rates ruling at the balance sheet date
Income and expense transactions have been
translated at rates of exchange ruling at the time
of the transactions

n. Segmental reporting

In the opimon of the Directors, the Socety
operates n one business segment, being that of
long-term nsurance business

2. Statement of critical accounting
judgements and sources of
estimation uncertainty

The preparation of financial statements requires
management to make judgements in the process
of applying the Society’s accounting policies The
preparation of financial statements also requires
the use of estimates and assumptions These are
based on management’s best knowledge of current
arcumstances and expectation of future events
Actual results may differ from those estimates.

Sigmficant 1n the financial statements are

« The classification of contracts as
nvestment or nsurance, as descnbed 1n
Note 1c,

e The choice of measurement model of
invested assets As described in Note 1g,
the Society values all nvested assets
accorcing to the fair value model, and

e The methodologies and assumptions made
in  valung techmcal provisions, as
described n Note 13f-h  Areas of
sigmficant focus in 2015 were the review
of longewity assumptions following the

reinsurance with  Canada ULife and

assumptions about future policyholder
behaviour and ex



3. Reinsurance

a. Rewnsurance with Halifax Life

On 1 March 2001, the Society entered 1nto
remnsurance contracts with Halifax Life (part of
LBG), wn respect of certain of 1ts umt-linked and
non-profit business The establishment of the
reinsurance contracts effectively transferred the
nsks and rewards n respect of the reinsured
business to LBG However, the primary obligation
under the policies remains with the Socety and so
the techmical provisions on the Balance sheet
mnclude reinsured policies

Premiums and  deposits received  from
policyholders 1n respect of reinsured business are
immediately forwarded to LBG LBG reimburse the
Society for any claims and withdrawals the Society
has paid to policyhalders 1n respect of reinsured
business Under the terms of the rensurance
contracts with LBG, 1if the Society were to become
nsolvent, or reasonably likely to become insolvent
n the opimon of the rewnsurer’s board, LBG can
then make payments directly to policyholders
whose policies have been reinsured.

As descnibed 1n the Strategic report, in 2014 the
Society entered into a further contract wath
Halifax Life, to buy back £1.9bn of previcusly
remnsured umt-inked business £17bn of the
recaptured business relates to investment business
and so 15 not reflected within reinsurance
premiums 1n the Techmcal Account The balance
of £180m 1s recorded within reinsurance premums
The 2014 contract was conditional on transferring
the assets to the Society, which cccurred 1n March
2015, and the Society now directly manages the
assets backing the majonty of umt-linked policies
The nsurance and expense risk associated with
the recaptured business has returned to the
Society and the concentration of counterparty risk
with LBG has sigmficantly reduced.

The remaming reinsurance contracts create an
asset on the Balance sheet of £492m, bewng the
entitlement for the Society to recover from LBG
the claims paid under rewnsured business {Note
13c) 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.

On 31 December 2015, LBG transferred all the
business of Halifax Life to Scottish Widows

b. Annuity reinsurance with Canada Life

On 2 March 2015, the Society entered into an
agreement with Canada Life to reassure the non-
profit annutty business, under which Canada Life
bore substantially all the nsks and rewards of this
business with effect from 1 January 2015, The
mtial premwum of £850m for the reassurance 15
included 1n ocutward reinsurance premiums

In order to protect policyholders from counterparty
credit nsk, the witial premium was deposited back
with the Society This deposit was held n assets
with a similar investment mix to that previously
held by the Society. Canada Life held a secured
charge over these assets, (reported in non-linked
investments 1n Note 11), The investment returns
from the secured assets were attnibuted to Canada
Life, and payments n respect of related annuity
payments deducted from the deposited assets. At
the balance sheet date, the effect of this deposit
back arrangement was to wncrease the Society’s
total assets (Reinsurers’ share of technical
provision nsurance contracts Note 13¢) and
babilities (Deposits received from reinsurer -
secured Note 16) by the deposited amount.

Following the completion of a High Court process,
and as descnbed n the Post balance sheet event
Note, the non-profit and umt-linked annuity
business was novated to Canada Life on 19
February 2016 as a Part VIl transfer under the
Financial Services and Markets Act 2000, On
completion of the transfer, the reinsurance
agreement was terminated and the assets held on
deposit transferred to Canada Life.

c. Other outward reinsurance

The Society has several other outward reinsurance
contracts under which relatively small volumes of
business are remsured




Notes on the financial statements continued

4, Earned premiums

Prermums received 1n respect of nvestment
contracts without discretionary participation
feature are not included 1n the Techmcal Account
or 1n the table below, as stated in Note 1e. The
total of these deposits received 1n 2015 was £57m
and represents linked pension business (2014
£29m) New premiwum deposits were £33m (2014
£5m)

Premium 1wncome 1ncluded n the Techmcal
Account 1s analysed 1n the table below.

2014 2015
£m £m

Analyses of gross
premiums:
Individual premiums 34 16
Premiums under group 2
contracts i

36 16
Regular premiums 19 15
Single premiums 17 1

36 16
Premiums from non-

10 g
profit contracts
Premiums from with- 24 6
profits contracts
Premwums from linked 5 ’
contracts

36 . 16
Premums from bfe 12 1
business
Prermums from pension 24 5
business

36 16
Premiums from UK 34 14
business
Premums from 5 2

overseas business

36 16

Classification of new business

The Society closed to new business on 8 December
2000 The Society continues to recognise very
small amounts of new business prermums and
deposits where 1t 1s contractually obliged to do so.

Of the L£t6ém gross premums reported n the
Techmcal Account and analysed 1n the table above,
less than £1m was new premium mncome n the year
(2014 £17m)

The majonty of new business recogmsed n 2014
was transfers from group to individual contracts,
and was ncluded in both premwums and claims

Annual equivalent premiums n respect of new
business received during the year were £l (2014
£2Zm) New premiums n respect of reinsured
business during the year were £ml (2014 £2m)




5. Total investment return

2014 2015
Em £Em

a. Total investment return ;
Investment income compnses Income from: :
Other investments 182 198
Net gains on realisation of investments 928 ! 110
Investment income and net realised gains 280 308
Investment expenses including interest comprise:
Investment management expenses (6) {(7)
Unrealised gains/{losses) on investments 466 {(369)
Investment return on assets at fair value through the Profit and 740 (68)

Loss Account

The small increase 1n both yields and credit spreads over the year suppressed nvested asset values and offset
nvestment mncome earned Realised gains include £40m from a restrike of the swaption portfolio.

