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The Financial Services Authority invites comments on this Consultation Paper.
Comments should reach us by 24th May 2011.
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Information Tribunal.
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www.fsa.gov.uk. Alternatively, paper copies can be obtained by calling the FSA
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Overview

1.1

1.2

1.3

Purpose

The purpose of this Consultation Paper (CP) is to present proposals for a range of changes
to our rules and guidance concerning the operation of with-profits funds, primarily in the
Conduct of Business Sourcebook (COBS) 20.! It fulfils a commitment we have made to the
Treasury Committee in relation to the With-Profits Regime Review (WPRR)? and in our
Business Plan 2010/11.3

A further CP that concerns with-profits business will be published later in 2011. This will
relate to changes to COBS 20 arising from the implementation of Solvency IL* It will also
address issues about firms’ communications with their with-profits policyholders.

Background

COBS 20 sets out rules and guidance on the operation of with-profits funds. COBS 20.2
(Treating with-profits policybolders fairly) recognises that with-profits business normally
involves firms exercising a wider degree of discretion than is the case with other types of
business. This wide element of discretion can give rise to potential conflicts of interest. One
of the key aims of COBS 20.2 is to mitigate the risks to policyholders that can result from
these conflicts. COBS 20.3 (Principles and Practices of Financial Management) includes
guidance on governance arrangements that apply to with-profits funds.

Conduct of Business Sourcebook (COBS 20).

AW N =

FSA: With-profits regime review report, (June 2010), p.8.

FSA: Business Plan 2010/2011, (March 2010), p.41.

For more information on Solvency II please see: www.fsa.gov.uk/pages/About/What/International/solvency/index.shtml.
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1.4

1.5

1.6

1.7

1.8

1.9

How firms operate their with-profits funds and ensure they treat their policyholders fairly
has been a matter of regulatory concern for some time. Comprehensive rules and guidance
relating to such fair treatment have only been in place since 2005. These continue to be
scrutinised as the risks inherent in the funds evolve or become more apparent as economic
circumstances change.

Over the last decade our concerns have been driven by a number of significant factors and
events. The closure to new business of Equitable Life in 2000 highlighted the inadequacy of
governance arrangements then in place in firms, and especially the potential for conflicts of
interest in the appointed actuary regime, as well as regulatory failings.

The stock market falls of 2001 and 2002 underlined the difficulties firms faced after
competing for market share by declaring unsustainably high levels of annual bonuses in the
1990s. Firms had also offered expensive guarantees that were not properly funded, and in
some cases had to meet the costs of pensions and endowment mis-selling.

A further consequence of the stock market falls was several firms closing their with-profits
funds to new business. There were also deep cuts in annual bonuses, often to zero, and
reductions in final pay-outs. These management actions may have been necessary for
prudential solvency reasons but highlighted the substantial amount of discretion firms had
in operating with-profits funds. We were concerned that, when conflicts of interest arose,
these could often be settled to the detriment of with-profits policyholders. This again
pointed to inadequate governance arrangements and the weakness of the appointed actuary
regime. Significant changes to the operation of funds were often poorly communicated,
leading to an even greater loss of confidence in with-profits policies than might otherwise
have been the case.

The need for firms to improve their governance and to reserve properly for the realistic
liabilities they held in their with-profits funds led to the ‘Tiner Reforms’. These focused on
the regulation of life insurance firms. A series of review papers were published that outlined
proposals to implement the current with-profits regulatory regime and culminated in
CP04/14. A further key outcome of the reforms was the introduction of the Individual
Capital Assessment regime in 2004.

However, the current rules have not been as successful as we had hoped in addressing some
of the issues that had led to their introduction, and we have received criticism from a
number of quarters. This resulted in Hector Sants’ commitment to the Treasury Committee
in 2008 to review the way in which firms have implemented the rules in COBS 20, which
in turn triggered the WPRR. The WPRR covered firms representing 80% of the with-profits
industry by assets under management to assess their implementation of COBS 20. The
findings of the review were published in June 2010 and form the basis of many of the
policy proposals set out in this CP.°

S
6

CP04/14: Treating with-profits policyholders fairly — Further Consultation, feedback on CP 207 and near final text, (August 2004).
FSA: With-profits regime review report (June 2010).
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1.10 In addition, mutually-owned firms were making representations to us over their concerns
that the rules in COBS 20 prevented them from continuing to write new non-profit
business into their long-term funds if they either stopped writing a material volume of
with-profits policies into that fund (other than by reinsurance), or if they reinsured to third
parties most of the new with-profits policies being written. This led to what was termed
‘Project Chrysalis” and resulted in the publication of two ‘Dear CEO’ letters in October
20097 and in September 2010® which considered the fair treatment of with-profits
policyholders in mutually-owned with-profits funds.

1.11  This CP addresses some of the issues raised by the WPRR and by Project Chrysalis as
well as other issues of concern about COBS 20. We will address further issues concerning
communications with policyholders and the impact of Solvency II later this year. This
demonstrates our intention to ensure that our framework of rules and guidance set out
in COBS 20 will continue to evolve to meet future challenges.

1.12 This CP consults on how with-profits firms manage the following issues:
e conflicts of interest;
e the fair treatment of with-profits policyholders in mutually-owned funds;
e the terms on which new business is written;
e material reductions in new business;
e market value reductions;
e  strategic investments;
e charges made to with-profits funds;
e excess surplus;
e reattribution of inherited estates; and
® corporate governance.

1.13  The changes proposed in this CP relate to shareholder-owned and mutually-owned firms
that operate with-profits funds unless stated otherwise.

Scope of the consultation

1.14  This CP confines itself to consulting on the issues listed in paragraph 1.12 above. But, as
stated above, we intend to publish a further CP later in 2011 dealing with communications
to with-profits policyholders and consequential amendments resulting from Solvency II.

7  FSA: ‘Dear CEO’ letter (13 October, 2009).
8 FSA: ‘Dear CEQ’ letter (28 September 2010).
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Method of review

1.15 Our approach to reviewing our rules and guidance in COBS 20 is based on our over-arching
requirement that firms treat their with-profits policyholders fairly. It is driven by the fact that
some of the current rules and guidance in relation to the issues we are addressing in this CP
may not be sufficient to produce the results we intend.

Who should read this paper?

1.16 This CP is directly relevant to all firms writing new with-profits business or with existing
books of with-profits business.

CONSUMERS

This consultation is relevant to consumers with with-profits policies, their
advisers and consumer groups.

Next steps:

This consultation will close on 24th May 2011. We will then finalise the draft
rules and guidance in light of the responses to this CP with the intention of
publishing a Policy Statement giving feedback in the third quarter of the year.

8 Financial Services Authority February 2011
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Our proposals

2.1

2.2

2.3

2.4

2.5

2.6

This chapter details all the proposed rules and guidance we are consulting on, with the
exception of our proposals in relation to governance. The proposed rules and guidance
changes concerning governance are set out in the next chapter and will result in some
restructuring of COBS 20. The proposed rules and guidance described in this chapter
will not effect any significant repositioning in the Handbook.

The fair treatment of with-profits policyholders

We have powers under the Financial Services and Markets Act 2000 (FSMA) to make rules
to protect consumers. The rules and guidance in COBS 20 are made using this power to
protect with-profits policyholders.

In CP09/9 we set out our view of some of with-profits policyholders’ interests
as a class in a with-profits fund, and we take the opportunity of repeating it here.

“With-profits policyholders have an interest in the whole with-profits fund and in every
part of it, which derives from the fact that the with-profits fund is a single, undivided fund
of assets, from which any particular assets could be used to meet the fund’s contractual
obligations in respect of a with-profits policy written into that fund’.

“With-profits policyholders also have a contingent interest in any surplus, which may exist
prior to distribution. With-profits policyholders in a shareholder-owned firm will typically
receive 90% of any surplus inherited estate that is distributed. While they have no
reasonable expectation that they will share in a special distribution from a with-profits
fund during the lifetime of their policies, if a distribution does take place during the term of
their policies, with-profits policyholders have a reasonable expectation of participating in
this distribution. Therefore, we view with-profits policyholders as having a contingent
interest in any surplus.”’

We propose to introduce guidance at the start of COBS 20 to reflect the principles
described above. We also propose to make clear that those principles apply to with-profits

9 CP09/9: With-profits funds — compensation and redress: Further consultation, feedback on CP08/11 and draft Handbook text,
(February 2009).
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2.7

2.8

2.9

policyholders in a mutually-owned insurer, just as they apply to with-profits policyholders
in a shareholder-owned firm, to ensure that they are treated fairly. The intention is to set
our rules and guidance in context so firms are clear that we see their responsibilities to
ensure fair treatment of with-profits policyholders as applying to the fund as a whole. We
do not agree that considerations of fairness should be restricted to the part of the fund that
represents notional ‘asset shares’ alone.

Q1: Do you agree with the proposal to include guidance setting
out our view of some of the interests of policyholders in
with-profits funds?

Conflicts of interest

One of the central aims of the rules and guidance in COBS 20 is to ensure that conflicts of
interest are settled in ways that are fair to with-profits policyholders. Conflicts of interest can
arise in a wide range of situations. Currently, COBS 20.2.1G explicitly recognises the conflicts
that may arise between the interests of shareholders and with-profits policyholders.

However, potential conflicts of interest may also arise between with-profits policyholders
and non-profit policyholders within the same fund, between with-profits policyholders
and the members of mutually-owned firms, between with-profits policyholders and
management, and between different classes of with-profits policyholders, for example,
those with and without guarantees. We propose to expand the guidance in COBS 20.2.1G
so that these potential conflicts are also specifically highlighted. We refer to particular
issues relating to mutual firms in more detail in paragraphs 2.10 to 2.32 below.

We propose to convert elements of COBS 20.2.1G relating to the fairness of a firm’s
operating practices into a rule. We will also amend its wording and the residual guidance

to make it clear that it applies not just to conflicts of interest between shareholders and
with-profits policyholders, but also to the other types of conflicts outlined in paragraph 2.8
above. The purpose of this change is to make it clear to firms that in all circumstances they
must be alert to such conflicts, and have procedures to consider and properly manage
conflicts that arise, and to ensure that such conflicts do not lead to the unfair treatment of a
particular class of with-profits policyholders or with-profits policyholders as a whole. In this
respect, this change can be characterised as sharpening firms’ focus. It should be noted that
introducing a new rule should not be regarded in any way as restricting the scope of, or
limiting the more general application of, Principle 6. The new rule is merely intended to
establish what we consider to be one aspect of the fair treatment of with-profits policyholders
in a specific context.

10 Financial Services Authority February 2011
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Q2: Do you agree with our proposal to convert elements of COBS
20.2.1G into mandatory requirements in a rule and to clarify
the types of conflicts that may arise?

Fair treatment of with-profits policyholders with particular regard to
mutually-owned long-term insurance funds

The issue of fair treatment of with-profits policyholders in mutually-owned long-term
insurance funds has come into focus because of the decline in the amount of new with-profits
business being written. Mutually-owned firms have been concerned that if they have
significantly falling levels of new with-profits business, or if they cease to write such business
altogether, this may over time lead to a distribution to with-profits policyholders from their
with-profits funds of a substantial proportion of the assets in that fund. A number of
mutually-owned firms have expressed the concern that this, in turn, will mean that ultimately
they may no longer be able to write any other form of new business, and so will have to close
and go into run-off.

Our existing rules in COBS 20 have applied to mutual with-profits insurers as well as to
shareholder-owned firms since they were first introduced. We recognise that they raise some
particular issues for mutuals that operate with a single ‘common fund’. However, from the
responses that we received to our first ‘Dear CEO’ letter issued in October 2009, it has
become apparent that some areas of our current rules and the circumstances in which they
apply have been misunderstood or misinterpreted by mutually-owned firms. We believe it
may be helpful to set out how some of our current rules operate in practice regarding the
fair treatment of with-profits policyholders in with-profits funds.

With-profits policyholders, whether their policies are written by mutually-owned or
shareholder-owned firms, have no expectation that a distribution will necessarily take place
during the life of their policies. This follows from the discretion vested in the directors of the
firm in relation to the distribution of the with-profits fund’s surplus accumulated profits.
However, with-profits policyholders are entitled to a share of any distribution that is made,
and they therefore have an interest in how the fund is used by the firm pending distribution,
and the manner in which a firm exercises its discretion whether or not to make a distribution.

We have the ability to protect the interests of with-profits policyholders in their capacity as
consumers. We are authorised, under s.138 of FSMA, to make such rules applying to
authorised persons as it appears to be necessary or expedient for the protection of consumers.
Principle 6 of our Principles for Businesses requires a firm to pay due regard to the interests
of its customers and to treat them fairly. Chapter 20 of the COBS Sourcebook sets out rules
and guidance concerning the fair treatment of with-profits policyholders.

We have made rules, COBS 20.2.21R and COBS 20.2.22E, which require a firm to
determine on an annual basis whether it has an ‘excess surplus’, and to distribute such of
that surplus as is attributable to with-profits policyholders if it would be a breach of our

February 2011 Financial Services Authority 11
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2.15

2.16

2.17

2.18

2.19

Principle 6 to retain it. The same obligation arises as a result of Principle 6. Policyholders
have a legitimate and reasonable expectation that the firm will comply with these rules and
with Principle 6.'°

When a firm’s directors are considering the exercise of their discretion in relation to an
identified excess surplus, the effect of Principle 6 and COBS 20.2.21R is that those
directors are obliged to distribute that identified excess surplus if they do not have a good
reason for retaining it (that is, unless it is fair to their customers to retain it).

Accordingly, although with-profits policyholders do not have any expectation that a
distribution will occur at any particular time, they are entitled to expect that a firm will
comply with the requirements of COBS 20.2.21R and COBS 20.2.22E."! The operation of
those rules may make it more likely that a distribution to them will occur.

COBS 20.2.21R and 20.2.22E apply equally in relation to distributable surplus once a
with-profits fund has closed to new business and is being run off. Principle 6 also applies.
The treatment of any surplus in the closed fund that remains after the contractual rights of
with-profits and non-profit policyholders have been met should be consistent with the
treatment of excess surplus in an open fund. It makes no difference whether that with-
profits fund constitutes the only fund owned by the firm or whether the firm has other,
separate funds that remain open to new business. COBS 20.2.56R requires the firm to have
a plan to demonstrate how it will ensure a fair distribution of the closed with-profits fund,
including the inherited estate, if any, and, in this context, we will pay particular attention to
the firm’s treatment of any surplus.

In correspondence with us, some firms have referred to the concept of inter-generational
transfer in with-profits funds. We regard inter-generational transfer to be an intrinsic part
of the operation of a with-profits fund, including the use of the fund to support the writing
of new business, but only so long as it remains fair. For as long as a firm continues to write
new business that is fair to its existing with-profits policyholders, it can do so using surplus
assets in the fund to support that business. If levels of new with-profits business fluctuate
significantly in an open fund, levels of distributions should also reflect current business and
future business plans, so that they are fair as between generations of with-profits
policyholders. However, our view is that the transfer should occur between generations of
with-profits policyholders with similar interests and that there should not be a transfer
where there is no succeeding generation of with-profits policyholders, unless the existing
with-profits policyholders give their consent.

It is also worth making the point that, in our view, a run-off of a part or the whole of a
business is not the same as a winding-up. We accept that the run-off of with-profits business
may, in some cases, have the consequence that the mutual is unable to write any new business,
and thus ultimately lead to the winding-up of the mutual. This is a consequence of the
structure of mutual societies, which usually write all of their business into a ‘common fund’.