The gross return on with-profits assets and the adjustments made to the return on invested assets to dernve
the return net of charges are shown n the table below and discussed n the Strategic report

2014 2015

% %

Return on investments 137 02

Adjusted for ,

Movements affecting liabihities (11.2) ! 13

Expenses (1.0) i (1.0}

Guarantees (05) [ (0 5)
Tax and changes i provision 0.1y -

Return net of charges 0.9 -

b. Interest income and expense not included in the investment return

Contracts classified as investment with discretionary participaton feature are measured at amortised cost.
The nterest income and expense 1n respect of such contracts 1s included within the Techmcal Account under
the heading ‘Change n long-term business provision’
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Notes on the financial statements continued

6. Claims incurred

2014 2015

£m fm

Claims paid - gross claims 386 459
Investment contract claims which are deposit accounted for and

therefore not included 1n the Techmcal Account 139 176

The ncrease 1n the value of claims paid reflects the Government pension reforms that came into effect n
Apnl 2015 Claims paid include claims handling expenses of £1m (2014 £1m) Included wn the above
payments are capital distribution amounts and attributable final and intenm bonuses for the Society of £83m
(2014 £48m)

7. Net operating expenses

2014 2015

£m fm

Administration expenses 29 26

Costs of strategic imtiatives 9 5
Redundancies

! Total net operating expenses 39 35 i

Investment management expenses (Note 5a) 6 7

Claims handling expenses (Note 6) 1 1

Total costs 46 43

Adrmimstration expenses have fallen 1 2015 as a result of lower staff numbers following a review of
ongoing resource requirements and continued efficiency savings Costs of strategic imtiatives include those
associated with the transfer of annuities to Canada Life, activity relating to simplifying business processes
and ongong umt-linked business strategy. Investment management costs are mgher in 2015 due to
additional costs following the buy-back of umt-linked business

a. Services from auditors

PricewaterhouseCoopers LLP (“PwC”) 1s one of a number of professional firms that undertake advisory
work for the Society Where PwC has been engaged to perform such work, in circumstances where 1t 1s to
the Society’s advantage that 1t does so, the Society’s regular commitments procedures are followed, and
the Audit and Risk Committee reviews them to ensure that auditor independence 1s preserved

Duning the year, the Society received the following services from the Society’s auditor.

2014 2015

£m Em

Fees payable for the audit of the Society’s statutory accounts 03 03

Fees payable for the audit of the Society’s regulatory return 02 02
Fees payable to the Society’s auditor for other services

Assurance work related to implementation of Solvency I - 0.2

0.5 0.7

Note The Society’s subsidhary, Equitable Pnivate Equity Holdings Lirmited (EPEHL) 1s audited by PwC and pad £8k for
audit services in 2015 (2014 £9k)




8. Directors and employees

2014 2015
£m Em
a, Staff costs
Wages and salanes 15 13
Social secunty costs 2
Pension costs 1 1
18 16

Wages and salanes decreased in 2015 largely due to the reduction n staff numbers. The monthly average
number of employees employed by the Society during the year, including executive Directors, required to be
disclosed n accordance with the Compames Act 2006, was 305 (2014: 337). Staff numbers reduced during
2015 due to efficiencies made 1n the year and the review of IT and Customer Service ongoing resourcing The
Society engages the services of a number of contractors. The total staff number at the end of 2015 including
contractors was 318 (2014: 357)

Throughout 2015, a group personal pension plan with Legal & General has been made available to employees
with effect from 1 July 2014, staff have been automatically enrolled in this scheme 1n line with Workplace
Pensions legislation 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 nterests, as required by the Compames Act 2006, are
included in the Directors’ remuneration report.




Notes on the financial statements contnued

9. Other technical income and charges

Other techmcal income of £22m (2014 £3m) ncludes rebates recewved from umt-linked Open Ended
Investment Company (“OEIC”) fund managers (£9m; 2014 Enil), and investment return on assets over
which Canada Life held a secured charge (E10m; 2014 £ml}).

Other techmcal charges of £34m (£2014 fml) 1s a payment to LBG 1n connection with buying back umt-
linked business, and some associated non-profit business.

10. Taxation

2014 2015
£m Em
Investment return for the year {Note 5) 740 (68)
Other technmcal income 3 22
Other techmcal charges - (34)
Net operating expenses (39) (35)
Net income 704 {115)
Of which attnbutable to UK Life business 30 (2}
Current corporation tax charge at 20% 6
Total charge 6 .

The UK corporation tax charge/(credit) 1s provided at 20% (2014. 20%), computed 1n accordance with the
rules applicable to Life assurance compames, whereby the fund 15 required to meet the tax habilibies on
investment ncome and gawns attributable to UK Lfe business policyholders, but no tax 1s charged on the
profits or investment returns attributable to pension business or policies wntten for overseas residents The
2015 result 15 a tax credit of less than £1m, reflecting the fact that investment losses exceeded income and
gains earned n the year

The Society has £9.3m of unused tax losses (2014: £4 2m) from realised losses on the disposal of land and
buitdings A deferred taxation assets has not been recogmsed n this regard due to uncertainty of recovery.




11. Investments

Cost Current Value
2014 2015 . 2014 | 2015
£m ! £m £m £m
a. Land and buildings l , i
Leasehold 9 - 2! ‘
Freehold 3 | - 3
12 | - 5" -
b. Non-linked investments held at fair value
through the Profit and Loss Account
Investments 1n Group undertakings ‘ .
Shares 21 | 21 23, 26
| !
Shares and other varable yeld secunties and i
units in umt trusts
Shares and umts 1n umt trusts 66 | 51 10 . 9
Other vanable yield secunties 72 | 113 124, 79
138 | 164 134 | 88
Debt and other fixed-income secunties |
i
Short-term gilts 569 | 566 565 | 564
Gilts, index-linked and government approved bonds 3,027 ! 3,018 3,326 : 3,202
Corporate bonds 1,262 1,292 1,344 1 1,317
4,858 4,876 5,235 | 5,083
|
Deposits and other investments 328 328 328 328
5,357 | 5,389 5,725 | 5,525 .
| i
c. Linked investments held at fair value | ‘ F
through the Profit and Loss Account ;
Shares and umts wn unit trusts - 1,809 ¢ - 1,733
Gilts, index-linked and government approved bonds 241 | - 301 i
Deposits and other investments 9 ! 55 9! 35
250 1,864 310, 1,788

Total value of investments 5,607 ; 7,253 6,035 1 7,313




Notes on the financial statements continued

11. Investments (continued)

In line with the Society’s property disinvestment strategy, the last property assets were sold 1n 2015.

The Society’s group undertaking is a majonty nvestment n Equitable Private Equity Holdings Limited
("EPEHL"), a Guernsey registered company. EPEHL’s investment 1s Kmightsbndge Integrated Holdings V L.P.,
which 1nvests 1n North American equity and venture capital projects EPEHL made a loss 1n 2015 of £31,000
(545,000) (2014: £30,000 (546,000)) and 1ts total net asset value 1s £26m ($37m) {2014: £24m ($37m)}

Other vanable yield securities compnse nterest rate swaption denvatives, valued on a mark-to-model basis
Debt and other fixed-income securities includes listed investments of £5,082m (2014: £5,234m) at far vatue

During the year, the Society has undertaken stock lending but this 1s not reflected on the Balance sheet
because the beneficial ownership of assets lent remains with the Society. At the balance sheet date,
investments of £347m (2014 £299m) were lent 1n the normal course of business to authorised money brokers
on a secured basis, and investments of £357m (2014: £308m) were recewved as collateral from brokers.
Income earned on stock lending during the year, net of fees paid, was £0 2m (2014: £0 1m)

Collateral received from brokers 1s UK government bonds and 1s not less than 102% of the market value of
borrowed fixed-income secunties.

The reassurance agreement with Canada Life described in Note 3 included the reassurance of non-profit
annuities with a deposit back arrangement The value of assets deposited with the Society, as at the balance
sheet date, was £796m These assets are included n the table above The charge over deposit assets was
released after the transfer of assets to Canada Lyfe under the Part VIl Transfer on 19 February 2016.

The Society closely momtors the valuation of assets in markets that have become less hiquid. Determmng
whether a market 1s active requires the exercise of judgement and 1s determined based upon the facts and
arcumstances of the market for the instrument being measured Where 1t 1s deterrined that there 15 no
active market, fair value 1s established using a valuation techmque Such valuation techmques use market
observable data wherever possible, including prices obtaned via prnicing services, dealer quoted prices or
models such as net asset value

For fixed-income secunties for which there 1s no active market, the far value 1s based on prices obtained
from priang services or dealer price quotations Such valuations are based on market observable data
including transaction prices, dealer bids and quoted market prices for secunties with similar credit, matunty
and yield charactenstics

d. Fair value hierarchies
(1) In accordance with FRS 102, investments carned at fair value have been categorised nto a fair value
hierarchy.

Assets valued at quoted market prices from active markets (“Level 17)
Inputs to Level 1 fair values are unadjusted quoted prices in active markets for 1dentical assets.

Prices substantially based on market observable inputs ("Level 27)
Inputs to Level 2 fair values are inputs other than quoted prices included within Level 1 that are observable
for the asset erther directly or indirectly. Level 2 inputs include the following

o Quoted pnices for similar (1 e not 1dentical) assets in active markets; and

e Quoted prices for identical or similar assets 1n markets that are not active, the prices are not current, or
price quotations vary substantially either over time or among market makers, or n which lLittle
information 1s released publicly

Prices based on unobservable inputs where observable inputs are not available ("Level 37)
inputs to Level 3 fair values are unobservable nputs for the asset, for example, assets valued by a model or
securties for which no recent market observable price is available




The Society holds nterest rate swaptions, which are valued based on an industry recogmsed model, which 1s
calibrated to market observable data where possible Sigmficant inputs to this model include interest rate
curves and interest rate volatility The sensitivity of the model to changes 1n assumptions has been assessed
and ndicates that changing one or more of the assumptions to reasonably possible alternative assumptions
would not sigmficantly change the fair value of financial assets

(n) Analysis of investments according to far value merarchy.

31 December 2015 Level 1 Level 2 Level 3 Total Other ' Balance
fair assets sheet

value total

Asset category £m £m £m £Em £m fm

Land and buildings - - - - - -

Investments 1n Group - - 26 26 - 26
undertakings
Shares and units in umt trusts 1,733 - 9 1,742 - 1,742
Other vanable yield secunties - - 79 79 - 79
Debt secunties and other fixed- 3,630 1,292 161 5,083 - 5,083
Income securities
Deposits and other investments 383 - - 383 - 383
'Total invested assets 5,746 1,292 275 7,313 - 7,313
;Total nvested assets 78% 18% 4% 100% - 100%
31 December 2014 Level 1 Level 2 Level 3 Total Other Balance
fair assets sheet
value total
Asset category Em £m £m Em £m E£m
Land and buildings - - - - 5 5
Investments 1n Group undertakings - - 23 23 - 23
Shares and unmts in umt trusts - - 10 10 . 10
Other vanable yield secunties - - 124 124 - 124
Debt secunities and other fixed- 4,038 1,283 215 5,536 - 5,536
ncome securities
Deposits and other investments 328 - - 338 - 338
Total invested assets 4,375 1,283 372 6,030 5 6,035
Total nvested assets 73% 21% 6% 100% - 100%

The change n the distribution of assets between Level 1 and Level 2 dunng the year reflects the transfer to
the Society of umt-linked asset from Halifax Life Dunng the year, the classification of with-profits deposits
was reviewed and determined to be Level 1 (2014 restated)
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12. Debtors

2014 2015
£m I )
Debtors ansing out of direct insurance
Amounts owed by policyholders
Debtors ansing out of reinsurance 6
Other debtors
Corporation tax asset
Debtors other than Group and related companies 5 5
12 14

The carrying values of these 1items equate closely to fair values and are expected to be realised within a year
of the balance sheet date




13. Technical provisions
a. Gross long-term business technical provisions

2014 2015
£m £m
Non-profit techmcal provisions
Mon-profit insurance technical provisions 1,117 1,031
Non-profit investment techmcal provisions 7 (12) ,
1,124 1,619
with-profits technical provisions
With-profits insurance technical provisions
Policy values 163 145
Cost of guarantees 80 70
Future charges (27) (24)
Other long-term habihities 18 26
234 217
With-profits investment technical provisions
Policy values 2,841 2,643
Cost of guarantees 1,108 1,016
Future charges (221) (201)
Other long-term habilities 225 213
3,953 3,671
Excess Realistic Assets 797 783
4,984 4,671
Total long-term business technical provisions 6,108 5,690
b. Gross linked liabilities
2014 2015
Em Em
Index-linked annuities 323 316
Other linked insurance habilities 149 141
Other linked investment babilities 1,763 1,680
Total hinked habihities 2,235 2,137
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13. Technical provisions (continued)
c. Reinsurers’ share of technical provisions: insurance and investment contracts

2014 2015

Em E£m

Non-profit insurance technical provisions 481 1,025

Non-profit investment technical provisions 7 6

488 1,031

Index-linked annuities 13 316
Other linked 1nsurance hatnlities 149

Other linked investment hiabihities 1,763 33

1,925 349

Total reinsurers’ share 2,413 _!3,380

d. Movement in technical provisions

Rewnsurers’ share of

Gross techmcal provision
P s techmcal provisions

h:l?;‘c-l ERA Subtotal  Linked Non-linked  Linked
£ £Em Em Em £m £m
m

Opeming positions 5,311 797 6,108 2,235 488 1,925
Unit-inked recapture new deposit! - . - - - {1,780)
Change ansing from new deposits’ - - - 57 - 8
Change ansing from withdrawals! - - - {(176) - (27)
Net deposits and withdrawals {119) (1,799)
Valuation change from non-profit - - LT (7) (173)
and umit-linked recapture (Note 3)
Valuation change from annuty - - - - 587 301
remnsurance (Note 3)
Other changes reported in (404) (14) (418) 21 (37) 95
Techmical Account
Net change in Techmcal Account (404) (14) (418} 21 543 223
Closing positions 4,907 783 5,690 2,137 1,031 349
Note*

Tpremums (Note 4) and claims (Note 6) 1n respect of investment contracts without discretionary participation feature
are not included n the Technical Account, but are reported as deposits to and withdrawals from techmcal provisions




e. Movement in Excess Realistic Assets
The principal movements 1n the ERA duning the year are shown in the following table

2014 . 2015 2015

£m Em Key movements include:
Opening Excess Realistic Assets 691 797
Investment performance net of 3 Increase in policy values beyond the

83 (24)

changes 1n policy values investment return earned in the year
Vanances 1n expenses and provisions 21 9
Unit-linked strategic project (26) Buy back of umt-linked business from LBG
Annuty reinsurance 77 Remsurance with Canada Life
Changes 1n valuation experience and 4 11 Variance 1n claims expenence foltowing
assumptions pension reforms
Capital distnbution within claims Capital distmbution paid at 35% on higher

(35) (66)
payments level of claims
Other movements (4) 5
Closing Excess Realistic Assets 797 783

f. wath-profits technical provisions

The long-term business provisions for the Society’s with-profits business have been calculated in accordance
with the PRA realistic capital regime The principal assumptions used to calculate these provisions and the
comparatives are described below

The calculation of realistic labilities for the Society ncludes an estimate of any future non-guaranteed
bonuses that may be payable The realistic liabilities do not include an allowance for capital distribution The
value of the habihities 1s made up of the following components

s 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 1n excess of the policy values, now andn
the future Further information 1s provided 1n section (1) below,

e Future charges. the margin assumed to be retawned each year from the return earned on with-profits
assets, before making future increases to policy values. A charge of 1% pa (2014 1% pa) 15 assumed to be
retained to provide capital to meet the expected cost of guarantees, without allowance for capital
chstnbution, and

e Other long-term Liablities, including miscellaneous provisions, less a deduction for the present value of
future profits from non-profit business Further information 1s provided in section (1) below