10 In the matter of Commercial Union Life Assurance Company Ltd and Ors [2009] EWHC 2521 (Ch) paragraph 40 per Norris J.
11 See also ibid., paragraphs 53-54 per Norris J.
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2.20  Nevertheless, winding-up is not inevitable. In the October 2009 ‘Dear CEO’ Letter and, in
particular, the section headed ‘Options for mutuals facing a decline in with-profits business’,
we acknowledged the ability of a mutual to create so-called ‘mutual capital’ by splitting the
long-term fund, with the agreement of its with-profits policyholders, into a with-profits
fund and a mutual fund. Similarly, a mutual wishing to cease writing with-profits business
but continue writing non-profits business in a common fund, is perfectly entitled to make
proposals to its with-profits policyholders for continuing to write non-profit business
without realising the economic value for the benefit of with-profits policyholders, thus
creating a reserve of mutual capital over time. These options are consistent with the policy
intentions behind our rules so that, for example, in specified circumstances a mutual could
continue to write non-profit business as the with-profits business wound down. In this
context, we refer firms to Policy Statement 05/1'* which made it clear at paragraph 2.11
that, in relation to both mutuals and shareholder-owned firms, a proposal to write new
non-profit business into a with-profits fund where a material volume of new with-profits
business was not being written (other than by reinsurance) would require the consent of the
holders of with-profits policies in that fund.

2.21 Over the last three years, we have given extensive consideration to how our rules in
COBS 20 apply in the context of mutuals and have issued two ‘Dear CEO’ letters which
illustrate that process. We have looked at a great deal of information as part of this
exercise, including case studies and legal opinions provided to us before the issue of the
first ‘Dear CEQO’ letter, and, after this letter, the responses and legal opinions which were
sent to us.

2.22 We have also considered carefully whether we should change or develop our rules and policy
for mutual insurers to accord with the views expressed by a number of mutuals in response
to our October 2009 ‘Dear CEO’ letter. Those mutuals suggested that their with-profits
policyholders have no interest in the mutual’s long-term fund other than to receive their
contractual policy benefits and their reasonable expectations of receiving smoothed asset
shares by way of bonuses. For the reasons set out in paragraph 2.12 above, we take a
different view. The consequence of the position apparently advocated by those mutuals would
be that there is a major difference between a with-profits policy taken out with a mutual and
a with-profits policy taken out with a shareholder-owned firm, which has never been
communicated to the mutual fund’s policyholders. We do not believe that such an approach
would be consistent with the fair treatment of mutual with-profits policyholders.

12 PS05/1: Treating with-profits policyholders fairly — Feedback on CP04/14 and made text
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2.23

2.24

2.25

2.26

2.27

2.28

2.29

In this context, our rules relating to distributions in COBS 20.2.17R are particularly
relevant. The current version of COBS 20.2.17R makes clear that any distribution from the
with-profits fund must be not less than the ‘required percentage’. The definition of ‘required
percentage’ is as follows:

‘The required percentage referred to in COBS 20.2.17R is, for each with-profits fund:

‘(a) the percentage (if any) required in respect of that fund by:

(i) the firm’s articles of association, registered rules or other equivalent
instrument; or

(ii) a relevant order made by a court of competent jurisdiction’;

‘(b) if (a) does not apply, the percentage specified in the firm’s PPFM, if that percentage
reflects the firm’s established practice’;

‘(c) if (a) and (b) do not apply, not less than 90 per cent.’'?

This definition establishes a ‘default’ required percentage of 90%, in the absence of other
factors that might justify a different result. It applies to the distributions to with-profits
policyholders of mutual insurers in the same way as it does to distributions to with-profits
policyholders in shareholder-owned firms.

We have considered carefully whether a different approach might be warranted in respect
of mutually-owned firms. We have noted in particular that mutual with-profits funds have
not told their with-profits policyholders that they might participate in distributions on a
less favourable basis than with-profits policyholders of shareholder-owned firms.

It is also apparent to us that in the past, where mutually-owned firms have, in fact, made
distributions to with-profits policyholders from their with-profits funds, virtually all have
consistently done so on a 100% basis.

We believe that with-profits policyholders in the with-profits fund of a mutual insurer
would not expect to be treated in a materially different (and less favourable) way, in
relation to distributions from that fund, from with-profits policyholders in the with-profits
fund of a shareholder-owned insurer. If anything, they are likely to expect to participate
more extensively, not less, in any surplus.

We have reached the view that, taking into account the expectations of with-profits
policyholders in the with-profits market and the actual practice of mutuals in relation to
distributions, it is appropriate to maintain our existing policy position and retain a single
definition of the ‘required percentage’ which applies to mutually-owned firms as well as to
shareholder-owned firms. This incorporates a default percentage of 90%, in the absence of
any of the other factors set out in the definition.

In the ‘Dear CEQO’ letter of September 2010 we acknowledged the extent of diversity in the
mutual sector and, in particular, the differences in form that exist among mutually-owned

13 Glossary, ‘Required Percentage’.
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firms, the different types of business written by them in the past, and the different approaches
that they have adopted to the provision of discretionary benefits from the with-profits fund.
However, we believe that the factors which may operate to determine whether with-profits
policyholders are being treated fairly in relation to any distribution of surplus are the same
for mutually-owned firms as they are for shareholder-owned companies. This is so even if the
effect of applying these factors to mutually-owned firms produces outcomes that vary to
some extent from firm to firm. Those factors allow mutual-specific features to be taken into
account, in particular a mutual firm’s established practice; this is a factor of considerable
significance in generating expectations on the part of with-profits policyholders as to how a
firm’s discretion will be exercised in the context of distributions from the with-profits fund
and, consequently, whether they are being treated fairly in such a context.

We believe that our rules seek to secure fair treatment of mutual with-profits policyholders
in a way that recognises their entitlements and expectations and produce an outcome

that balances, and is not inconsistent with, the interests of the mutual’s policyholders and
its members.

We do, however, propose to clarify the drafting of the definition in one respect to ensure
that our original policy intentions are given proper effect; the ‘required percentage’ should
reflect the significance of a firm’s established practice, even if the firm has no Principles and
Practices of Financial Management (PPFM) or if its PPFM is silent on this point.

We also propose to add guidance to COBS 20.2.17R to highlight this significance and to
clarify our expectations of firms in their approach to the issue of established practice. It is
for a firm to consider whether it has an established practice and, if so, what it is. We will
ask the firm to explain how it has reached its conclusions and whether its practice has been
clearly and unambiguously communicated to its with-profits policyholders. If there is some
ambiguity or inconsistency between the firm’s behaviour and its communications with those
policyholders (whether in the firm’s PPFM or otherwise), we may take the view that the
firm’s established practice is different from what the firm has suggested or that the firm has
not been able to demonstrate the existence of an established practice at all. The guidance
will also outline our approach where a firm puts forward an established practice that
involves allocating (but not distributing) some portion of a surplus in its with-profits fund
to persons other than with-profits policyholders.

03: Do you agree with our proposed approach to the use of
COBS 20.2.17R and to the clarifying amendments to the
definition of ‘required percentage’ that we propose to make?
Do you consider the guidance that we propose to make in
this area to be adequate and clear?
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2.33

2.34

2.35

2.36

2.37

New business

The current rule on new business, COBS 20.2.28R, requires firms to write new business only
on terms that, in the reasonable opinion of its governing body, are unlikely to have a material
adverse effect on the interests of its existing with-profits policyholders. The intention is to
prevent erosion of the value of the with-profits fund receiving the new business and any
consequent reduction in the prospects for future distributions to with-profits policyholders. In
practice, this rule is likely to be particularly important to firms when they are designing and
pricing or re-pricing products, preparing financial plans that take into account their expected
costs and levels of new business, and when reviewing their actual financial performance.

If a rapid and sustained growth in new business results in amounts that would otherwise
have been available for distribution having to be held back to support that business, this
could potentially come into conflict with this rule. However, in most cases, broadly
speaking, the firm will be complying with the rule if:

* when pricing its products, it makes sure they are all expected to be financially
self-supporting over their duration; and

e its business plan, if based on reasonable and credible assumptions, shows forecast
new business adding value to the with-profits fund after allowing for the forecast
acquisition costs.

We accept that things may not go to plan. For example, external events may mean that
reasonable sales targets are not met, with the result that not enough new business is written
to cover acquisition costs and, accordingly, the fund suffers a loss. That, in itself, would not
necessarily mean there had been a breach of the rule, if the original targets had been based
on credible analysis and research. However, we would expect the firm to take appropriate
steps in that situation to put things right for the future. Such steps could include repricing
the business or cutting costs.

The WPRR found that a substantial minority of firms have been writing new business into
their with-profits funds that is either loss-leading in itself — that is, it is priced in such a way
as to make it attractive to advisers and/or customers but it will never break even — or not
enough of it is being sold to cover the cost of acquiring it. In both cases the consequence is
that the new business being written erodes the value of the with-profits fund. This, in turn,
means that over time there is less money available to distribute to with-profits policyholders.

We believe that, given these findings, the rule as it is currently framed does not necessarily
achieve the intention of preventing erosion of the value of the with-profits fund. It requires
firms to write new business only on terms they reasonably think are unlikely to have a
materially adverse effect on existing with-profits policyholders. In other words, it gives
scope for minor or ‘immaterial’ detriment. Our concern is that over time even minor
detriment, when aggregated, has the capability to become material detriment.
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2.38 We propose to strengthen the current rules and guidance so that new business can only be
written if the governing body is satisfied, so far as it reasonably can be, and can demonstrate
that there is likely to be no adverse effect on with-profits policyholders’ interests. We also
propose to require firms to have carried out or obtained all appropriate analysis (including a
profitability analysis) on the impact of the new business to support this conclusion and to
provide that analysis to the firm’s with-profits committee or alternative arrangement.
Furthermore, we propose to amend the current rule to make clear that the test above applies
in relation to all with-profits policyholders (including potential with-profits policyholders),
and not just existing with-profits policyholders. Finally, we propose to give guidance as to the
continuing effect of the rule, and to make it clear that we consider loss-leading business to be
likely to have an adverse effect on with-profits policyholders’ interests.

2.39 If shareholder-owned firms wish to use their own assets outside the with-profits fund to
subsidise the writing of new business which is loss-making, they are at liberty to do so.
We do not believe with-profits funds should be used in this way. We believe a relevant
challenge is whether shareholders would be prepared to see other assets used instead of
the with-profits fund’s assets.

Q4: Do you agree with our proposal to strengthen our rule
and guidance on the terms of new business written into
a with-profits fund?

Material reductions in new business

2.40 A with-profits fund which closes to new business is likely to be seen by the policyholder as a
very different proposition from the one in which the policyholder originally invested. It is
understandable that such policyholders may feel concerned about their prospects and may
leave the fund as a result, to their potential detriment. We therefore believe it is essential that
the firm should communicate with its policyholders at such a time to explain to them why it
has taken this step and, as far as it reasonably can, what this might mean for the outcomes of
their policies. Closure also brings with it potential changes over time in the way some aspects
of the business are managed, which need to be recognised in advance and planned for
appropriately. Our current rule, COBS 20.2.53R, was introduced to ensure that such planning
occurs. The run-off plan it requires should cover the operational and financial implications of
the closure, including distributions to the with-profits policyholders.

2.41 A with-profits fund that writes very few new contracts of insurance has very similar
financial prospects to one that has formally closed. Therefore, it would be right for such a
fund to inform us and its policyholders of the change in its situation and prepare a run-off
plan. We are concerned that some with-profits funds writing low levels of new business are
resisting formal closure to new business and are reluctant to approach us as required by
COBS 20.2.55R. This may be because they fear that notification of their position might
lead to reputational damage. It may be that they want to avoid the management actions
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2.42

2.43

2.44

2.45

2.46

needed for such a move, including the extensive customer communications exercise that
may be required. Or it may be that they are optimistic that their level of new with-profits
business will substantially increase in future.

It is not our intention necessarily to compel a firm whose new business continues to add
value to the fund, even if being written in very low volumes, to have to cease writing that
business. In essence, we want to move away from the binary open/closed position under

the current rules, which often leads firms to avoid the actions we consider to be in their
with-profits policyholders’ best interests. The key consideration is whether the firm is treating
its with-profits policyholders fairly.

We therefore propose to amend our rules to delete the existing COBS 20.2.55R and replace it
with a rule requiring firms to discuss their position with us at an early stage, including
discussing whether they should take any particular action in their with-profits policyholders’
interests. Firms would be obliged to discuss their position with us whenever they experienced
significant and sustained falls in either:

e the volume of new non-profit insurance contracts; or
e the volume of new with-profits policies, written into the with-profits fund.

We will add guidance to make it clear that, in the context of these discussions, even

if a firm is no longer writing a material volume of new contracts of insurance, if it can
demonstrate that the business is expected to be profitable, then it is likely to be
reasonable for the firm to continue to write it, as long as the firm is proposing to treat
its with-profits policyholders fairly. However, for firms which experience particularly low
sales volumes, it may be in the with-profits policyholders’ interests to stop taking on new
business altogether.

To ensure policyholders are treated fairly, we want to see firms generating plans for
distributions that are appropriate to their realistic and sustainable new business projections,
and the rate at which their assets are shrinking as surrenders and maturities exceed new
business. We are also concerned, for example, that some firms have not adequately
addressed the possibility that their new business strategies will not be achieved. A failure to
achieve these plans can occur for several reasons. The decision to end new Child Trust
Funds and the effect on some firms that are primarily or solely reliant on them for new
business is a recent example of how this might happen.

Therefore, we propose to require firms to have a fair distribution plan, based on their
current business and future prospects, and to have an investment strategy consistent with
it. We also propose to require firms to have management plans, including contingency
arrangements against their plans not being achieved or other unexpected risks arising.
These management plans will be required to consider investment, credit and operational
risks specifically (these are already required for run-off plans), as well as any other
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relevant risks associated with running the fund in the event of significant and sustained
falls in with-profits or non-profit business.

Firms will be asked to ensure that their distribution and management plans are reviewed and
kept up to date to reflect any material changes in both current and expected levels of new
non-profit insurance contracts as well as current and expected levels of new with-profits
policies. If firms experience a significant and sustained fall in the volume of new non-profit
insurance contracts written into their with-profits funds, or of new with-profits policies, we
propose that they amend their distribution and management plans accordingly and submit
them to us at least a week before the discussions firms will be required to hold with us
(referred to above in paragraph 2.43).

The current rules affect funds that have closed to new business since 2005. When we
introduced these rules, firms that were already closed were not required to follow them.
However, we now propose to apply the requirement to have a run-off plan to all closed
funds. While this may create an additional burden for the firms concerned, we do not believe
this will be disproportionate, as it should do no more than require documentation of existing
financial and operational planning. We would expect any firm that has been closed for several
years to have carefully considered these issues as normal management and governance
matters. We are proposing that firms in this position submit run-off plans to us within three
months of the proposed rules coming into force, if they have not done so already.

The revised requirement to have a detailed run-off strategy in place will apply to all
with-profits funds closed before the relevant date. The requirement to have a credible
distribution plan will also apply to those still open to new business, as well as closed funds.

Q5: Do you agree with our proposal that a firm should discuss with
us what actions may be required to ensure the fair treatment
of with-profits policyholders if it experiences sustained and
significant falls in the volume of new business?