Factors such as economic assumptions, policyholder retirement dates, surrenders and mortality expenence
affect a number of the above components, and further information is provided 1n section (1) below

(1) Factors affecting a number of components of with-profits techmcal provisions
Economic assumptions

In order to produce valuations of the cost of guarantees, future charges and the ympact of early surrenders,
an economic model 1s required to generate projections of pobcy values \n many different economic scenarios
The valuation wnvolves constructing 5,000 scenanos, aggregating the results under each scenario and then
calculating the average habiiity In each scenano, pelicy values are assumed to change in line with the
projected return on with-profits assets net of charges
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13. Technical provisions (continued)
f. With-profits technical provisions (continued)
(1) Factors affecting a number of components of with-profits techmcal provisions (continued)

The econormc model used by the Society i the valuation was supplied by Barne & Hibbert The model used
15 market consistent and has been calibrated to the gilt yield curve at the valuation date, and this
determines the risk-free rates used 1n the projections The effect of the change n yield curve from 2014 to
2015 was to decrease the ERA by £1m (2014: decrease £8m) Assumptions are also required for the volatility
of the asset values for different asset categonies Bond volatiities vary by term and duration and are
calibrated to those implied by swaption volatiities obtaned from market sources For equity values, the
model produces a 10 year volatiity of 23% (2014 22%). For property values, the model uses an assumed
volatibty of 13% (2014 13%)

Retirements

For the majonty 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 15
referred to as the Earbest Contractual Date (“ECD"). A praoportion of policyholders take their benefits before
and a proportton after the earliest expected retirement date

An 1nvestigation of the actual retirement ages for the Society’s with-profits policyholders, analysed by type
of contract, has been carned out, based on expenence between 2012 and 2015 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 (2014 at ECD) and up to 13 years (2014 13 years)
later than ECD

Surrenders

An wvestigation of the actual surrender rates for the Society’s with-profits business, analysed by type of
contract, has been carned out based on expenence between 2012 and 2015 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% pa (2014 1.5% pa). The effect of the change n the surrender rates has resulted in an increase n the ERA
of £1m (2014- no change)

Mortality

Using the results of an investigation nto the Society’s actual mortality expenence, mortality assumptions
have been denved for the with-profits business as detailed in the table below.

Mortality assumptions by class of 2014 2015

business

Endowment assurances (with-

profits)

Conventicnal With-Profits business 90 0% AMCOO ultimate for 90 0% AMCOOQ ultimate for
males males
92.5% AFCOO0 ultimate for 92.5% AFCO0 ultimate for
females females

Recurrent Single Premium business 80 0% AMCOO ultimate for 72 5% AMCOQ ultimate for
males males
87 5% AFCO0 ultimate for 80 0% AFCO0 ultimate for
females femnales

The changes 1n mortabity assumptions 1n the year have had an immaternal impact on ERA (2014 1nmatenal)
Mortality assumptions for other classes of business are not matenal and, for this reason, are not shown above




(n) Cost of guarantees

Guarantees are features of Life assurance contracts that confer potentially vatuable benefits to policyholders
They expose the Society to two types of nsk nsurance (such as mortahity and morbidity) and financial (such
as market prices and interest rates) The value of a guarantee comprises two elements the intnnsic value
and the time value. The intrninsic value 1s the amount that would be payable 1f the guarantee was exercised
immediately. The time value 1s the additional value that reflects the possibility of the wntninsic value
increasing n future, before the expiry of guarantee The wntnnsic and time values of all guarantees are
ncluded n policyholder liabilities

All the Society’s matenal guarantees are valued on a market consistent basis using the economic model and
assumptions, as descrnbed 1n section (1} above

The Society has 1n 1ssue two principal types of with-profits policy RSP policies and Conventional With-Profits
{“CWP") policies These policies represented 98% and 2%, respectively, of the total policy values at 31
December 2015 (98% and 2% of the total policy values at 31 December 2014) For the majonty of RSP policies
1ssued before 1 July 1996, each premium (after charges) secures a Guaranteed Investment Return (“GIR"),
typically at the rate of 3.5% pa. For the majonty of RSP policies 1ssued after 1 July 1996, the GIR 1s ml% 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 1s a GIR, the value of that
guaranteed return 15 assessed based on assumed retirement ages of policyholders Certain policies also
contain a guaranteed mimmum level of pension as part of the condition of the onginal transfer of state
benefits to the policy.

For CWP business, there 1s a guarantee that the amount payable on death or at matunty (where appropnriate)
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 habilities In calculating the
amount payable to policyholders, account 1s taken of any management actions such as making changes to
policy values n response to changes in market conditions The cost of these guarantees has decreased from
£1,188m n 2014 to £1,086m at 31 December 2015, prnncipally as a result of nsing government bond yields.
This amount 15 included within ‘Techmical provisions’ (Note 13a)

There 1s inherent uncertainty in calculating the cost of these guarantees, as the value depends on future
economic condhitions, 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, 1 addition to
industry benchmarks and trends. Information on retirement, surrender and mortality assumptions 1s included
n section (1) above For econormic assumptions, prices for relevant quoted and non-quoted denvatives are
used to confirm market consistency
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13. Technical provisions (continued)
f. With-profits technical provisions (continued)

{mm) Other long-term liabihities

Techmical provisions include amounts i respect of specific provisions so that the totatl of the Society's
techmical provisions properly reflect our best estimate of the babilities held.

Other long-term habilities 2014 2015
Em £m
Regular expense provision 228 215
Miscellaneous provisions
Exceptional expense provision 10 10
Financial options
Present value of non-profit business (2)
Other long-term habilities 243 239

In addition to the 1% pa (2014: 1% pa) future charge to provide capital to meet the cost of guarantees
previously described, a further charge of 1% pa (2014: 1% pa) 1s deducted from the return earned on assets
each year and 15 available to meet the cost of running the with-profits business This amount 1s not expected
to be sufficient to meet business runming costs 1n the future and so a regular expense provision of £215m
(2014 £228m) 1s held in 'Other long-term habilities', 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 runming the business and are described in section (1) above

The exceptional expense provision represents the anticipated additional exceptional expenses of £10m (2014
£10m) over future years

Financial options represent the value of the option within a small number of CWP policies to take their
benefits 1n annuty form.

The present value of non-profit business represents the future profits and losses expected from cash flows of
the n-force non-profit and index-linked annuity business, less an amount to meet the cost of holding capital
n respect of this business These amounts have been deducted as a capitalised amount from the techmcal
provisions In accordance with the requirements of FRS103 The resulting anticipated present value of non-
profit business 1s a loss of £9m (2014. £2m profit).

g. Non-profit technical provisions

Annuities 1n payment and deferred annuities comprise most of the Society's gross non-profit techmcal
provisions Net of reinsurance, the majonty of the non-profit techmical provision 1s 1n respect of temporary
assurances Non-profit techmcal provisions have been calculated using the gross premium method, where the
provision equals the present value of the future benefits and expenses. The princtpal inputs to the valuation
for these types of contract are

¢ Interest rates based on yields on the assets held, with reductions for credit nsk;
s Future expenses; and
« Annuitant longevity and assured hife mortality

The assumptions and their comparatives are shown n the following tables, along with explanations of the
effect of changes 1n the year on the techmcal provisions net of reinsurance

(1) Interest rates




Valuation nterest rates are based on the yields on the assets held, reduced for nsk Reducttons from the
yield for nisk for corporate fixed-interest secunties are based on credit ratings, and these reductions have
been reviewed in light of latest expenence data Following the reinsurance of annuities with Canada Life n
2015, the remaining net technical provision for non-profit annuities 1s less than £2m The techmcal provisions
for temporary assurances are not matenally 1mpacted by interest rates. Therefore, the changes to the
valuation interest rates 1n aggregate have not matenally impacted techmical provisions net of reinsurance

Valuation interest rate %

Class of business 2014 2015
Non-profit annuities in payment
Basic Life and General Annuity business — pre 1992 2 00 2.00
Basic Life and General Annuity business — post 1991 180 1.80
Pension business 2.00 2.00
Index-linked annuities in payment
Basic Life and General Annuity business — pre 1992 (0 67) {0.62)
Basic Life and General Annuity business — post 1991 (0 60) (0 56)
Pension business (0 67) (0 62)
Non-profit deferred annuties 150 170

(n) Future expenses

Future expenses are allowed for 1n two ways: an explicit per policy allowance and an expense allowance for
fund management The per policy expense allowance 1n the valuation basis reflects an assessment of future
vanable admimistration costs and has been assumed to increase at 2.9% pa (2014. 3.2% pa).

Future per policy expense

allowance
Class of business 2014 2015
Non-profit and index-linked annuities 1n payment .
Basic Life and General Annuity business — pre 1992 £12 00 pa + £12 00 pa
Basic Life and General Annuity business — post 1991 £12 00 pa ,  £12 00 pa
Pension business £12 00 pa £12 00 pa
Deferred annuities £8 00 pa ! £8 00 pa
Temporary assurances £6 00 pa £6.00 pa

The expense allowance for fund management, expressed as a percentage of the value of the fund, s 0.083%
pa (2014 0 083% pa)

(m) Annuitant longevity and assured lives mortality

The Society’s valuation has been carned out using published mortality tables and an i1nvestigation into the
Society's actual mortality expenence. The Society continues to make allowance for future improvements n
the longevity of annuitants The assumption for future improvements 1n annutant longevity remains
unchanged However, following remnsurance of annuities to Canada Life dunng 2015, the remaning net
technical provision for non-profit annuities 1s less than £2m and hence 1s not matenally sensitive to annuitant
longevity assumptions
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13. Technical provisions (continued)
g. Non-profit technical provisions (continued)
(m) Annuitant longevity and assured lives mortality (continued)

Mortality assumptions by class of business 2014 2015
Non-profit and index-linked annuities during payment
Basic Life and General Annuity business 75% IMLOO0 crm2011 80% IMLOO crm2011
{U=2014)* for males (U=2015)" for males
77 5% IFLOO cmi2011 77 5% IFLO0 crm2011
{U=2014)* for females (U=2015)"* for females
Pension business 75% PNMLOO crm2011 80% PNMLOC crmi2011
(U=2014)" for males {(U=2015)" for males
65% PNFLAOQ crm2011 65% PNFLAOO crmi2011
(U=2014)* for females (U=2015)* for females
62 5% TMCOO for males 62 5% TMCO0O0 for males
Temporary Assurances 82.5% TFCOO for females 82 5% TFCOO for females

Note:

* The allowance for future mortality improvements 15 based on the mortabty improvements as per crm2011 tables {with a
long-term improvement rate of 1.5% pa for males, 1 25% pa for females)

h. Gross hinked liabilities

Index-linked annuities are valued n the same way as non-profit annuities, as descrnibed n Note 13g The
techmcal provision 1n respect of other linked business 15 equal to the value of the assets to which the
contracts are linked.

A provision 1n respect of future expenses and mortality risks on other linked business and future expenses on
index-linked annuities 1s included n the non-profit insurance techmical provisions

14, Regulatory valuation capital statement

a. Analysis of capital

This note presents the capital position of the Socety, as reported 1n the Society's annual PRA nsurance
returns, also known as Peak 1. This 15 a different view of capital than either the ERA (known as Peak 2), as
calculated under the realistic valuation regime and reported 1n the Batance sheet; or the Economic Capital
(“EC") view, that underpins strategic decisions and 1s referred to n the Strategic report

As part of regulatory valuation reporting, each hife assurance company must retain sufficient capital to meet
the capital requirements, as specified 1n the FCA/PRA Handbook of Rules and Gundance

Each Iife assurance company calculates the available capital resources as the value of the assets less the value
of the habilities on a regulatory valuation basis, as speaified in the FCA/PRA Handbook of Rules and Guidance
Each company 1s required to hold a mimmum level of capital known as the Capital Resource Requirement
(MCRR”)

The CRR comprises the Long-Term Insurance Capital Requirement (“LTICR”) and 1f required, an additional
element of capital required so as to reduce the surplus capital to be no more than the surplus on a reabistic
valuation basis This additional amount of capital 1s added to the CRR, and 1s referred to as the With-Profits
Insurance Capital Component (“WPICC”)

However, for the Society as a closed mutual with-profits fund, the PRA require that all capital 15 anticipated
to be distnibuted to policyholders, leaving a nil balance of surplus capital on a realistic valuation basis. To
achieve this, the WPICC for the Society 15 therefore the difference between the avallable capital resources
and the LTICR, leaving a ml balance of excess capital resources.




The capital statement 1n respect of the Society’s life assurance business at 31 December 2015 1s set out

below.
2014 2015
fm £Em
- Available capital resources 486 542
! .
Long-Term Insurance Capital Requirement (LTICR) (223) {(191)
wWith-Profits Insurance Capital Component (WPICC) (263) (351)
Total regulatory Capital Resource Requirement (CRR) (486) (542)

Excess of available capital resources over CRR - -

b. Movement in available capital resources

The available capital resources for the Scciety amount to £542m (31 December 2014 £486m). The table
| below shows the effect of movements in the total amount of available capital of the Society during the year

| .

‘ 2014 2015
Movement 1n available capital resources fm Em

i 1
At 1 January 450 486

| Investment return and interest rate movements 79 1
Other valuation assumptions (14) (8)
Expense reductions 5 i 16
Strategic projects ' 66
Other movements 34) ' (19)
At 31 December 486 ' 542

c. Restrictions on available capital resources

It 15 the Society’s aim to manage its business n 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 15 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 1t can meet its contractual
obligations to both policyholders and creditors as they fall due Any new distnbutions of surplus will be made
n 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 with-profits habibities, as the
yield on these determines the interest rate at which the liabibties are valued Defaults on fixed-interest
assets directly reduce the available capital resources, as does any increase n non policy-related provisions

The principal non-economic assumptions are the level of future retirement ages, future expenses, future
surrender rates and the level of future mortalty rates
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15. Management of risk

a. Risk management framework

As described 1n the Strategic report, risk management 1s central to the Society’s strategy The Corporate
governance statement descnbes the Society’s comprehensive nsk management framework and the Strategic
report describes the principal nsks faced by the Society, which are

e Insurance risk,

s Credit nsk;

» Market nisk;

= Operational nsk;

s Liquidity nsk, and
o Regulatory nisk.

The potential future impact of operational and regulatory risks are not reflected n the Balance sheet and so
are not discussed further here,

b. Insurance risk

nsurance risk 1s the nisk that the actual timing, frequency and seventy of insured events differ from that
assumed 1n policy valuations.

For the Society, insurance nsk consists of expense nsk and the following elements relating to the timing of |
nsured events: |

» Longevity nsk;
» Mortality nsk, and
s Persistency risk.