Q6: Do you agree with our proposal to require firms to have fair
distribution plans appropriate to their reasonable/sustainable
new business projections?

Q7: Do you agree with our proposal that firms prepare, maintain
and update a management plan containing contingency
arrangements in the event they experience sustained and
significant falls in new business volumes?

February 2011 Financial Services Authority 19



Protecting with-profits policyholders

2.50

2.51

2.52

2.53

2.54

08: Do you agree that the with-profits funds that closed to new
business before the current rules came into effect in 2005
should have run-off plans?

Market value reductions

In principle, we accept that Market Value Reductions (MVRs) can be a legitimate tool for
firms to balance the interests of different groups of with-profits policyholders. Smoothing
payouts has long been presented as an inherent feature of with-profits business where,
when markets are rising, part of the amount that would otherwise be paid to policyholders
is held back to give some protection to the level of payments made to policyholders when
markets are falling. However, in practice, such smoothing cannot be unlimited, as
eventually the point may come when payments of more than the value of the assets
underlying the policy will be detrimental to the interests of the remaining policyholders. We
see an MVR as a means by which smoothing, when it results in payouts being higher than
the underlying asset value, (normally in depressed market conditions), can be reduced or
withdrawn, keeping value in the fund for longer-term policyholders.

One of the objectives of our current rules on this topic is to limit the level of MVR that
can be applied to what is necessary to prevent this element of ‘overpayment’. In other
words, those leaving funds before their contractual dates — usually maturity or, in the case
of pensions, their selected retirement dates — do not do so in a way that disadvantages
with-profits policyholders remaining in the fund.

Currently our rules set limits on the amount by which MVRs can be applied to prevent
firms using them as arbitrary and unfair exit penalties. They can only be applied if the
market value of the underlying assets is, or is expected to be, significantly lower than the
face value of the policy or there has been or there is expected to be a high volume of
surrenders relative to the liquidity of the with-profits fund. In either case the size of an
MVR can be no greater than the amount needed to reflect their impact.

We believe MVRs should only be applied where their use avoids potential detriment to
the remaining policyholders that would arise if the payment was higher than the value of
the assets underlying the policy. This logically sets a maximum limit to the amount of an
MVR because, if it was so high that it reduced the payout to less than the value of those
underlying assets, it goes further than avoiding detriment to the remaining policyholders.
It also follows that the prospect of a high volume of surrenders without the associated
prospect of any asset value shortfall does not give rise to this type of detriment to the
remaining policyholders, and therefore should not justify an MVR being applied. We do
not accept that an MVR is justified solely by a high volume of surrenders unless the
policies’ face values are more than the value of underlying assets.

A point repeatedly made to us by life insurance firms during the recent financial crisis is
that, unlike banks, they did not experience liquidity problems. This is borne out by the
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WPRR which found no evidence that funds were applying MVRs because of high volumes
of surrenders alone.

2.55  We propose to remove the ability of firms to impose MVRs on the grounds of surrender
volumes alone, so an MVR may only be applied where the face value of the policy is higher
than the value of the underlying assets. It is perfectly possible for a with-profits fund to
experience a high volume of surrenders, as a result of which a need to dispose of assets
quickly leads to a fall in the market value of those assets. In such a case, the conditions
required by the proposed rule may well apply and firms would still be able to impose
MVRs on surrendering or transferring with-profits policyholders. However, we also
propose to remove the requirement for the difference in value to be ‘significant’ as if there
is a high volume of surrenders, firms may need to be able to apply an MVR when the asset
value is less, but not significantly less, than the face value of policies.

Q9: Do you agree with our proposal to change the rule so that
an MVR can be applied only where there could otherwise be
a payment in excess of the value of the assets underlying
the policy?

2.56 When an MVR is imposed it can have the effect of removing some or all of the bonuses
that were allocated to policyholders in previous years. This is because policy values are
reduced by the level of the MVR, including past bonuses allocated to policyholders, but
without a parallel mechanism to deliver a similar reduction to past shareholder
distributions. Where a firm is owned by shareholders and makes a bonus declaration,
normally on the basis of 90% for policyholders and 10% for shareholders, the effect of an
MVR is to reduce the amount paid to policyholders to less than 90% which in
consequence, increases the effective percentage paid to shareholders to more than 10%.

2.57  In 2007 we amended COBS 20.2.17R(3) to ensure that where the application of MVRs by
shareholder-owned firms has the effect described in paragraph 2.56, there must be a
corresponding reduction in the amount paid to shareholders to maintain the overall
amounts distributed to policyholders and shareholders in the specified ratio. The rule
requires firms to ensure that distributions remain in line with the ‘required percentage’ over
time, so shareholders do not gain an unfair advantage over with-profits policyholders. We
remain content with the policy intention, but we believe the wording of the rule itself may
lack clarity. We therefore propose to amend the rule to make it clearer. Its intended effect
will not change.

Q10: Do you agree with our proposal to clarify our rule relating to
MVRs and distribution ratios?
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Strategic investments

Firms often use with-profits fund assets to make strategic investments. By ‘strategic
investment’ we mean a significant investment in a single asset which, while it may be
tradable, is often illiquid or has the potential to be hard to value and/or sell. Examples of
such investments include the firm’s head office building and major stakes in businesses
whose commercial interests are aligned with those of the firm’s owners, such as investment
management companies or general insurance subsidiaries and advisory businesses.

Such investments can give rise to conflicts of interest in a number of ways. The ownership
of a head office building illustrates the most obvious of these. The firm may seek to
occupy it on uncommercial terms, leading to with-profits policyholders being denied a
proper return on the investment. In a declining or closed fund, as an illiquid asset, it will
represent an ever-increasing proportion of the with-profits fund. Its illiquid nature may
mean that money is tied up, so preventing or reducing cash distributions to exiting
with-profits policyholders.

A further potential issue likely to arise when with-profits assets are used to buy or fund the
creation of another venture, for example an investment management company, is whether
better returns would be available if the assets were invested elsewhere.

The question of whether a strategic investment should be retained is increasingly relevant,
as funds which have closed to new business need to ensure they have sufficient liquid assets
to meet claims as they fall due. We would be surprised if funds in this position had not
already begun to address this question.

Therefore, we propose to introduce a new rule requiring that, where strategic investments
are made or retained, the firm’s governing body must be satisfied, so far as it reasonably
can be, and can demonstrate, that the purchase or retention is likely to have no adverse
effect on the interests of with-profits policyholders. This is similar to the proposed new rule
for new business.

If a firm reviews its strategic investments and concludes that it is no longer in the interests
of with-profits policyholders to retain them, we would not expect the firm to dispose of it
on a ‘fire sale’ basis. That, too, would be against its with-profits policyholders’ interests. We
would expect firms to put disposal plans in place enabling them to realise the best price for
the asset they are selling.

We also propose to restore guidance previously in COB 6.12.86G which was removed
when the conduct of business rules were rewritten in 2007, and to amend this appropriately
to reflect the new rule. This guidance sets out issues firms should take into account in
relation to strategic investments. Chapter 24 of CP06/19'* noted that where such guidance
was deleted, it was because the rule it supported was self-evident or self-explanatory. Its
reintroduction does not, therefore, impose any extra burdens on firms, but we believe it is
helpful for the points it includes to be set out explicitly in the Handbook.

14 CP06/19: Reforming Conduct of Business Regulation, (October 2006).
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These provisions will be reviewed in the light of the Solvency II Directive and further

changes may be needed when Solvency II is implemented.

Q11: Do you agree with our proposal that the existing guidance
on strategic investments should be strengthened into a rule
and that the guidance formerly in COB 6.12.86G (amended to
take account of the new rule) should be restored?

Charges made to with-profits funds

COBS 20.2.23R prohibits firms from charging with-profits funds for costs that are more
than the costs they have incurred in operating the fund. In that situation, the firm would be
taking an additional element of profit from the fund beyond its share in distributions, and
the fund would leak value.

It is now common for firms and groups to use an in-house service company which, for
example, may employ all staff and may cross-charge other parts of the organisation for the
work they do. In our view, the same principle relating to charging costs to a with-profits
fund should apply however the firm or group chooses to organise itself. Otherwise a group
could enable its shareholders to extract value from a with-profits fund of more than 10%
of distributions, by setting up an in-house service company that adds a profit-loading
element to the costs it charges to the with-profits fund. We are therefore proposing a
change to the wording of our rule to make our intention clear.

It has been put to us that, if firms and groups cannot include a profit margin in the
amounts their in-house service providers charge to their with-profits funds, it could lead to
firms going to external suppliers for their services. Those suppliers would legitimately be
able to include a profit margin in their charges that could be higher than those from an
in-house provider. Therefore, the argument goes, this would disadvantage with-profits
policyholders. We do not understand why firms, especially shareholder-owned firms, would
act in this way. The lower the costs charged to the fund, the higher its surplus. Shareholders
would have the choice of participating in the higher surplus arising from its own lower
cost, in-house arrangement or of receiving less by participating in the smaller surplus that
would be generated if the firm chose to use a more expensive external supplier.

Q12: Do you agree with our proposal to amend
COBS 20.2.23R to prevent value being extracted
from a with-profits fund by other group companies
making charges in excess of their costs?
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Our existing rule!® applying to the corporation tax that may be charged to a with-profits
fund has attracted a considerable level of opposition. The rule specifically applies to the
circumstances when the part of the firm’s corporation tax liability — which is based on
surplus that is not reserved for policyholders (particularly the element distributed to
shareholders) - can be charged to the with-profits fund.

The accounting and reporting rules that Solvency II will introduce are likely to lead to
changes in the basis of taxation of life companies. HM Revenue and Customs have already
consulted on this, but it is not yet clear what the new tax regime will be.'® We will
therefore return to this matter in the further consultation we described in paragraph 1.2.

Several commentators have said they believe our rules should not allow a firm that operates
a with-profits fund to meet the cost of its pension scheme deficit from that fund. We wish
to comment in this CP. In our view, pension benefits can form an integral part of an
employee’s remuneration package and, in principle, we think it is acceptable for a fair and
reasonable proportion of any deficit in the scheme to be met from the with-profits fund,
along with other components of staff remuneration costs. The WPRR did not reveal any
examples of firms excessively charging a fund for this.

We accept that, in theory, a deficit may have arisen or been made worse if a firm had been
negligent or irresponsible in funding its pension scheme liabilities. In that situation, there
could be an issue over the amounts of the costs that fall at different times on different
groups of policyholders. However, it is not clear to us how, in practice, such a situation
might be identified and the effects assessed. We therefore propose to maintain our existing
approach to this matter which is, implicitly, to permit a fair and reasonable proportion of
any deficit to be included in the staff costs that are charged to the with-profits fund.

Excess surplus

Our rules currently require firms to assess annually whether a with-profits fund has an
excess surplus, and to distribute it if it would be a breach of Principle 6 to retain it.

This rule, and its associated evidential provision, does not mean a firm must compromise on
its need to hold back capital for regulatory or commercial purposes where there are sound
reasons to do so. A firm may have a number of good reasons for holding money in a
with-profits fund that it cannot distribute. It has to comply with the prudential requirements
to which it is subject; it may justifiably need to retain capital to support its future plans,
including the writing of new business; or it may justifiably need to maintain a level of
financial strength to support a credit rating appropriate to its status. The amount of money
that has to be held back will vary from fund to fund and can be regarded as the fund’s
working capital.

15 COBS 20.2.27R
16 The Treasury: Solvency II and the taxation of insurance companies, (March 2010).
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2.75 The rule on excess surplus takes effect if, having taken all appropriate factors into account,
including those outlined in paragraph 2.74, a fund finds it has additional money which
there is no good reason to retain. In that situation, we believe that the need to treat
policyholders fairly means a distribution should take place.

2.76 In this situation, our current rules give the firm the option of carrying out a reattribution
instead of a distribution. However, we no longer believe a reattribution is an appropriate
alternative course of action in relation to an excess surplus. As Mr Justice Norris said in his
judgement in the Aviva reattribution, ‘a distribution and a reattribution are fundamentally
different processes, and to present them as alternatives is not entirely accurate’.!” A
reattribution brings about a change to the possible recipients in the event that the working
capital in a with-profits fund ceases to be required at some time in the future. But it should
not alter the recipients of any existing identified excess surplus. We now take the view that
where an excess surplus is identified, it should be distributed in the ‘required percentage’ to
with-profits policyholders. Therefore, we propose to delete the part of COBS 20.2.22E
allowing firms to carry out a reattribution as an alternative to a distribution where an
excess surplus has been identified.

Q13: Do you agree with our proposal to remove the ability of firms
to reattribute excess surplus?

Reattributions

2.77 There have been only two reattributions of inherited estates in the last ten years, but these
have been carried out by large firms and have involved substantial sums: around £1.7bn in
the case of AXA Equity & Law and around £4bn for Aviva. There has therefore been a
potentially high impact on policyholders affected. These reattributions also attracted
significant political and media interest. It is likely that any future reattribution will also be a
high-profile event that will give rise to complex issues over the fair treatment of policyholders.
Some commentators have criticised the outcomes for with-profits policyholders of the two
reattributions referred to, in comparison with gains for shareholders. Nevertheless, in both
recent reattribution exercises, policyholders voted by overwhelming majorities to accept the
offers made to them and the Court endorsed the reattribution schemes put before them. In
addition, any policyholder who did not wish to accept the firm’s offer could maintain his or
her existing rights to surplus in the inherited estate.

2.78  The new policyholder advocate rules introduced in 2005 meant that particular focus was
given to policyholders’ interests in the most recent reattribution. The policyholder advocate
also challenged the rules governing the operation of with-profits funds and how firms
interpreted them.

17 In the matter of Commercial Union Life Assurance Company Ltd and Ors [2009] EWHC 2521 (Ch).
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2.79  One of the WPRR themes carried forward into this CP is the importance of with-profits
funds distributing any excess surplus in the ‘required percentage’, which in the case of
shareholder-owned funds has generally been 90% to policyholders and 10% to
shareholders. The outcome of a reattribution has, in practice, produced a much lower
percentage for policyholders, not least because the certainty of getting some money now
will often be more attractive to a policyholder than the chance of receiving a higher
amount at an uncertain point(s) in the future.

2.80 Policyholders are entitled (at least) to participate in a distribution which is made, although
they cannot require a firm to make a distribution. COBS 20.2.21R and COBS 20.2.22E
require a firm to determine on an annual basis whether it has an ‘excess surplus’, and to
distribute an identified excess surplus if they do not have a good reason for retaining it
(i.e. unless it is fair to their customers to retain it). The operation of those rules may therefore
make it more likely that a distribution will occur. The main point at issue will be how much
of the surplus capital is excess surplus and therefore capable of being distributed.

2.81 Where a firm proposes a reattribution, we believe it should be required to discuss with us
in advance whether it does, in fact, have any excess surplus and, if so, the amount of it and
to discuss the firm’s capital requirements for future new business. The potential actions
which the firm is obliged to take and which will be discussed during this process will
include the distribution of any identified excess surplus before the proposed reattribution
of the remaining working capital is progressed.

2.82  In this context, the forecast level of new business is crucial as it drives the level of capital
the firm will need to retain (rather than distribute), and the level of surplus to be
reattributed. A firm must be able to set out:

e a solid basis for its view on excess surplus;
e its plan for distributing the excess surplus to policyholders; and

e its overall justification for removing the remaining working capital in the estate from
the with-profits fund in a reattribution.