(1) Expense nsk

Description

The Balance sheet includes amounts representing the expected value of all future expenses of admimstration
and mvestment management net of charges made to policy values to pay for these costs. Expense risk 1s the
risk that expenses are higher than those assumed,

The main sources of risk are
s The assumed future cost base of the business 1s higher than expected,
¢ Future inflation of expenses 15 higher than anticipated, and

e The value of future charges deducted from umit-linked palicies 1s lower than expected

Management of risk

As explaned n the Strategic report, the Society actively manages 1ts costs down, so that business-as-usual
costs fall 1n tine with policy run-off. Furthermore, the Society maintains, and regularly reviews, a set of
actions 1t can take to directly control expenses 1n severe business scenarios.

Most of the Society’s expenses are expected to be linked 1n some way to UK price inflation To mitigate the
nisk of igher than expected rates of nflation, the Society holds a portfolio of index-tinked assets 1n order to
match the inflation-linked nature of expenses




Sensitivity

The exceptional expense provision 15 described n Note 13. The following table shows the sensitivity to
reasonably possible scenanos

Net impact on ERA

2014 2015
Sensitivity scenaro Mitigated by ) Em £m
5% increase n assumed level of expenses 23 @) !
1% ncrease 0 assumed rate of UK price inflation  Impact of index-linked portfolio 8 18

Sensitivity to expense nsk has increased following the recapture of umit-linked business Strategic projects to
review the level of charges on umit-linked funds and to rationalise the range of funds offered witl reduce the
Society’s exposure to expense nsk The active management of expenses using Lean Manufactunng and
Simpbification techmques continue to be a key focus for the Society

(n) Timing of insured events nsk

Description

Annuity benefits are payable only while policyholders survive Liabilities in respect of these policies are
based on current expectations of future survival rates. Longevity nsk 1s the nisk that policyholders live longer
than currently expected, giving nse to the payment of more benefits than currently reserved for.

The Society’s mortality risk exposure anses principally on non-profit assurance policies. Assurance benefits
are payable only when the policyholder dies Liabilities n respect of these policies are based on current
expectations of future survival rates Mortality nsk 1s the nsk that pohicyholders die sooner than currently
expected, gving nse to the payment of more death benefits than currently reserved for, A further exposure
to mortality nsk exists on cenventional with-profits policies, but, as stated in Note 13, these represent only
2% of with-profits policy values

Persistency nsk 1s the nsk that the tiiing at which policyholders choose to take their benefits differs from
the timing expected. If future expenence 1s different than expected, 1t can lead to an increase 1n the cost of
the guarantees within policies,

Management of risk

The Society 1s closed to new business and does not take on new insurance risk. The Society reviews its recent
claims expenence and combines 1t with industry-wide data (standard tables of mortality rates) and industry
standard models of future annuitant mortality improvement rates wn order to derive expectations about
future timing of policyholder claims

Practically all annwuities, all deferred annuities and most assurances are reinsured The taking-on of
additional longevity nsk has been eliminated by providing retinng pension policyholders with a Canada Life
annuity 1llustration and emphasising their option to seek annuities 1n the open market As explained n the
Strategic report, Note 3 and the Post balance sheet event note, the Society transferred substantially all
annuities polhicies to Canada Life on 19 February 2016

The Society regularly reviews options for removing or reducing the level of nsk via transactions such as
reinsurance or transfer of business
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15. Management of risk (continued)
b. Insurance risk (continued)

Sensitivity

The assumptions made for the timing of sured events and the impact of changes to those assumptions are
disclosed 1n Note 13. The following table shows the sensitivities to reasonably possible changes

Annuitant Assured lives wWith-profit with-profit With-profit
retirement |
mortality mortality surrender rates retirement timing timing .
Decrease 10% Increase 10% Decrease 1% pa 1 year later 1 year earber |
Impact on
ERA Em £m £m £m E£m
2014 46 - {65) (25) 26
2015 4 2 {54) (21) 22

Sensitivity to annuitant longevity nisk was all but eliminated following the reinsurance and subsequent
transfer of the annuity book to Canada Life. The residual exposure anses from certain with-profits policies
that contain a guaranteed mimmum level of pension

The nsk of with-profits policyholders surrendering less frequently and deferring retirement beyond those
assumed are sigmficant due to the impact on the cost of guarantees The nteraction of this with interest

rates 15 discussed under interest rate nsk
c. Credit risk

Description
Credht nisk 1s the nsk that a counterparty will fail to pay amounts 1n full when due. The main credit risks
faced by the Sccety are:

e The nsk of default on 1ts portfolio of fixed-interest investments, especially corporate bonds, and

¢ The nsk of default by any of its reinsurers

Management of risk
Credit nisk 1s monitored by the Society's Asset and Liability Committee The Society manages 1ts exposure to
default on 1ts portfolio of fixed-interest investments through

e Its policy of only investing 1n assets of lgh credit quality,

¢ Carefully selecting indwidual investments, and !
« Limiting concentrations with any one counterparty.

The Society’s exposure to credit risk 1s summarised below, according to the lowest of the external credit
ratings supplied by Moody, Standard & Poor, and Fitch

2015 AAA AA A BBB Other Total
Credit ratings Em fm fm Em Em fm
Debt and other fixed-income securibes 290 3,582 624 583 4 5,082
Deposits and other investments 306 - 22 - - 328
Cash at bank and 1n hand - - 10 - - 10
Other financial assets 7 26 9 11 17 70
Remnsurers’ share of techmcal provisions and ) . 1,380 i ) 1,380

liabilities (Note 13¢)

603 3,608 2,045 594 1 6,871




2014 AAA AA A BBB Other Total

Credlt rat"v-lgs £fm £m Em Em Em Em
Debt and other fixed-income securities 421 3,962 612 537 4 5,536
Deposits and other investments 318 - 19 - - 337
Cash at bank and 1n hand - - 5 - - 5
Other financial assets 8 30 10 9 14 7t

Rewmsurers’ share of techmcal provisions and

liabilities (Note 13c) ; - 2,413 - - 2,413

747 3,992 3,059 546 18 8,362

The totals of debt and other fixed-income secunties and deposits with credit institutions for 2014 inctuded
£310m of assets held to back Linked habihities (2015: £ml) Other financial assets compnise Debtors and
Prepayments and accrued mncome

The potential credit nsk exposure from default by swaption counterparties 1s mitigated by the recewving of
collateral. Collateral of £89m (2014 £125m) has been received 1n cash and has been invested n assets
simitar 1n nature to cash. The value of these assets at the year-end was £89m and s included n ‘Deposits and
other investments’ 1n Note 11b,

The potential credit nsk exposure from default by futures counterparties 1s mitigated by daily settlement of
vanation payments and through trading on a regulated futures exchange None of the changes n the value of
dernvatives has been dnven by changes in the credit rating of counterparties.

At the reporting date, no matenal financial assets were past due nor 1mpared (2014: £ml) and management
expects no significant losses from non-performance by any counterparties.

Wwith regard to reinsurance, steps are taken, wherever possible, to lrmt counterparty nsk. The recapture of
£1 8bn of umt-linked business in 2015 has matenally reduced the exposure from reinsurance treaties with
companies 1n LBG Because reinsurance does not remcve the primary bability of the Society to its
policyholders, the credit rating of LBG and certain of 1ts group compames are monitored closely in order to
manage the rsk

On 2 March 2015, the Society reassured substantially all annunty business with Canada Life In order to
protect policyholders from counterparty credit nsk, the imtial premium was deposited back with the Society
This depasit was held in assets with a similar investment mix to that previously held by the Society. Canada
Life held a secured charge over these assets The credit rnsk exposure to Canada Life 1s fully mitigated. On 19
February 2016, the reassurance was terminated, and the policies and secured assets transferred to Canada
Life, thereby removing the nsk (Note 3}.