2.83 Once that is done, a policyholder advocate should be identified and brought into the process.

Q14: Do you agree that a firm that proposes a reattribution
should, prior to that proposal, be required to pay particular
attention to identifying and distributing excess surplus?

2.84 Firms will also need to discuss governance arrangements with the regulator, including the
terms of reference for the policyholder advocate. Firms with a public listing must bear this
in mind to fulfil their responsibilities in terms of with-profits regulation and market-sensitive
information. We are proposing to amend our existing guidance to reflect our expectation in
practice that the discussions in respect of the policyholder advocate will lead to agreement
with us about the policyholder advocate’s precise role.
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2.85 A crucial part of the reattribution process is keeping policyholders regularly informed. It is
particularly helpful when communications come from the policyholder advocate. We believe
it is in the interests of independence and transparency that the policyholder advocate should
have the right to communicate with policyholders without the firm initially approving the
content of the communication. This does not prevent firms from supplementing such
communications with their own messages if they believe it is appropriate.

Q15: Do you agree that the policyholder advocate should have
control over the content of communications provided
by the policyholder advocate for policyholders?

2.86 One observation from recent reattribution exercises is the importance of the option for
a policyholder not to accept the firm’s offer, and still be able to keep the same interest
in the estate post-reattribution as they had before it. Small but significant minorities in
recent reattributions have done so. This is a valuable safeguard. Our rules currently refer
to firms’ ability to use the statutory process of a solvent scheme of arrangement to put
forward a proposal that allows most policyholders to bind the minority in a reattribution.
While we acknowledge that this is a statutory process whereby a firm may be able to
reach agreement with its policyholders, we do not believe that its use in the context of a
reattribution will be fair, as it removes the option for policyholders to reject a firm’s offer
and to retain their interests in the estate.

Q16: Do you agree that it would be unfair for a firm proposing
a reattribution to seek to bind the minority, against their
wishes, by means of the reattribution scheme?

2.87  We will also publish a set of guidelines to act as a reference point for all parties in any
future reattribution to ensure that the lessons learned from the Aviva reattribution and
other exercises remain available. We will discuss this further with interested parties.

Compensation and redress

2.88  In 2009 we amended COBS 20.2.25R so that shareholder-owned firms could not use assets
from a with-profits fund to pay compensation and redress arising from any event occurring
after 31 July 2009. The rule does not distinguish between what might be regarded as minor
administrative errors and systemic issues; no compensation or redress payment, regardless
of the cause, must be charged to the with-profits fund.
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In our response to paragraph 2.12 of PS 09/13'8, we said we would remain open to
reconsidering the issue of minor administrative errors. However, this was subject to being
presented with a practical and workable proposal to use the with-profits fund to make
charges for compensation or redress, or to anomalies arising in how the rule operates. We
have not received any requests from firms to waive or modify this rule. Only one firm
approached us with an alternative approach, which we did not consider adequate in
maintaining the principle of the new rule. As things stand, therefore, we do not propose to
make any further changes to our rules concerning compensation and redress.

Communications to with-profits policyholders

One of the biggest sector-wide failings the WPRR identified was the poor quality of
communications provided to with-profits policyholders. We have concerns over the
quality of event-driven communications, such as surrender and transfer notices, and the
consumer-friendly version of the PPFM (CFPPFM). The governance relating to this
literature was also found to be wanting, and furthermore, a lack of ultimate ‘ownership’
of documents between different departments within firms exacerbated this problem.
These concerns are not specific to any type or structure of firm, or whether they have
closed or open funds.

This situation is particularly disappointing given that we made clear our concerns over this
issue in 2007.'" The WPRR specifically stated that:

“We are not satisfied that the quality of communications across the sector meets Principle 7
requirements, especially in view of the Treating Customers Fairly (TCF) outcomes,
communicated to firms in 2007, namely:

e ‘Post-sale information should be sufficiently clear enough so that customers or their
advisers can understand how their investment is performing and judge if the policy still
meets their requirements. It should also remind customers of the key benefits of that
policy, particularly if they are about to take actions which would result in them losing
these benefits.

e  ‘Where the investment mix of the underlying fund has changed since the customer
bought the policy, it is likely that it will perform differently to what they were led to
expect. In these circumstances, the insurer should make the customer aware of what
this might mean to them so that they can, if needed, review their financial planning.’*

18 PS09/13: With-profits funds — compensation and redress (July 2009).
19 FSA: Insurance Sector Briefing (May 2007).
20 FSA: With-profits Regime Review Report (June 2010), pp. 19-20.
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2.92 Firms must ensure that their literature is clear, fair and not misleading. We strongly encourage
firms to review all their with-profits communications in light of the WPRR and, where
necessary, revise and improve it.

2.93 At the same time, we are aware that firms find the current requirement to produce a
CFPPFM, which gives a meaningful summary of a fund’s PPFM, challenging. We recognise
that requiring a summary of what is often a very lengthy technical subject may not necessarily
lead to a document that provides meaningful information to with-profits policyholders.

2.94  While we remain convinced that firms should produce a short explanation of how they run
with-profits funds, we are minded to revisit whether requiring CFPPFMs is the best way to
achieve this. We will therefore bring forward proposals in the next with-profits CP, referred
to in paragraph 1.2.

February 2011 Financial Services Authority 29



CP11/5

Protecting with-profits policyholders

Corporate governance

3.1 The governance of life offices operating with-profits business has been under increased
scrutiny since Equitable Life’s closure to new business in 2000. Significant changes have
already been put in place in both mutually-owned and shareholder-owned life offices as
governance raises significant issues for all firms, regardless of ownership structure. These
changes address the requirement that the shareholders’ and other stakeholders’ interests
have to be balanced against with-profits policyholders’ interests; different groups of
policyholders in a single fund can also have potentially conflicting interests.

3.2 In 2004 we replaced the Appointed Actuary regime with two new actuarial positions: an
actuarial function holder and a with-profits actuary. The other main pillars of the current
with-profits governance arrangements are the following requirements:

e all but the smallest with-profits firms must produce a PPFM;

e the firm must report to policyholders on the company’s compliance with the PPFM
and provide them with the with-profits actuary’s report on the firm’s exercise of its
discretion; and

e firms’ arrangements must involve some independent judgement in assessing
compliance with the PPFM and addressing conflicting rights and interests, which has
led an increasing number of firms to adopt a with-profits committee as the means to
deliver this.

3.3 There has been criticism that with-profits committees, where established, are not sufficiently
independent. It has been suggested that these committees should be completely separate from
the governing body and not include any directors (executive or non-executive) of the firm.

3.4 Our objective is to improve on the existing regime, not to devise a completely new
approach. The governing body, usually the main board, has and will keep regulatory
responsibility for treating its with-profits policyholders fairly. We propose further changes
to assist governing bodies in obtaining the best advice to enable them to balance the
conflicts of interest which they face, and to deliver a fair outcome to policyholders in as
transparent a way as possible. The existing requirements, which prevent the with-profits
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actuary from being the chairman or chief executive of the firm and introduce an element of
independent judgement, are designed to prevent any one individual from dominating
decision-making and to improve the quality of the governing body’s decisions.

3.5 Firms’ arrangements are currently required to involve some independent judgement in
assessing compliance with their PPFMs and addressing conflicting rights and interests of
policyholders and, if applicable, shareholders (COBS 20.3.2G). The independent judgement
can be provided by means such as the following;:

e a with-profits committee;
e an independent person with appropriate skills and experience; or
e for small firms, one or more non-executive members of the governing body.

3.6 We have considered the suggestion that the management of with-profits funds should
effectively be transferred to some form of completely independent with-profits committee,
whose members would have powers analogous to those of defined benefit pension scheme
trustees. However, we believe that this would not be practical for mutual societies in
particular, where with-profits policyholders are also often the owners of the business. While it
is potentially applicable in principle to shareholder-owned funds we note that in practice a
fund’s managers are responsible not only to the policyholders but also to the shareholders
who provide the firm’s capital and who ultimately stand behind the fund. If the fund was
mismanaged, the shareholders’ capital would be at risk (as well as the policyholders’ benefits).
Primary responsibility should remain with a firm’s management in order for them to fulfil
their duties to the shareholders as the firm’s owners.

3.7 When we consulted on the policy changes in 2003 we made a conscious decision not to
mandate a with-profits committee for all funds because of the number of smaller life offices
and mutually-owned firms for whom we felt such a requirement would be disproportionate
to the scale and complexity of their business. We now wish to require certain funds to have
a with-profits committee, rather than any other arrangement. We continue to believe that
the insurance sector is so diverse that it could be disproportionate to require a with-profits
committee for every firm in all cases. Smaller firms may not have the infrastructure to
support one. So we will make them compulsory only for larger funds; smaller funds will
keep the options they have now.

3.8 We propose to define what we mean by a ‘small’ with-profits fund, for which a with-profits
committee will not be mandated. There are many possible ways in which a ‘small’ fund can
be defined. We propose to use the size limits from the existing definition of a firm that is
not subject to the realistic reporting regime as set out in the General Prudential Sourcebook
(GENPRU) 2.1.19R. This applies to all insurers carrying on long-term insurance business
other than non-directive friendly societies,?! insurers with no with-profits business and
insurers with with-profits liabilities that were under £500m on 31 December 2004 and
which have remained below that threshold. However, for the purposes of this consultation,

21 Non-directive friendly societies are those firms outside the scope of the EU Life Directive.
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3.9

3.10

3.11

3.12

our definition will refer to the fund size as of the date of these proposed rules coming into
effect. We note that Solvency II will have an impact on this threshold in the future.
However, our proposed definition has the merits of being a classification familiar to UK life
insurers and which is relatively simple to understand while we wait for the detail of
Solvency II to become clearer.

Smaller funds will remain subject to the requirement that their arrangements should involve
independent judgement in relation to, among other things, compliance with the PPFM and
conflicts of interest. For particularly small or straightforward funds this might involve, for
example, asking one or more non-executive members of the governing body to participate
actively in the with-profits governance arrangements.

While the limit for a ‘small’ fund is set at the fund level rather than the firm level, we will
require a firm with one or more funds with a with-profits committee to appoint the same
with-profits committee for all its with-profits funds. This will help to provide consistency.

Increasing the number of funds with a with-profits committee means more people will be
needed to staff them. We recognise the industry’s concerns that there is likely to be a limited
pool of appropriate people with the necessary knowledge and independence. Members of
with-profits committees, whether or not they are also non-executive directors, are already
treated as holding a significant influence function. We expect that many will therefore face a
regulatory interview before their appointment is confirmed. Non-financial services companies
can employ non-executive directors without their candidates having to face this hurdle.
Nevertheless, we believe this is a relatively modest step that will enhance with-profits
governance and which has the potential to deliver real benefits to policyholders. We will
ensure there is sufficient time for firms to decide what needs to change and to recruit
appropriate people.

Q17: Do you agree that a with-profits committee should be
required for all with-profits funds except small funds, and
that the threshold suggested is the right one?

A key part of the role of a with-profits committee is to challenge the management.
Having an element of independence is crucial to delivering this. Related to this is how the
composition of the with-profits committee facilitates its role. We do not consider that it is
appropriate for either the management as a whole, or members of the management, to sit
both as the majority of a with-profits committee and as a firm’s Board or governing body.
While it may keep down costs, it does not provide the degree of separation from the
executive that we think is a necessary element of the with-profits committee’s function.
We have therefore considered two alternatives:

e whether members of the with-profits committee should be wholly independent and
external to the firm whose with-profits funds it considers; or

e whether they can include internal appointments but with an independent majority.

32 Financial Services Authority February 2011



Protecting with-profits policyholders

3.13 A with-profits committee made up entirely of external appointments would provide the
strongest safeguard against management actions that favoured either particular groups of
policyholders over others, or consistently made decisions in favour of shareholders or other
owners without fully considering whether policyholders were being treated fairly. However,
this could be disproportionate for some funds and would place a considerable burden on
its members if they met only quarterly and had to provide advice on the full range of issues
a with-profits committee might wish to consider. The size of the pool of appropriately
qualified people to take up such positions is also a relevant consideration.

3.14 A with-profits committee made up of a mix of independent non-executives and either
internal or external appointments would be closer to the structure many funds already have
in place. Such a committee would provide more flexibility for firms and its members are
likely to have a better understanding of the ethos and history of a fund through their other
roles than entirely external appointments.

3.15  As a safeguard, we would require the with-profits committee to have an independent
majority. Our expectation is that the committee’s chair would normally be a senior
independent non-executive or external person. Whether the with-profits committee is
external to the firm or simply independent of management, we propose to set a quorum of
at least two members, to avoid undue influence from a single dominant figure.

3.16  In drafting rules to require a with-profits committee to have independent members, we will
have to suggest factors relevant to the determination of independence. The Financial
Reporting Council’s (FRC) UK Corporate Governance Code (‘the Code’) has provisions at
paragraph B.1.1 which essentially delegate to the board the responsibility to identify which
non-executive directors it considers to be independent and gives examples of circumstances

where independence may be compromised through certain relationships or circumstances.*>

3.17  We note that the Code is not binding and applies only to FTSE 350 listed companies.
Nevertheless, these criteria have the advantage of being generally well accepted, and they
place the burden of establishing and publishing an individual’s independence on the firm’s
governing body. We propose to adopt a parallel approach using the same criteria, putting
the responsibility on the board or governing body to identify people independent of the
firm to sit on the with-profits committee. Since responsibility for the conduct of the firm
and its management remains with the board or governing body, it is right that that they
appoint the members of the with-profits committee. If a firm with a small fund appoints an
independent person instead of a committee, we would still expect the firm’s governing body
to adopt the same approach.

Q18: Do you agree that the members of a with-profits committee
should be independent and completely external to the firm
whose with-profits fund(s) they are considering?

22 The relevant section of the Code is attached at Annex 1.
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3.18

3.19

3.20

3.21

3.22

Q19: Alternatively, should we continue to allow directors and
non-executive members of the governing body to sit on
the with-profits committee, subject to its having an
independent majority?

Q20: Do you agree with defining independence using the same
criteria for independence as the Financial Reporting Council’s
current Code?

In our view, the governing body must consider and give due weight to the views of the
with-profits committee to discharge its responsibility to treat customers fairly under
Principle 6. We propose to require the governing body to establish a properly functioning
with-profits committee, which it must provide with information sufficiently comprehensive
to enable the committee to discharge its functions. Information must be provided far
enough in advance of decisions being made to enable the with-profits committee to give
proper consideration and to report to the governing body.

We propose that a firm should discuss the terms of reference of the with-profits committee
with us and publish them on the firm’s website. The existing requirements for the committee
to review a firm’s compliance with the PPFM and address conflicting rights and interests will
remain, but we will add a new requirement that the committee should also satisfy itself that
how the fund is run is properly reflected in the PPFM. The terms of reference must also
include a requirement for the governing body to consult the with-profits committee in a
timely manner concerning all matters the with-profits committee could reasonably expect to
be consulted on. The with-profits committee may also seek to involve itself in issues within its
terms of reference, without being formally requested to do so.

We propose to issue guidance to encourage a clearer separation between the with-profits
committee’s recommendations and the governing body’s decisions. Decision-making in
relation to funds would be improved if the with-profits committee presented governing
bodies with clearly recorded independent advice and the bodies then had to reach and
minute their own decisions in response. One feature of current arrangements is that the
source of decision-making is often unclear. Firms tell us that challenge was provided but
meeting minutes do not always reflect this.

The requirements placed on a with-profits committee should also apply to the alternative
arrangements used by smaller funds, e.g. the independent person or the non-executive
director. We propose to include provisions to reflect this.

We believe that with-profits committees, the independent person or non-executive director
(as applicable) should have the right to make a reasonable request to obtain external
advice, including actuarial advice if they believe it is necessary to aid their decision-making.
In shareholder-owned funds, we also think that they should be able to request that such
advice is obtained at the shareholder’s expense, and we provide guidance on this. We are

34 Financial Services Authority February 2011



Protecting with-profits policyholders

concerned that if this was done only at the fund’s expense, firms could seek to restrict the
availability of resources for the committee, thereby forcing it to make either sub-optimal
recommendations or to load additional costs on to the fund. Putting the emphasis the other
way round encourages firms to service their committees efficiently to minimise the need for
additional costs to be incurred.

3.23 Issues with-profits committees should consider include, but are not confined to:

e both the firm’s compliance with its PPFM as currently drafted and whether the way in
which the fund is run is properly reflected in the PPFM;

* how conflicts of interest have been identified and managed;

e the identification of surplus and excess surplus and the merits of its distribution
versus retention;

®  how bonus rates and MVRs (if relevant) have been set and applied and the application
of smoothing;

e any significant changes to the risk/investment profile of the with-profits fund —
including the management of material illiquid investments and strategic investments;

e the impact of any planned or implemented management actions;
e the firm’s strategy for future new business in the with-profits fund;

e the firm’s customer communications, e.g. annual bonus notices and periodic reviews of
stock literature;

e relevant management information, such as customer complaints data;

e drafting and adherence to distribution, management and run-off plans and court
schemes as appropriate;

e the costs incurred in operating the with-profits fund; and
e any other issues the with-profits policyholders may reasonably expect the with-profits

comimittee to scrutinise.

021: Do you agree with the proposal to have terms of reference
published on the firm’s website?

Q22: Do you agree that the conclusions of the with-profits
committee and the governing body’s decisions to accept or
to reject those conclusions must be clearly recorded?
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3.24

3.25

3.26

023: Do you agree that with-profits committees should have the
right to make a reasonable request to obtain external advice
and in shareholder-owned firms request that this is at the
shareholders’ expense?

Q24: Are these the right areas for a with-profits committee to
consider and on which to provide advice?

Q25: Do you agree that the with-profits committee should be able
to raise issues proactively that it thinks the governing body
needs to consider?

The Supervision manual (SUP) 4.3.16A requires the with-profits actuary to advise the firm
on its use of discretion and to make an annual report to policyholders. The with-profits
actuary and the with-profits committee will normally work closely together and there is no
reason why the with-profits committee should not be required to consult the with-profits
actuary. We note one firm’s with-profits committee’s terms of reference state that ‘all
material discretionary actions proposed in relation to the with-profits business of the
Company will be discussed by the Committee with the Company’s With-Profits Actuary.’
We therefore propose to require such a provision to be included in the terms of reference
for with-profits committees.

It is not our intention to duplicate functions between the with-profits committee and the
with-profits actuary. The extent of any overlap will depend on the relative quality and
forcefulness of the committee members and of the with-profits actuary. Any governance
system is only as effective as the people who hold positions within it. In addition, the
with-profits committee provides an informed challenge to the firm’s decision-making as a
second line of defence behind the actuarial function and the with-profits actuary.

We propose to address this and support the with-profits actuary by adding a new item to the
Handbook section on conflicts of interest (SUP 4.3.17R). This will refer to the with-profits
actuary not reporting to or having his remuneration determined in a way that would give rise
to a conflict of interest over the advice he gives. The with-profits committee will also have a
role in assessing the effectiveness of the with-profits actuary, rather than leaving this entirely
to one or more of the firm’s executives. This is different from the options outlined in The
Morris Review™® where the with-profits actuary would either be external to the insurer or
appointed by the with-profits committee. Our proposals are intended to achieve the objective
of supporting the with-profits actuary in his role, while making it clear that responsibility for
how the fund is managed remains with the board or governing body.

23 [ARCHIVED CONTENT] Morris Review of the Actuarial Profession — HM Treasury.
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3.27

3.28
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We will also require the firm to notify us in the event that the governing body departs from
the with-profits committee’s advice on significant issues following escalation within the
firm, if the with-profits committee requests the firm does so. This is intended to be an
unusual step, but would allow supervisors of smaller firms to assess early on whether firms
are delivering on TCF issues and governance. This is a less onerous variant on The Morris
Review’s suggestion that the with-profits actuary should make a full report to the regulator.

These proposals will ensure that with-profits policyholders’ interests are given greater
weight in a firm’s decision-making. As a significant part of the industry moves into a phase
of consolidation and run-off, difficult decisions will need to be made about identifying and
distributing surplus. We wish to protect policyholders by forcing funds to do more to
demonstrate how their decisions affect their with-profits policyholders’ interests.

026: Can with-profits committees or other independent
persons as described operate effectively
alongside the with-profits actuary?

Q27: Is it right to introduce a notification mechanism
for alerting the regulator to significant issues
where there has been disagreement?

028: Do the proposed changes for the with-profits actuary provide
sufficient support for his independence and how practical is
the arrangement for setting his remuneration?

Q29: Are there any other matters that you think are relevant to
this consultation?
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Annex 1:

Financial Reporting
Council’s UK Corporate

Governance Code:
Section B 1.1

B 1.1  The board should identify in the annual report each non-executive director it considers to
be independent. The board should determine whether the director is independent in
character and judgement and whether there are relationships or circumstances which are
likely to affect, or could appear to affect, the director’s judgement. The board should state
its reasons if it determines that a director is independent notwithstanding the existence of
relationships or circumstances which may appear relevant to its determination, including if
the director:

® has been an employee of the company or group within the last five years;

® has, or has had within the last three years, a material business relationship with the
company either directly, or as a partner, shareholder, director or senior employee of a
body that has such a relationship with the companys;

® has received or receives additional remuneration from the company apart from a
director’s fee, participates in the company’s share option or a performance-related pay
scheme, or is a member of the company’s pension scheme;

® has close family ties with any of the company’s advisers, directors or senior employees;

® holds cross-directorships or has significant links with other directors through
involvement in other companies or bodies;

e represents a significant shareholder; or

® has served on the board for more than nine years from the date of their first election.
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Annex 2:

Cost-benefit analysis

Market failure analysis

1. The with-profits market suffers from information asymmetries between policyholders and
firms, and between policyholders and advisers. These information asymmetries stem from
the complexity of the with-profits products and the opacity of their operation. These
problems are further compounded by the weak position policyholders find themselves in —
this is essentially due to the high switching costs or exit penalties that are often involved,
and because not all policyholders’ interests are identical." To highlight a number of
significant issues:

e At the time of purchase, the inherent complexity and considerable discretion left to
management makes it hard for policyholders and, in some instances, even their advisers
to have a clear understanding of the risk and reward balance of with-profits products
and what is driving funds’ performance. This problem may be exacerbated by the
uncertainty associated with any investment returns.

e  Where advisers are engaged, as is often the case with the sale of with-profits products,
there is a conflict of interest between consumers (the principals) and advisors (the
agents), as advisors’ and consumers’ incentives are not completely aligned.

e Finally, a conflict of interest remains after consumers purchase with-profits products
and become policyholders. This is because the incentives of firms that run with-profits
funds are not wholly aligned with those of policyholders. This is further compounded
by the limited transparency in the operation of funds and high-switching costs, both of
which limit the market’s ability to influence firms.

1 For policyholders whose policies are due to mature very soon, their main interest is likely to be the amount of payout in the next
couple of years; however, for policyholders whose policies have many years to run before maturity, they have greater interest in the
continued growth and financial strength of the fund.
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These market failures can result in unfair outcomes for with-profits policyholders. The
proposals in this CP aim to mitigate the impact of the conflict of interest between firms that
manage with-profits funds and policyholders, and result in fairer outcomes for policyholders.
Although there are currently rules and guidance aiming to mitigate these market failures, they
have proved less effective in achieving their intended effect than hoped for.

Many firms’ practices are inconsistent with our rules and guidance. In the recent WPRR we
identified a significant number of firms where with-profits funds operated with due regard
to policyholders’ interests. However, we also found that most firms did not satisfactorily
demonstrate how their practices were consistent with well-run with-profits businesses in
one or more of the areas we assessed.

Cost-benefit analysis

When proposing new rules, we are obliged (under section 155 of FSMA) to publish a
cost-benefit analysis (CBA), unless we believe the proposals will give rise to no costs or to
a minimal increase in costs. As a matter of policy, we also provide a CBA for significant
proposed guidance relating to rules. The CBA is an estimate of the costs and an analysis
of the benefits to different parties that will arise from the proposals. It is a statement of
the differences between the baseline (broadly speaking, the current position) and the
position that will arise if we implement the proposals. In some cases, the differences
could be transfers from one party to another, rather than a change in overall welfare.

We consider below the incremental costs and benefits of each individual policy proposal
outlined in this CP. We make two initial points here. First, many of these proposals are
mainly driven by equity concerns (i.e. justice and fairness) that arise as a consequence of
the market failures described above. These proposals therefore would largely result in
transfers between different parties that do not directly change overall welfare. Second, to
the extent these proposals mitigate market failures leading to a greater proportion of more
suitable and/or a smaller proportion of unsuitable products being sold in the future, there
would be an increase in overall welfare. However, we believe the additional economic
benefits from these proposals may not be large. We note the possibility of such economic
benefits from this package of proposals as a whole, but only discuss these for individual
proposals where we think these may in particular arise.

There are 82 with-profits insurers and friendly societies with 114 funds. In 2009, 61 of
these funds were closed and 53 were open. At the end of 2009, there were approximately
£330bn of assets under management in with-profits funds supporting about 25 million
with-profits policies.” While asset levels have declined from £420bn in 2005, they are still
significant. In 2009 with-profits funds paid a total of £7.2bn to policyholders.?

2 FSA: With-profits regime review report, (June 2010)
3 Figures for 2009 bonus distribution from Standard & Poor’s Synthesis Life.
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Conflicts of interest

7. The proposal is to change existing guidance (COBS 20.2.1G) on conflicts of interest into a
rule, and make it clear that it applies not just to conflicts of interest between shareholders
and with-profits policyholders, but also to conflicts of interest between different with-profits
policyholders, and between with-profits policyholders and other classes of person. Several
other specific rules — existing and proposed in this CP - are meant to deal with potential
problems arising from particular conflicts of interest. However, these cannot exhaustively
cover all potential conflicts of interest. Therefore, this proposed rule intends to capture such
conflicts of interests that may arise but are not covered by other regulations.

8. To understand the potential impact of this proposal we have adopted the following
approach. First, we have considered the nature of conflicts of interest that may arise in this
market. Secondly, we have tried to establish the extent of problems in the market. Finally,
we have attempted to understand the extent of change the proposal could lead to.

9. Contflicts of interest in this market can arise in a variety of forms. For example:

e Policyholders may be offered poor surrender values, either to generate surrender profits
for distribution to other policyholders or to build up the fund’s capital position.

e In deciding how much of a fund is needed as working capital as opposed to being
excess surplus available for distribution, a firm may use excessive prudence in setting
its risk appetite, to the detriment of policies that mature or are surrendered.

e Conversely, a firm may set annual bonuses higher than is consistent with prudential
security to generate publicity and attract sales of new policies in the fund (as
experienced in the 1990s).

e A firm may decide to fund guarantees on new policies by subsidising the cost of the
guarantees from the estate, reducing the amount distributable to existing policyholders.

e  Managers may hold back the distribution of excess surplus to fund other business
ventures, e.g. non-profit business, general insurance business or financial advisory
business. These may be profitable, in which case some policyholders will ultimately
benefit, but which policyholders, and when?

Existing rules in the with-profits space aim to mitigate some of these conflicts of
interest issues.

10. Several factors support the assertion that conflicts of interest exist in this market and may
be a source of real detriment for with-profits policyholders:

e The opacity and complexity in this market, described in the ‘Market Failure
Analysis’ section above, allows misaligned incentives between firms and with-profits
policyholders to be exploited.
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e The House of Commons Treasury Committee notes: ‘Over recent decades, the with-profits
sector has suffered from conflicts of interest on the part of the management of life funds
by proprietary companies, leading to concern among some holders of with-profits
policies that their interests have not been adequately protected’.* Commenting on the
nature of conflicts of interest, the report further adds that these are inherently large in the
with-profits market.

e C(Clare Spottiswoode, the policyholder advocate in Aviva’s reattribution, has commented
adversely on the degree of discretion firms have in dealing with conflicts of interest.’

* An investigation of data we hold on firms indicates that several funds have paid either
no or close to no bonuses for many years. While this by itself is not proof of a conflict
of interest that has resulted in with-profits policyholders being treated unfairly, the
observation — at least in some firms — does suggest this possibility.

e The WPRR states: ‘It is evident...that firms tend to rely heavily on the personality
and professional standing of the with-profits actuary to overcome the potential
conflicts of interest and of responsibilities created by the firm’s management
structure. We had expected to see firms doing more to ensure that the role of the
with-profits actuary was supported by the management structure, rather than leaving
individual actuaries to mitigate the risks created by the structure.’

11. Theory and indicative information suggest that conflicts of interest in this market can
materially harm with-profits policyholders. We note, as before, that other specific rules,
both existing and those proposed in this CP, intend to prescribe the manner in which firms
should deal with many of the specific conflicts of interests noted above.

Transfers

12, To the extent that the proposal to convert guidance into a rule results in fewer instances
of conflicts of interests being settled in ways that are contrary to the with-profits
policyholders’ interests, there will be a transfer from shareholders to policyholders.
Similarly, to the extent that the proposed requirement to ensure fair treatment of different
classes of with-profits policyholders results in different (from current) settlements, there
will be transfers between different classes of with-profits policyholders. As transfers, these
effects reallocate but do not generally increase overall welfare.®

4 House of Commons Treasury Committee: Inherited Estates. Twelfth Report of Session 2007-08.
Ibid.

6 We note that throughout the analysis in this chapter where we discuss transfers, these do not directly change overall welfare. There
may indirectly be further impacts, for example a reduction in moral hazard on the part of shareholders.

“
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13. How large might these transfers leading to fairer outcomes be? The evidence above
indicates existing problems in the market, suggesting material room for improvement.
However, because of existing guidance, firms should be doing much of what we will require
in any case. Furthermore, other specific rules deal with many particular conflicts of interest
that arise in this market. This suggests that this specific ‘catch-all’ proposal may only bring
marginal improvement, beyond the existing and other proposed regulation in this CP.

14. If firms do not currently conform to our existing requirements, why would we expect our
proposal to lead to a material change in firms’ behaviour? One mechanism for improvement
is the greater scrutiny and challenge firms’ decisions may come under when dealing with
conflicts of interest (including proposed payments of bonuses — an issue where conflicts of
interest can particularly lead to significant detriment) in light of our proposed regulation
about with-profits committees. Furthermore, by raising the standard from guidance based on
a principle to a specific rule, our ability to enforce against non-compliant firms increases. The
deterrent effect of this may lead to fairer outcomes.

15. We are realistic in our expectations of improvements in fairer outcomes, acknowledging
that these will depend critically on the degree of effective scrutiny and challenge by, among
other interested parties, with-profits committees. We further realise that dealing with
conflicts of interest is not a mechanical exercise with precise answers. Given the subjectivity
inherent in this decision-making process, we realise that firms will continue to try and
choose options that maximise their private profits.