Sensitivity

Given the full mitigation of the potential counterparty nsk with Canada Life, the largest single credit nsk
exposure amounts to £4%4m for business reinsured with compames n LBG (2014 £2,413m) In the event of
the nsolvency of the rewnsurer, 1f not honoured by the LBG parent company, the Society would be hable for
any shortfall between the obligations under the policies and the amounts recovered The Society holds a
further £4m (2014, £23m) of investments (credit rating AAA) with LBG

After LBG, the next largest single credit exposure is £44m, relating to an wvestment 1n Bayerische Motoren
Werke AV (BMW)
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15. Management of risk (continued)
d. Market risk

Description

Market risk 1s the nsk of adverse changes in asset values or values of future cash flows of investments. This
can anse from fluctuations in nterest rates, equity, property and corporate bond pnces, and foreign
currency exchange rates The main responsibility for monitoring these nisks lhies with the Society’s Assets and

Liabilities Committee

In ine with the Society’s investment policy, with-profits investments are mawnly n fixed-interest secunities,
as follows

2014 2015

UK wath-profits assets mix % %
Gilts 57 55
Carporate bonds 23 24
Short-term gilts and cash 17 19
Other 3 2
100 100

In adverse 1nvestment conditions, the Society could make appropnate reductions to with-profits policy values
and apply financial adjustments to surrenders These actions mitigate market risk, but do not remove the risk
entirely for with-profits policies because the value of assets could still fall short of the value of guarantees

within policies

Market nsk 1s considered further by looking at its four elements:
t) Interest rate nsk,
w) Equity and property price nsk,
m) Corporate bond spread nisk, and

w) Currency nsk.

(1) Interest rate nsk

Description
Long-term habilities fluctuate 1n value because of changes 1n interest rates Interest rate nsk s the nisk that
these fluctuations are not fully matched by changes in investment values

As mentioned under Insurance risk above, there 1s a further nsk for the Society 15 in respect of GIR on with-
profits RSP policies, which are typically 3.5% pa In the current low interest rate environment, the cost of
providing these guarantees would increase 1f interest rates fall further, 1f policyholders defer their
retirement beyond the dates assumed, or 1f both scenanos occurred together

Management of risk

The Society operates an investment policy so that assets and habibties are matched Specifically, the Society
holds fixed-interest gilts and corporate bonds to produce income and redemption proceeds that closely
match the expected outgoings from with-profits policies and non-profit policies each year. Index-linked gilts
are held to match the expected outgoings from regular expenses The more closely we are matched, the
smaller the impact of changes 1n interest rates

The Society momtors the exposure to changes 1n interest rates through penodic reviews of the asset and
hability matching position




To mitigate the impact of with-profits policyholders with a 3 5% pa GIR defernng retirement when interest
rates fall, the Society holds a senes of dervatives called swaptions that wncrease in value when nterest rates
fall The effectiveness of the swaption portfolio 1s reviewed penodically to ensure that 1t provides adequate
protection against a fall in interest rates.

Sensitivity

The following table shows the sensitivity to reasonably possible scenanos, and 1llustrates the success of the
swaption portfolio 1n mitigating the nsk of with-profits policyholders deferring their retirement 1f interest
rates fall

Scenano Impact on ERA
Interest rates, at all terms Relatwve assumption for 3 5% Asset basis
pa GIR policyholder 2014 2015
retirement
fm Em
Fall by 0 5% pa No change Excluding swaptions 20 16
Fall by 0.5% pa Defer retirement by 1 year Excluding swaptions (19) (16)
Fall by ¢ 5% pa Defer retirement by 1 year Including swaptions 24 14
Rise by 0 5% pa No change Excluding swaptions (20) (17)
Rise by 0 5% pa No change Incluching swaptions (52) (38)

{(n) Equity and property pnice nsk

Description

Equity and property prnice nisk 1s the nisk that falls 1n equity and property pnces reduce the value of with-
profits assets

Following the recapture of umt-linked business from LBG 1n 2015, the Society 15 exposed to the risk that falls
In equity prices, and to a lesser extent property prices, reduce the value of the charge for expenses levied on
unit-linked business

Management of risk

The Society has lLittle appetite to vest in property and equity due to their high capital requirements. The
Society has largely divested its equity and property assets so that these are no longer sigmficant sources of
rsk from with-profits business

Sensitivity

The following table shows the sensitivity to reasonably possible scenanos and illustrates the very low
exposure to equity and property price risk

With-profits asset value ympact

2014 2015
£m £m

Equity pnices decrease by 10% (E2m} {£6m}
Property prices decrease by 10% (E1m) -
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15. Management of risk (continued)
d. Market risk (continued)
(m) Corporate bond spread nsk

Description

The nisk of default on fixed-interest secunties has been discussed under credit risk. There 1s a further nsk
that fluctuations i the market prices of corporate bonds relative to the market price of Bntish government
bonds (gilts), known as spread, are not fully matched by changes n techmcal provisions. This gives rise to
volatility in reported ERA values

Management of risk

Corporate bond spread nisk is managed though the investment policy, whereby the Society invests 1n a
diversified portfolio of high-quality corporate bonds

During 2015, the potential impact of falls 1n corporate bond prices was reduced by replacing approximately
£100m of long-term corporate bonds with shorter-term corporate bonds that are less sensitive to changes n
spread Changes were made to gilt holdings to ensure that policy liabiities remained matched. The
remnsurance and subsequent transfer of annuities to Canada Life has removed the exposure to bond spread
nsk from assets backing those policies.

Sensitivity

The following table shows the sensitivity to reasonably possible scenanaos and 1llustrates the reduction of risk
exposure dunng the year

Scenario Impact on ERA

2014 2015
Change 1n corporate bond spreads Em Em
Rise 0 5% pa (34) (21)
Fali O 5% pa 38 23

(1v) Currency nsk

Description

Currency risk 1s the nsk that changes n foreign currency exchange rates impact the value of investments and
that the changes are not fully matched by changes n long-term liabhties

Management of risk

The Society’s principal habibties are defined 1n pounds sterling, and 1ts exposure to the nsk of movements 1n
foreign exchange rates 15 limited

The Society’s financial assets are pnmanty denoninated in the same currencies as its habilities, which
mitigates the foreign exchange rate nsk for any overseas operations. The man foreign exchange nsk arises
from recogmsed assets denominated n currencies other than those in which nsurance and investment
llabilities are expected to be settled The Society invests 1n a US dollar forward exchange contract to
mitigate the most significant exposure to currency risk, and so has very low sensitivity to currency nsk

Following the recapture of umt-linked policies from LBG 1n 2015, the Society 1s exposed to the nsk that
movements 1n foreign exchange rates reduce the value of charges levied on umt-linked business

Sensitivity

The impact of a change of 10% in foreign exchange rates at the reporting date would have changed the ERA
by £2m (2014 £3m) after allowing for the mitigating impact of the US dollar forward exchange contract




e. Liquidity nsk
Description
Liguidity risk 1s the nsk of the Soctety failing to meet cash flow requirements as they become due.

Management of risk
Momtoring of this nsk 1s undertaken by the Asset and Liability Committee.