16. Consequently, we think our proposal may lead to some, but not large, improvements in
fairer outcomes for policyholders where conflicts of interest arise (greater in cases where
conflicts of interest are more clear-cut).

Costs

17. There are likely to be additional compliance costs for firms of our requirement. Firms
should already be dealing with conflicts of interest fairly. However, the higher standard
(changing guidance to a rule) and wider scope (extending the requirement to issues between
different classes of policyholders), may lead to incremental costs in ensuring decisions meet
these standards and in documenting decisions. Because of existing and proposed regulation
that overlaps with this proposal, the true incremental nature of this may not be large. The
additional incremental compliance costs for all affected firms may be roughly estimated at
approximately £100,000 one-off and £50,000 ongoing per year, based on our experience of
conflicts of interest regulation introduced in CP06/9 and CP07/23.” We do not cost here the
compliance costs arising through the operation of with-profits committees, which we
discuss in the governance section at the end of this chapter.

7  We recognise that the conflicts of interest requirements covered in CP06/9 and CP07/23 are different from those proposed here, and
apply to different types of firms. This extrapolation therefore, may have a high margin of error. However, we note that the proposal
in this CP is incremental to other specific existing and proposed requirements which deal with conflicts of interest situations which
typically arise in this sector. The truly incremental part of this proposal may be small, though the administrative burden cost of this is
not easy to quantify precisely. Given these uncertainties we have tried not to be conservative in our extrapolation of costs.
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18.

19.

20.

21.

22.

23.

Fair treatment of with-profits policyholders in mutually-owned long-term
insurance funds

We propose to clarify the drafting of the definition of required percentage in one respect to
ensure that our original policy intentions are given proper effect; the ‘required percentage’
should reflect the significance of a firm’s established practice, even if the firm has no PPFM
or if its PPFM is silent on this point.

Also, we propose to add guidance to COBS 20.2.17R to highlight this significance and to
clarify our expectations of firms in their approach to the issue of established practice. It is
for a firm to consider whether it has an established practice and, if so, what it is. We will
ask the firm to explain how it has reached its conclusions and whether its practice has been
clearly and unambiguously communicated to its with-profits policyholders. If there is some
ambiguity or inconsistency between the firm’s behaviour and its communications with those
policyholders (be it in the firm’s PPFM or otherwise), we may take the view that the firm’s
established practice is different from what the firm has suggested or that the firm has not
been able to demonstrate the existence of an established practice at all. The guidance will
also outline our approach where a firm puts forward an established practice that involves
allocating (but not distributing) some portion of a surplus in its with-profits fund to
persons other than with-profits policyholders.

As the proposals aim to clarify the definition, and give guidance on it, to ensure our
original policy intentions are given proper effect, these proposals are unlikely to incur
incremental costs and benefits when compared with firms’ existing regulatory requirements.

We also do not believe these proposals should create substantial additional compliance
costs, as firms are already producing the evidential information required in the normal
supervisory framework. For the same reason, there should also not be significant additional
costs for us.

The terms on which new business is written

Where a firm writes consistently unprofitable new business supported by a with-profits
fund’s inherited estate, be it as a result of expense over-runs, because volumes are too low
to cover the costs, or because it is deliberately offering loss leaders, it has the effect of
eroding the value of the fund to the detriment of existing policyholders.

This issue has recently become more pronounced because the stock market performance in
the last decade leaves less room for pricing misjudgements, and because the significant
decline of the with-profits industry as a whole® exerts further pressure on firms’ cost
structures.” A survey in February 2008 by the Association of Independent Financial

8 There were 340,000 new with-profits policyholders in 2006, compared with over five million in each of the years 1996-2001
(Inherited Estates, House of Commons Treasury Committee, June 2008).

9  This decline in new business was attributed to low returns, low consumer confidence following mis-selling scandals, continued
competition from open-ended investment companies, and certain changes to the taxation regime which make with-profits products
less attractive.
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Advisers found that 87% of financial advisers no longer recommend that clients invest in
with-profits business. Insurance firms’ managements, on the other hand, have incentives to
keep writing new business, as the size of their job, the job’s prestige and remuneration is
likely to be more favourable when business is growing. Under these circumstances, firms
seek to incentivise advisers to sell with-profits business with high commission and/or
attractive guarantee features of the products.

24, The WPRR found that six groups and firms, representing about one-third of the with-profits
business in force, had a risk of writing loss-making new business, i.e. that the cost loadings in
the new business these firms were writing were, in aggregate, insufficient to cover their new
business expenses or had already significant expense overruns. These six firms wrote about
£700m in new regular premium and £9.4bn in new single premium contracts in 2009.

25. The current rule is designed to address issues arising from the terms or pricing on which new
business is written, including the extent of costs (both marginal costs and overhead costs) or
the volume of new business written. However, the way it is drafted allows low-level detriment
(not classed as material) to occur when firms write new business which, over time, can
become significant. We propose to strengthen the current rules and guidance so new business
can only be written if the governing body is satisfied, so far as it is reasonably can be,
and can demonstrate, that it is likely that there will be no adverse effect on the interests of
with-profits policyholders.

Transfers

26. To the extent that the proposal changes firms’ behaviour, new policyholders who would
otherwise benefit from lower-priced policies (e.g. attractive guarantees not properly
reflected in the pricing) through the subsidy provided by existing with-profits policyholders
will face higher prices. This benefits existing with-profits policyholders by reducing their
contribution to the subsidy of new business, hence preventing their share of the value of the
fund being eroded. This would be a transfer and would not change overall welfare.

27. To the extent that eliminated new business was written for the shareholders’ gain
in other products, there would also be a transfer from shareholders to existing
with-profits policyholders.'°

28. We note that these transfers to existing with-profits policyholders intend to put them in the
position they would otherwise have been in if the conflict of interest between with-profits
policyholders and with-profits fund managers and owners, which allows such unfavourable
new business to be written, did not exist. Consequently, the proposal intends to mitigate the
impact of this market failure.

10 To the extent that eliminated new business was not written for the shareholders’ gain in other products, there would also be a transfer
from new policyholders to shareholders. Shareholders also entitled to a share of the fund would otherwise lose out were the value of
the fund to erode through the subsidy to unprofitable new with-profits business.

February 2011 Financial Services Authority A2:7



Protecting with-profits policyholders

29.

30.

31.

32.

33.

How large might these transfers be? Existing policy already prevents the writing of new
business except on terms that, in the reasonable opinion of a firm’s governing body, are
unlikely to have a material adverse affect on existing or new with-profits policyholders.
However, it appears many firms seek to exploit the wording of the rule in a way that goes
against its underlying purpose. Our proposal sets a less subjective and higher test for firms to
meet. Because this is a less subjective measure we think firms’ governing bodies and our
supervisors should be able to identify more easily if firms are breaching the condition, resulting
in a material change in current firm behaviour. However, we are also conscious of the fact that
the impact of the proposal depends on the ability to identify unprofitable businesses accurately
in advance. This is not an easy exercise, which is why we do not think the proposal will
prevent all new business being written on (what turns out to be) unfavourable terms.

Benefits

To the extent that this policy prevents some new business that would have adverse effects
on existing with-profits funds from being written, there will be benefits from greater
allocative efficiency (from removing under pricing of a product in the market) and
eliminating associated transaction costs (e.g. acquisition and administration costs).

The size of this benefit depends on the change in quantity that a change in price might
lead to. By removing the subsidy provided by existing policyholders, firms currently
writing loss-making business will have to raise charges, new policy premium rates or
reduce their costs. On the surface, increased prices imply a reduction in quantity sold.
However, we understand with-profits policies are not extremely price elastic, suggesting
quantity may not decline hugely with price increases.'! Research indicates that
consumers’ purchasing decisions in the retail investment product market are often based
on past performance. If the proposal increases prices, this suggests an indirect impact on
quantity through its effect on performance (net of charges) numbers, which could affect
consumer purchasing decisions.

Costs

The proposed rule is prospective, so we do not require business already written to be
unwound. Our proposal will change how firms write new business, but it should not
impose incremental administration costs on firms for reviewing their new business
profitability, because we already require this of firms.

As the judgement of profitably or not is being made in advance, it is important to have a
full picture of new business profitability. If the rule is interpreted too strictly and prevents
firms acquiring new customers on the grounds that there are potential losses in initial years,
some potential longer-term profits may not be achieved. This would mean costs associated
with lost profits for policyholders and shareholders.

11 For example, a Centre for Risk and Insurance Studies study finds that the difference in charges at with-profits firms are high: “...in five of
the cases the most expensive policy costs twice as much as the cheapest (which is very unlikely to be explained by differences in product
characteristics)’. Centre for Risk and Insurance Studies, The UK with-profits life insurance industry: a market review, June 2009.
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Material reductions in new business

34. The current rules in COBS 20 do not explicitly deal with issues arising from significant
declines in new business. The proposed rules address the issue of what firms should do
when they write very little new business or experience a sustained and substantial fall in
the volume of new business.

35. Firms are reluctant to admit that they are closed to new business. This is typically for three
reasons. First, they are concerned it will damage the firm’s reputation. Secondly, they do not
want to go through the regulatory requirements for firms which are closing a fund to new
business. Thirdly, managers may have an aversion to closing funds, as it is likely to decrease
their job size, their job’s prestige or even remuneration. This creates the danger that firms,
in refusing to admit there may be a reason for closure, do not re-evaluate the amount of
working capital they realistically need, and so do not identify any new excess surplus that
could then be distributed to with-profits policyholders.

36. Under the proposed new rule, we will require firms to prepare and maintain a distribution
plan updated according to the firm’s changing circumstances. We propose to require a firm
to prepare a contingency plan in case its volume of new business is significantly lower than
it reasonably expected. We will also require a firm to discuss with us what actions it will
take when it experiences significant and sustained falls in levels of new business. Finally, we
are proposing that with-profits funds that were closed to new business before the current
rules came into effect in 2005 should also have run-off plans.

Transfers

37. To the extent that our proposals lead to the increased distribution of excess surplus,
there will be a benefit for some with-profits policyholders, primarily to those with-profits
policyholders whose policies will mature soon. This would largely be a transfer from
with-profits policyholders with longer maturities, who would otherwise gain were the
distribution to take place after with-profits policyholders with shorter maturities have left

the fund.

38. It is possible that our proposal to extend the requirement to have run-off plans, to
with-profits funds which closed before the current rules took effect in 2005, might lead
to more equitable distribution between different classes and generations of with-profits
policyholders. We understand however, that many relevant funds already have run-off
plans and furthermore we would expect any firm that has been closed for several years
to have carefully considered these issues as normal management and governance matters.
We therefore do not expect this specific proposal to have a large impact.
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39.

40.

41.

42,

43.

Benefits

To the extent that the proposal to have contingency plans leads firms to take appropriate
management actions sooner in the event of significantly reduced new business, there may be
benefits for with-profits policyholders, as taking such actions more promptly may prevent
an avoidable reduction of the inherited estate. For example, we note that some firms whose
business plans were mainly reliant on selling Child Trust Funds have encountered
significant issues as a result of the government withdrawing further such business.

Costs

While there will be no compliance costs for firms that already address the issue of
significantly reduced new business as part of their strategic planning and put plans for
appropriate management actions in place, there will be compliance costs for firms that
currently do not have distribution or contingency plans. The complexity and cost of a
distribution or a contingency plan will vary, and will increase as the firm approaches
closure of the fund. It is likely that the cost of a distribution and contingency plan for a
fund which is about to close would be in the same range as the cost of a run-off plan. In
CP207, Treating with-profits policyholders fairly,'> we estimated the total cost of producing
a run-off plan to be £37,000 per fund. After adjusting for inflation, this indicates a per-plan
cost of £45,000. From this, we estimate that the maximum incremental cost for the entire
population of 53 open funds of setting up contingency plans will be around £2.4m. Since
we already expect at least some firms to be putting appropriate contingency plans in place,
actual incremental costs of the contingency plan requirement should be lower.

We further estimate that at least 20 with-profits funds were closed to new business before
the current rules took effect. These would all now be subject to the requirement to have
run-off plans in place. Adjusted for inflation, this would imply a total cost of about
£900,000 for the industry. However, this is a substantial overestimate of the actual
incremental costs, since many of these funds already have run-off plans in place.

Market value reductions

We propose to remove the ability of firms to impose MVRs on the ground of surrender
volume alone. This would remove the potential detriment for policyholders that would
stem from MVRs being imposed unnecessarily on the ground of high surrender volume
without this having any impact on the asset value.

We did not find during the WPRR or in our previous investigations, any occurrence of
MVRs being imposed on the ground of surrender volume alone. It is possible then that the
incentive to do so is very low and therefore the possibility of detriment unlikely. Relative to
current practice then, this proposal implies no impact. However, it closes an avenue of
potential policyholder detriment.

12 CP207: Treating with-profits policybolders fairly, December 2003, annex 4, paragraph 22.
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Strategic investments

44, The complex and often opaque nature of with-profits funds puts with-profits policyholders
at a disadvantage as they are often unaware of how the fund is being run. This gives rise to
the possibility that funds may make investments which have strategic value for the insurer
as a whole, but which do not generate an adequate return for the with-profits fund itself, or
that funds may make investments in projects from which the profits accrue mainly to
shareholders. The proposed new rule (which enhances current guidance) aims to mitigate
this problem by preventing insurers from making investments that are against the interests
of with-profits policyholders.

45, Strategic investments typically include a firm’s head office (and other) premises, investments
in subsidiaries (for example to develop investment fund business etc.), and cross-holdings in
other assets owned by the firm or its holding company.

Transfers

46. To the extent that this proposal leads to insurers not making future strategic investments,
and unwinding existing strategic investments made from with-profits funds that are against
the interests of with-profits policyholders, there will be benefits for policyholders. Part of
this benefit would be a transfer from shareholders (and therefore not an overall change in
welfare), but part should be an economic benefit.

47. Where these strategic investments are beneficial to insurers, and firms continue to invest in
these projects using shareholder funds instead, there will be a transfer between shareholders
and policyholders.

48. Where these strategic investments have not been sound - i.e. firms did not take into
account full costs at the time of investment, since they did not bear the cost of the
investment capital — then it is reasonable to expect that firms will not want to use
shareholders’ funds to keep these strategic investments. We can distinguish between two
potential consequences. First, to the extent that some uneconomic investments would no
longer be made, an economic benefit would accrue. Secondly, to the extent that
shareholders previously benefited from unsound strategic investments which would no
longer be made, a transfer from shareholders to policyholders will take place (which will be
a benefit to policyholders but not an overall increase in welfare).

49. Whether or not firms decide to invest in these strategic investments using shareholder
funds, by not making investments and unwinding existing investments that are against the
interests of with-profits policyholders, there would be additional funds available for
investment elsewhere at potentially higher returns. This potentially benefits with-profits
policyholders. Below, we calculate the possible extent of this benefit, noting this includes
both an economic benefit component and a transfer component. We cannot, with a high
degree of confidence, say what the proportion of either component may be.
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50.

51.

52.

53.

54.

The WPRR asked firms whether strategic investments they had made could potentially
affect the fund’s ability to pay out to policyholders. The review covered 17 firms, which
make up about 80% of the market by asset share. Almost all firms said they had not made
any strategic investments which would hinder their ability to pay out to policyholders or
which their with-profits committees had considered from a governance point of view.