The Society holds tighly liguad assets in excess of shart-term cash flow requirements and so has a very low
exposure to short-term Lhguidity risk.

Assets backing linked habilities are mostly \nvested 1n UK listed OEICs In the unlikely event that OEIC fund
managers suspend trading, the Society would be exposed to hiquidity rnsk The Society has sufficient hquid
assets to meet cash flow requirements on linked policies [n extreme scenarios, the Society can defer paying
unmit-linked claims for up to one month and, 1n respect of property linked funds, up to six months

Over the longer term, the Society momtors 1ts forecast lguidity position for with-profits business by
estimating the expected cash outflows and purchasing assets with simlar durations to meet these obligations
The sensitivity of these cutflows to changes 1n policyholder behaviour 1s also momtored Large volumes of
surrenders or policyholders taking thewr benefits earlier than expected can cause the forced sale of 1liquid
assets at impaired values If this disadvantages continuing customers, the Financial Adjustment to policy
values can be vaned to maintain fairness

Sensitivity

The Society’s investment strategy and reinsurance arrangements mean that 1t has a very low exposure to
liguidity nsk Even 1n a scenano such as corporate bonds becoming 1lliquid, 74% of investment assets held
backing insurance and investment babihities are held wn liguid assets such as gilts and cash, which can
normally be guickly realised.

Umit-binked contracts, with the exception of umt-linked annuities, can be terminated at any time, resulting in
a cash flow in the category '0-1 year' The value of umt-linked polices, net of reinsurance, that could be
terminated at 31 December 201515 £1.6bn

With-profits policies with an ECD prior to 31 December 2015 have a centractual value no lower than total
guaranteed benefits, and equalled £1.4bn at 31 December 2015 (2014 £1 4bn) The liquid assets previously
referred to include £3 5bn to back with-profits policies (2014 £3 8bn). This 15 more than sufficient to meet
the value of these guaranteed with-profits benefits

As noted 1n Note 13f (1), the majonty 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 expenence that vary
between different product types The range of retirement dates assumed vanes between policyholders being
assumed to retire at ECD (2014 at ECD) and up to 13 years (2014: 13 years) later than ECD
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15. Management of risk (continued)
e. Liquidity risk (continued)

2015 0-1 2-5 6-10 11 years No Total Carrying
year  years years and over term value
Estimated cash flows
(undiscounted) £m Em Em Em £m Em £m
Unmit-linked investment contracts 139 497 508 849 1,993 1, 680
Other non-profit investment - 1 2 4 7 {12)
contracts
With-profits nvestment contracts 263 572 1,192 1,805 3,932 3,671
Other financial babibities (Creditors) 934 934 934
Total financial habihties 1,336 1,070 1,802 2,658 - 6,866 6,273
Of which remnsured 4 14 12 15 45 39
Total net financial habihties 1,332 1,056 1,790 2,643 - 6,821 6,234
Net insurance habihities 75 122 77 205 479 364
Excess Realistic Assets - - - - 783 783 783
Total net habilities 1,407 1,178 1,867 2,848 783 8,083 7,381
2014 0-1 2-5 6-10 11 years No Total Carrying
year years years and over term value
Estimated cash flows
{undiscounted) £Em £m Em fm Em £m Em
Unmit-binked investment contracts 133 464 524 953 2,074 1,763
Other non-profit investment 7 7 7
contracts
with-profits investment contracts 256 594 1,357 1,977 - 4,184 3,953
Other financial habibities {Creditors) 170 - - - - 170 170
Total financial habihties 566 1,058 1,881 2,930 - 6,435 5,893
Of which reinsured 140 464 524 953 2,081 1,770
Total net financial habihties 435 624 1,384 2,009 - 4,452 4,123
Net insurance habilities 106 243 272 902 1,523 1,180
Excess Realistic Assets - - - - 797 797 797
Total net habihties 541 867 1,656 2,911 797 6,772 6,100




16. Creditors

2014 2015
Em ; £m
Creditors ansing out of direct insurance operations 20 23
Deposit recetved from remsurer - secured - 796
Amounts owed to credit institutions 3 3
Other creditors including taxation and social secunty
Balances with Group undertakings 17 19
Corporation tax 4
Denvatives positions
Obligation to return swaptions vanation margin to Morgan 125 89
Stanley and Goldman Sachs
Farward US$/GBP exchange contract' -
Other creditors 1 4
Total creditors 170 934

Note*

1 The fair value of the forward US dollar and sterling currency exchange contract was £0 4m bability (2014 O 1m
liability) If the Balance sheet position 15 held to matunty 1n March 2016 the Society will be obliged to pay 523 9m
and will recewve £15 8m

17. Subsidiary and associated undertakings

2014 2015
Country of Percentage Current Percentage Current
ncorporation held value! held value
£m: fm
Subsichary compames
Equitable Private Equity Holdings Ltd Guernsey 100% 23: 100% 26
Basinghall Street Investment Ltd UK 100% . 100%
Significant holdings - equity shares 1
Putnam Private Equity LN Ireland 22.73% 1 22 73% 1
Pantheon Europe Fund Guernsey 24 76% 1 24 76% 1
Permira UK Fund IV Guernsey 22 27% - 27 27%
Sigmficant holdings - hmited partnership interest '
Apax Europe IV - D LNG UK 21 95%
Emerging Euro LP USA 22 22% 1 22,22% (

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 matenally affects the results or net assets of the Society
These vestments are inctuded n the Balance sheet at current value, which 1s based upon the Society’s share
of relevant net assets.
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18. Related party transactions
There were no matenal related party transactions during 2015 (2014 £mil).

19. Commitments
The Society has no matenal operating lease commitments

Commitments n respect of uncalled capital on private equity fund interests, not provided for in the financial
statements, amounted to £6m (2014 £10m) for the Socety

In line wath usual business practice, warranties have been prowvided for strategic transactions completed in
the year.

20, Post balance sheet events

Annuity business

On 2 March 2015, the Society entered into a contract with Canada Life for the remnsurance and subsequent
transfer of substantially all of the annuity business. Application has been made to the High Court and the
policies were novated to Canada Life under a Part VIl Transfer under the Financial Services and Markets Act
2000 on 19 February 2016 Investments and cash to the value of £848m were transferred to Canada Life to
match the habilities of the business at that date
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Capital distribution and the cost of guarantees

within the annual valuation, we do not make an allowance for future capital distnbution It 15 nstructive,
however, to assess the working capital of the fund under the alternative assumptions shown below the first
assurming no capital distrbution, as per the accounts, the second assuming capital distnibution remains at 35%
for the remainder of the Lifetime of the business, and the third assuming capital distnbution increases each
year from 35% n 2015 at a constant rate, which aims to pay out all the capital over the lifetime of the
business

Capital Distnbution

Nits unchanzzijé 1ncreas31?1?g6
£m £m £m
Total with-profits assets 5,617 5,617 5,617
less:
Technmcal provisions
Policy values 2,788 2,788 2,788
Cost of guarantees 1,086 460 152
Future charges (225) (120) {120)
Impact of early surrenders - -
Future capital distnbutions - 1,304 1,612
Other long-term habibities 239 239 239
Other habilities 946 946 946
Working capital for fund (ERA) 783

Under the heading ‘Future capital distributions’, 1t can be seen that the majonty of available capital 1s
expected to be distnbuted with the Claims Enhancement Factor at 35%, with approximately £300m available
for future increases As the Strategic report discusses, 1t 15 not possible to forecast how quickly this capital
can be distnbuted