Only seven firms identified strategic investments they had made from with-profit funds,
with most stating these did not actually hinder their ability to pay out to policyholders. The
strategic investments identified in the review ranged from a £1m investment in a head office
building of a fund, to a £300m investment. Other than one fund where the strategic
investment identified was 9%, these investments averaged less than 1% of the value of
individual funds.

Based on information gathered during the WPRR, we estimate there may be around £600m
of strategic investments across the entire population of with-profits funds that could
potentially affect funds’ ability to pay out to policyholders.'> We estimate a potential
benefit of about £10m to £42m per year for policyholders, assuming that:

e firms do not make the sort of strategic investments they have made in the past;
e strategic investments give zero return to policyholders'*; and

e the return they would get if this amount were alternatively invested was between the

average ten-year and 25-year sector performance of 1.7% to 7% per year."

Since this calculation also includes an estimate of the economic benefit, it overestimates the
size of the potential transfer from shareholders.

The effectiveness of the proposal depends in part on our supervisory and enforcement
actions. By changing the provisions currently in the form of ‘guidance on a Principle’ into
a specific rule, firms falling below the standards we expect of them will be less likely, or
able, to argue that they are compliant. So this suggests that it is possible firms make
material changes to their strategic investment decisions.

In practice, we expect the impact to be smaller than calculated above. These numbers are
based on the potential impact of strategic investments on firms’ ability to pay out to
policyholders, and not actual restrictions on their ability to do so. Further, the proposal is
likely to mostly encourage funds to dispose of such strategic investments when they are
shrinking — which is something we would expect all well-functioning funds to be planning
to do in any case. This suggests the incremental impact of the policy will be significantly
smaller than the size of the potential transfer estimated above.

13 We should reiterate that this extrapolation includes strategic investments by firms who said in the WPRR these should not hinder their
ability to pay out to policyholders.

14 1In reality, we would expect strategic investments to provide some return to policyholders.
15 Money Management magazine, July 2010.
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Benefits

55. As noted in the “Transfers’ section above, there would be an additional economic benefit to
the extent that some uneconomic investments would no longer be made (cf. paragraph 48).

Costs

56. Firms should already periodically assess the value of their strategic investments as part of
their standard management practices. In addition, a combination of existing regulatory
requirements in SYSC 14, INSPRU 2.4, and GENPRU 2 means firms are already obliged to
monitor the performance and suitability of all their investments. For these reasons, we think
that assessing whether investments have detrimental effects on with-profit policyholders
should raise minimal additional costs.

57. If a firm assesses the strategic investments it currently holds in a with-profits fund and
concludes that their retention is expected to adversely affect its with-profits policyholders,
they will have to be disposed of. A potential cost to with-profits policyholders and the firm
arises if the investments are disposed of hastily or without due care and consequently a
poor price is realised. However, as the rule does not require firms to make fire sales, firms’
own incentives and a combination of our other rules should mean assets are not disposed
of in haste and at poor value.

58. As the assessment of whether the investment will generate enough return is made in
advance, overly strict criteria can stop insurers investing with-profits funds in some
potentially profitable (therefore beneficial to policyholders) ventures. It is worth noting
that, as policyholders and shareholders have different risk/return trade-offs, it is possible
there are potentially worthwhile projects for policyholders that are not worthwhile for
shareholders’ funds (given the cost of capital and different investment horizons).

Charges made to with-profits funds

59. We are concerned that, despite our existing rule, COBS 20.2.23R, some firms may be
extracting undisclosed benefits for shareholders from funds by using in-house management
service agreements (MSAs). This can distort the distribution ratio. When an insurer
arranges an MSA on market terms this includes a profit margin above costs. If a 10% share
of a distribution already compensates insurers sufficiently for carrying out the management
service for funds, the profit margin in the MSA agreement means insurers receive extra
compensation over and above this.

60. We propose to introduce a rule to make it clear that in-house service arrangements should
not operate in this way.
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Transfers

61. To the extent this proposed rule eliminates MSAs that include a profit element, there could
be benefits for policyholders through increased bonuses or increased amounts available for
distribution. This would imply a transfer from shareholders to policyholders, and not an
increase in overall welfare.

62. We are currently aware of one instance where a MSA at market terms extracted £10m from
a large fund over ten years which would otherwise have been available to with-profits
policyholders. Anecdotal evidence suggests there may be several other MSAs made at market
terms. We explored the issue as part of the WPRR; the review, ‘as a whole did not find that
the current charges are excessive or unfair across the sector’, though it does note that there
was ‘scope to provide further clarity to our existing rule...in order to safeguard against
‘in-house’ service companies over-recovering costs from the with-profits funds in the future’.

63. There are currently 82 with-profits firms. If we assume a tenth of these would be affected by
our proposed guidance, and the impact was equivalent to the £1m a year effect we find for a
very large firm, there could be an annual transfer of about £8m a year from shareholders to
policyholders. Therefore, we think that any transfer driven by our proposed rule would be
relatively small in size.

Costs

64. It is possible that an MSA may bring advantages to the insurer and its policyholders. Under
MSAs, insurers (in their capacity as service providers) have clearer incentives to reduce the
expenses of providing the services covered by an MSA, as any expense saving would accrue
to them (in their capacity as service providers), and ultimately to shareholders. Without
MSAs, as only 10% of any expense saving accrues to the shareholders, the incentive to
reduce expenses will be reduced. This implies the possibility of increased costs.'®

Reattribution and excess surplus

65. A number of changes are proposed in this CP to the reattribution regime and how excess
surplus is treated. We propose to:

e remove the ability of firms to reattribute excess surplus;

e amend guidance to require our consent to the terms of appointment of the
policyholder advocate;

e introduce a new rule allowing the policyholder advocate greater freedom in
communicating with policyholders;

16 In addition, MSAs can also give security to policyholders about future expense charges, which may be particularly important in
closed funds.
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e ensure firms remove any excessive margins for prudence in valuing the inherited estate
in a reattribution; and

e issue guidance on the ability to bind the minority by means of the reattribution scheme.

We discuss the likely impacts of these changes individually below.

Remove firms’ ability to reattribute excess surplus

Current regulation allows for the possibility of excess surplus being reattributed. Reattribution
exercises typically lead to policyholders receiving a lower amount than distributions that are
normally made at a 90:10 ratio. In theory, our proposal implies a transfer from shareholders
(who typically benefit more in the case of a reattribution) to policyholders.

However, relative to the status quo, we believe this proposal has no impact. In both of the
previous reattribution exercises during the last decade, AXA and Aviva, excess surplus was
distributed and not reattributed. The recent WPRR also found no other firms intending to
reattribute any excess surplus they have identified. Additionally, because our assessment of
whether the final reattribution proposal is fair to policyholders is a hurdle that firms have
to cross, it is unlikely firms would be able to proceed with a reattribution unless they had
previously distributed excess surplus. Indeed, in any event, as set out in Chapter 2 of the
CP, our rules already require a firm to determine on an annual basis whether it has an
‘excess surplus’, and to distribute an identified excess surplus if they do not have a good
reason for retaining it (i.e. unless it is fair to their customers to retain it).

Discussion of the policyholder advocate’s terms of reference

The proposal protects policyholders by ensuring the policyholder advocate’s terms of
appointment are not unreasonable. Theoretically this should help improve the likelihood
of a fairer deal for policyholders in case of reattribution. Relative to current practice we
do not think this implies a significant change.

COBS 20.2.45R already provides that a firm must ‘notify the FSA of the terms on which
it proposes to appoint a policyholder advocate’ and sets out certain factors that must be
included in the terms of appointment. It is difficult to see the circumstances under which
a firm would proceed with the appointment of a policyholder advocate on terms that
were not acceptable to the regulator under the current rules.

The proposal for firms to discuss, with a view to agreeing, the policyholder advocate’s
terms of appointment with us is likely to include interviewing the prospective policyholder
advocate and considering and commenting on the terms to the firm. There may be marginal
additional management time required by the firm in dealing with any correspondence about
the terms of appointment. However, these actions took place in any event in the Aviva
reattribution, indicating little if any incremental costs relative to current practice.
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71.

72.

73.

74.

75.

Communicating with policyholders

Transfers

Granting more independence to the policyholder advocate in his/her ability to
communicate may result in policyholders having more regular and better information
during a reattribution exercise. This would allow policyholders to make better-informed
decisions in choosing whether or not to accept reattribution.

In theory, this may mean firms having to offer higher amounts to better-informed
policyholders in cases of reattribution. This would generally be a transfer from shareholders
(who would otherwise gain from being able to secure a larger share of the estate), and not
an increase in overall welfare.

Evidence on the quality of communication in past reattribution exercises is mixed. The
judge in Aviva’s reattribution noted: ‘It seems to me that Aviva and the PHA have gone to
enormous lengths to put relevant information in a comprehensible form to the policyholders
who have to make the choice.”!” While there does not appear to be systematic lapses in
communication at the last reattribution in this market, the policyholder advocate does note
she was prevented from communicating with policyholders at one particularly difficult point

during the reattribution exercise.'®

This suggests the possibility of some, though not very large, improvements in the

quality of communication to policyholders during a reattribution. While greater or

better information can, in theory, lead to changes in behaviour, we are not aware of any
evidence that attempts to understand the scale of possible change given differences in
communication in a reattribution exercise. We can only say past experience suggests the
possibility of some improvement in the quality of communication, which may lead to more
informed decisions in choosing whether or not to accept reattribution, which in theory may
mean firms having to offer higher amounts to better informed policyholders (and therefore
shareholders gaining less) — but we cannot estimate the size of any resulting transfer.

Costs

The proposal could lead to more regular communication by policyholder advocates. These
generally take the form of customer mailings. We understand from the Aviva reattribution
case that there were four customer mailings during the process. We do not know which or
how many funds may choose to reattribute in the future. The median with-profits fund is less
than 2% the size Aviva was at the time of reattribution. If our proposal led to one additional
mailing during a reattribution process, we estimate incremental costs of £50,000 to £60,000
for an average-sized fund, extrapolating from the communication costs available from Aviva’s
case. Costs will vary of course, with the size of a firm’s policyholder base.

17 In the matter of Commercial Union Life Assurance Company Ltd and Ors [2009] EWHC 2521, paragraph 87 per Norris J.

18 A report by the office of the policyholder advocate in connection with the reattribution of the inherited estates of the CGNU Life and
CULAC with-profits funds, June 2009.
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Removing excessive margins for prudence

Transfers

The proposal on margins for prudence should, in theory, lead to greater distributions of
surplus to policyholders than would otherwise be the case. They should also effect a
reduction in the ability of life office management to obtain a better deal for shareholders by
attempting to retain surplus for pursuing strategic goals that are then not followed through,
or which change post-reattribution.

The increased distribution for policyholders will be a transfer from shareholders who might
otherwise secure a larger share after reattribution.

How large might the scale of these transfers be? The two examples of reattribution in the
last decade, AXA and Aviva, are instructive here.

In the 2000 AXA reattribution there was a substantial amount of potential excess surplus
that was retained in the fund after reattribution to back new business, which in the event was
not written. Some of the arising surplus in the AXA case was distributed to the minority of
policyholders who retained their interest in the estate following the first five-year review, as
mandated by the reattribution scheme. But this was too late for the majority of policyholders
who had already accepted the reattribution offer and for those who had refused it but left the
fund before the date of the first five-year review.

In the more recent Aviva reattribution, in contrast, excessive margins for prudence were
removed in valuing the estate. This led to a greater amount, in relative terms, distributed
as excess surplus at a 90:10 ratio.

We roughly estimate the AXA reattribution led to policyholders getting about 30% of the
value of the estate, and the Aviva reattribution led to policyholders getting about 70% of
the value of the inherited estate.!” Part of this increase was because of increased excess
surplus identified through removing excessive margins for prudence, which was then
distributed at the more favourable 90:10 ratio for policyholders.

Purely for illustrative purposes, based on a set of assumptions, we calculate below the
potential size of the transfer in the case of reattribution for the average fund currently
open to new business.

19 These are not precise calculations. In a reattribution there tend to be two payments to policyholders — the first being a special
distribution which is made to all policyholders and which represents the distribution of current excess surplus, and a second which
is made only to those policyholders voting in favour of the reattribution, being their compensation for disposing of their contingent
interest in distributions of any future excess surplus arising. This latter payment should come from shareholder resources and
not from the with-profits fund. The percentages we quote are derived from the crude sum of these two numbers — and should be
considered as broadly illustrative rather than precise calculations.
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We base our calculations on a fund of median size, roughly £12bn, with a £950m inherited
estate.”’ We assume that the final outcome in the event of reattribution after the rule change
would be similar to the outcome in Aviva’s 2009 reattribution, where we understand
excessive margins for prudence were removed in valuing the estate.

As an example, we have assumed that, in the absence of the proposed rule, 5% less of the
estate would be identified as surplus (and would therefore be subject to reattribution rather
than distribution). Assuming in this scenario the proportion of surplus distributed to
policyholders, and the percentage of the remaining inherited estate policyholders obtain as
a result of reattribution is the same as in Aviva’s recent reattribution, we calculate the rule
change would lead to a further £24m paid out to policyholders in the event of reattribution
for the median fund.*!

We are aware of the limits of this approach, as reattributions are rare events and difficult to
compare. We are also aware that the reattribution process and the estimation of the inherited
estate follow complex processes and depend on many factors. It is therefore not possible to
estimate precisely the effects of the change of these policy proposals. We reiterate that the
calculation of the potential transfer for the average-sized fund above is illustrative, and that
change relative to current practice (the most recent Aviva reattribution where excessive
margins for prudence were removed in valuing the estate) should be zero.

Costs

Identification of excess surplus is complex, and involves professional judgement and
extensive internal modelling. However, since COBS 20.2.21R already requires a firm to
identify whether or not it has an excess surplus at least once a year, the added complexity
of a reattribution should not in itself represent a significant additional cost. Any additional
cost to firms of a more onerous rule is likely to be in management and actuarial time, in
discussions with supervisors and potentially in obtaining external professional advice,
whether actuarial or legal. Since much of this is generic to a reattribution already, pure
incremental compliance costs of the proposal for firms are likely to be minimal.

Evaluating excess surplus is a difficult exercise. Retained potential excess surplus can
act as a buffer if the provisions made in the reattribution plan were wrong and if the
working capital retained has been improperly underestimated. The proposal then can
increase the possibility of the fund being at risk in case the working capital estimated
for the future is revealed to be insufficient. While recognising this possibility, we think
increased risk might not be large since firms have an incentive to retain greater rather
than smaller amounts of potential excess surplus and because the proposal does not
over-ride firms’ prudential obligations.

20 Centre for Risk and Insurance Studies, The UK with-profits life insurance industry: a market review, June 2009.
21 1If the rule change led to a further 10% surplus identified, this would imply an extra £48m paid out to policyholders.
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Guidance on the ability to bind the minority

88. Firms conducting a reattribution have the ability to bind policyholders who have rejected
the offer, and those who have not answered, to accept the reattribution. The proposal, in
theory, makes it more likely that these classes of policyholders will be better off than they
might otherwise have been, especially those who reject the reattribution and thus reveal
their contrary preference.

89. The proposal, in theory, suggests a transfer from shareholders to policyholders who
otherwise reject the reattribution but would be bound to it, and to those who are silent.*?

90. In practice our investigation did not reveal any cases where the minority of policyholders
were bound to a reattribution they rejected. Relative to current and past practice, the
proposal then implies no change. However, it discourages a possible source of detriment
for policyholders.

Governance

91. We are proposing several changes to the rules:

e On with-profits committees, the proposal being consulted on is a two-tier structure
where a with-profits committee is required for all except small funds.

e  Most large firms already have a with-profits committee, and some firms have
equivalents established by a court scheme. We estimate that up to eight firms, with an
aggregate liability of £45bn, will be required to establish a with-profits committee.

e On who can sit on the committee, the options being consulted on are: (1) all
members must be completely independent of and external to the firm, or (2) directors
and non-executives are allowed provided there is a majority of independents, with
independence defined using criteria set out in the FRC Code.

e In addition to firms that are required to set up with-profits committees, the proposal
will also impact on insurers with existing with-profits committees if they do not meet
the “all independent and external’ or ‘majority independent’ requirements.

e In relation to the operation of a with-profits committee:

1) the firm is required to publish the terms of reference of the with-profits
committee on their website;

2) the with-profits committee is required to ensure that the PPFM properly reflects
how the fund is managed;

22 Since shareholders typically benefit in the event of reattribution, in theory the proposal suggests a transfer from shareholders who
would gain even more if minority policyholders not voting in favour of reattribution were bound by its terms.
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3) the governing body is required to consult the with-profits committee in a timely manner
concerning all matters that the with-profits committee could reasonably expect to be
consulted on, and must consider reports from the with-profits committee;

4) there must be clear separation and recording of recommendations of the with-profits
committee and the decisions made by the governing body;

5) the board/governing body is required to provide the with-profits committee with
information sufficiently comprehensive to enable it to discharge its duties. In addition,
with-profits committees will have the right to obtain external advice; and

6) with-profits committees must consider a non-exhaustive list of issues.

The expectations placed on the with-profits committee will also apply to whoever supplies
the exercise of independent judgement under any alternative arrangement for smaller firms.

For firms with effective with-profits governance, these should be their current practices
already. However, the WPRR found that sometimes firms could not demonstrate proper
board engagement with the committee and that the committees were not always sufficiently
aware of or engaged in key operational issues relating to Treating Customers Fairly.?®
Therefore these proposals will impact not only on the operation of new with-profits
committees now required to be set up, but also on the operation of some existing
with-profits committees.

® In relation to the with-profits actuary:

1) the with-profits actuary should not report to or have remuneration determined by
anyone which would give rise to a conflict of interest in the actuarial function; and

2) the with-profits committee will have a role in assessing the effectiveness of the
with-profits actuary.

This proposal will affect both newly-established and existing with-profits committees.
It will also affect any firms whose with-profits actuary currently reports to or has
remuneration determined by someone which could give rise to a conflict of interest.

e  Finally, if the with-profits committee considers that the issue is sufficiently significant, it
can request that firms notify us when the decision of the governing body departs from
the advice or recommendation of the with-profits committee.

Benefits

The ‘scrutiny and challenge’ role of with-profits committees is intended to play an
important part in implementing the other proposals in this consultation, and to facilitate
the realisation of the benefits/transfers identified in those proposals. If these proposals lead
to better operation of the with-profits funds (for example, saving unnecessary costs and

23 FSA: With-profits Regime Review Report (June 2010), pp.19-20.
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avoiding uneconomic investment), there are benefits for policyholders and shareholders. In

addition, if these proposals lead to fewer decisions in favour of shareholders at the expense

of the policyholders’ interests, there are benefits to policyholders in the form of transfers

from shareholders. While our assessment of the practical impact of with-profits committees

on outcomes for policyholders has not been universally encouraging, it also suggests that

effective with-profits committees, if they have a majority of independent members on them,

can go some way towards looking after policyholders’ interests.** We reiterate that the
effectiveness of these proposals is likely to be materially influenced by our supervisory and

enforcement efforts.

Costs

‘All independent and external’:

a)

Under ‘all independent and external’ requirements, for a two-tier structure, we
estimate the total costs for firms to be around £3.2m a year: costs for eight firms
that currently do not have a with-profits committee are estimated to be around
£1.4m a year®: costs for 15 existing with-profits committees (to replace current
members with external members) are estimated to be £1.8m a year.®

While ‘all independent and external’ is more likely to be more effective in mitigating
the underlying market failure of conflicts of interest, if every with-profits committee
is looking for independent and external members, the compliance costs could be
higher than those estimated above. This is because with-profit funds will have to
select from a limited pool of appropriate people with the necessary knowledge

and independence.

‘Majority independent”:

<)

Under the ‘majority independent’ requirement, for a two-tier structure, we estimate
the total cost for firms to be around £2.3m a year, which includes around £1.4m a
year?’ for eight firms that are required to have a with-profits committee but do not

28

have one now, and £0.9m a year”® incremental costs for 15 existing with-profits

committees that may not all meet the ‘majority independent’ requirement.

Non-executive directors in shareholder-owned firms who are with-profits
committee members are exposed to acute conflicts of interest: on one hand,
in the capacity of director, the non-executive would be bound to comply with
his/her statutory duties to act in the best interests of the shareholders under
company law; on the other hand, in the capacity of a with-profits committee

24 E.g. www.pensions-institute.org/closedlifefunds.pdf

25 Eight firms x three independents x £60,000 (based on four meetings per year with 40 hours preparation and attendance at an hourly
rate of £365 gives us 4 x 40 x £365 = £60,000 approx) = £1.4m.

26 15 firms x 2 (based on replacing 2 existing WPC members on average) x £60,000 = £1.8m
27 8 x 3 x £60,000=£1.4m.
28 15 firms x 1 (based on replacing one existing WPC members on average) x £60,000 = £0.9m.
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member, he/she would be required to safeguard the interests of policyholders.
Relative to the ‘all independent and external’ option then, it is possible that the
‘majority independent’ option would lead to a lower transfer to policyholders
but the trade-off between costs and benefits will depend on the calibre and
independence of the people appointed.

Treating with-profits policyholders fairly

We propose to introduce guidance at the start of COBS 20 to reflect our view that
with-profits policyholders as a class have an interest in the whole with-profits fund and
a contingent interest in any surplus. The existing requirements in our rules already reflect
this overarching principle and the detailed proposed changes (e.g. in relation to new
business, charges to with-profits funds etc.) in this paper do not alter this. We have
discussed the costs and benefits of these individual proposed changes in this chapter.
However, by having this overarching principle as guidance, we aim to ensure firms are
aware of the context in which our rules have been made. We therefore aim to ensure
firms think carefully about their actions in view of that context, and encourage them to
meet the spirit of the policy it expresses, as well as the letter of our requirements. We
think the introduction of this guidance at the start of COBS 20 should not have
significant additional impacts beyond those discussed in the individual proposals.

Costs to the FSA

We do not think these proposals will lead to significant incremental costs for the FSA.
None of our proposals should require IT or system changes. In some cases the clearer
tests set in these proposals may allow FSA supervisors to make judgements more easily.
We expect these changes to be incorporated in on-going FSA supervision and enforcement
procedures, and not lead to significant further permanent resource requirements.

Q30: Do you think that the CBA has identified the
relevant costs and benefits and that the costs
have been appropriately estimated?
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Annex 3:

Compatibility statement

1. This section sets out our assessment of the compatibility of the proposals outlined in this
CP with our general duties under section 2 of FSMA and with the regulatory objectives set
out in sections 3 to 6.

Duty to act in a way that is compatible with the statutory objectives

2. Our proposals for amending the rules and guidance concerning with-profits are primarily
designed to meet our consumer protection objective. The changes will also have some
relevance to our market confidence objective. They do not deal directly with our other
two statutory objectives, which are financial stability and the reduction of financial crime.

3. The proposed changes are primarily designed to improve further the protection of
with-profits policyholders” interests in with-profits funds. To the extent that the proposed
changes are successful in safeguarding policyholders’ interests in with-profits funds, they will
support our statutory objective of securing an appropriate degree of consumer protection.

4, The proposed changes could have a positive impact on market confidence if, as a result of
proposed changes, with-profits policyholders will have greater certainty that their interests
are being taken into account properly in the running of such funds.

5. There are no expected implications for our financial stability objective.

Principles of good regulation
6. Section 2(3) of FSMA requires that in carrying out our general functions we have regard to
the principles of good regulation.

The need to use our resources in the most efficient and economic way

7. As the bulk of the proposed changes are amendments to existing rules that are already
subject to supervision, we do not consider the proposed changes will significantly impact
on our resource requirements. Compliance with the proposed rules will be monitored in the
course of our existing supervision and enforcement responsibilities — in some cases, the
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proposed changes could facilitate our supervision and enforcement — and will be integrated
in the resources we commit where any market failure becomes apparent.

The role of management

We consider that the proposed changes could help make senior management more
accountable for risk management and controls within firms. They will achieve this by:

e strengthening the rules with which it is senior management’s responsibility to
comply; and

e clarifying our view of with-profits policyholders’ interests in the funds their firms run.

Proportionality

The changes proposed in this CP result from the findings of the WPRR, Project Chrysalis
and our experience of the operation of with-profits funds since 2005. The changes are our
response to issues identified in the course of systematic reviews of the application and
adequacy of our rules. The proposals relating to corporate governance distinguish firms by
size, recognising that smaller firms have fewer resources available.

Innovation, international character and competition

We do not expect the proposals to have a material effect on this principle.

Regard to public awareness

We do not expect the proposals to have a material effect on this principle of good
regulation. However, we will address the issue of communications to with-profits
policyholders in a further CP to be issued later in 2011.

Compatibility with our duties under equalities legislation

The policy proposals described in this CP are designed to improve the treatment of
with-profits policyholders as a whole class of interested parties. We have conducted an
assessment of the equality issues that arise in our proposals. Since the proposals deal with
with-profits policyholders’ interests as a whole, we believe our proposals do not give rise
to discrimination and that the proposals are of low relevance to the equality agenda. We
would nevertheless welcome any comments respondents may have on any equality issues
they believe arise from the proposals in this CP.
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List of questions

February 2011

Q1:

Q2:

Q3:

Q4:

Q5:

Q6:

Do you agree with the proposal to include guidance setting
out our view of some of the interests of policyholders in
with-profits funds?

Do you agree with our proposal to convert elements of COBS
20.2.1G into mandatory requirements in a rule and to clarify
the types of conflicts that may arise?

Do you agree with our proposed approach to the use of COBS
20.2.17R and to the clarifying amendments to the definition
of ‘required percentage’ that we propose to make? Do you
consider the guidance that we propose to make in this area
to be adequate and clear?

Do you agree with our proposal to strengthen our rule
and guidance on the terms of new business written into
a with-profits fund?

Do you agree with our proposal that a firm should discuss with
us what actions may be required to ensure the fair treatment
of with-profits policyholders if it experiences sustained and
significant falls in the volume of new business?

Do you agree with our proposal to require firms to have fair
distribution plans appropriate to their reasonable/sustainable
new business projections?
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Q7:

Q8:

Q9:

Q10:

Q11:

Q12:

Q13:

Q14:

Q15:

Do you agree with our proposal that firms prepare, maintain
and update a management plan containing contingency
arrangements in the event they experience sustained and
significant falls in new business volumes?

Do you agree that the with-profits funds that closed to new
business before the current rules came into effect in 2005
should have run-off plans?

Do you agree with our proposal to change the rule so that
an MVR can be applied only where there could otherwise be
a payment in excess of the value of the assets underlying
the policy?

Do you agree with our proposal to clarify our rule relating to
MVRs and distribution ratios?

Do you agree with our proposal that the existing guidance
on strategic investments should be strengthened into a rule
and that the guidance formerly in COB 6.12.86G (amended to
take account of the new rule) should be restored?

Do you agree with our proposal to amend COBS 20.2.23R to
prevent value being extracted from a with-profits fund by other
group companies making charges in excess of their costs?

Do you agree with our proposal to remove the ability of firms
to reattribute excess surplus?

Do you agree that a firm that proposes a reattribution
should, prior to that proposal, be required to pay particular
attention to identifying and distributing excess surplus?

Do you agree that the policyholder advocate should have
control over the content of communications provided by the
policyholder advocate for policyholders?
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Q16: Do you agree that it would be unfair for a firm proposing
a reattribution to seek to bind the minority, against their
wishes, by means of the reattribution scheme?

Q17: Do you agree that a with-profits committee should be
required for all with-profits funds except small funds, and
that the threshold suggested is the right one?

Q18: Do you agree that the members of a with-profits committee
should be independent and completely external to the firm
whose with-profits fund(s) they are considering?

Q19: Alternatively, should we continue to allow directors and
non-executive members of the governing body to sit on
the with-profits committee, subject to its having an
independent majority?

020: Do you agree with defining independence using the same
criteria for independence as the Financial Reporting Council’s
current Code?

Q21: Do you agree with the proposal to have terms of reference
published on the firm’s website?

022: Do you agree that the conclusions of the with-profits
committee and the governing body’s decisions to accept or
to reject those conclusions must be clearly recorded?

Q23: Do you agree that with-profits committees should have the
right to make a reasonable request to obtain external advice
and in shareholder-owned firms request that this is at the
shareholders expense?

Q24: Are these the right areas for a with-profits committee to
consider and on which to provide advice?
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Q25: Do you agree that the with-profits committee should be able
to raise issues proactively that it thinks the governing body
needs to consider?

026: Can with-profits committees or other independent
persons as described operate effectively
alongside the with-profits actuary?

Q27: Is it right to introduce a notification mechanism for
alerting the regulator to significant issues where there has
been disagreement?

028: Do the proposed changes for the with-profits actuary provide
sufficient support for his independence and how practical is
the arrangement for setting his remuneration?

Q29: Are there any other matters that you think are relevant to
this consultation?

Q30: Do you think that the CBA has identified the relevant
costs and benefits and that the costs have been
appropriately estimated?
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Draft Handbook text




CONDUCT OF BUSINESS SOURCEBOOK (WITH-PROFITS BUSINESS)
INSTRUMENT 2011

Powers exercised

A.

The Financial Services Authority makes this instrument in the exercise of the
following powers and related provisions in or under the Financial Services and
Markets Act 2000 (“the Act”):

(1)  section 138 (General rule-making power);

2 section 139(4) (Miscellaneous ancillary matters);
(3)  section 149 (Evidential provisions);

4 section 156 (General supplementary powers);

(5)  section 157(1) (Guidance).

The rule-making powers listed above are specified for the purpose of section 153(2)
(Rule-making instruments) of the Act.

Commencement

C.

This instrument comes into force on [date].

Amendments to the Handbook

D. The modules of the FSA’s Handbook of rules and guidance listed in column (1) below

are amended in accordance with the Annexes to this instrument listed in column (2).
1) )

Glossary of definitions Annex A
Senior Management Arrangements, Systems and Controls Annex B
sourcebook (SYSC)
Conduct of Business sourcebook (COBS) Annex C
Supervision manual (SUP) Annex D

Citation

E. This instrument may be cited as the Conduct of Business Sourcebook (With-Profits

Business) Instrument 2011.

By order of the Board

[date]



Annex A
Amendments to the Glossary of definitions

In this Annex, underlining indicates new text and striking through indicates deleted text,
unless otherwise stated.

Insert the following new terms in the appropriate alphabetical position. The text is not
underlined.

small with- a with-profits fund, of which the associated with-profits insurance liabilities
profits fund” have not, since [date of rules coming into force], exceeded £500million.
strategic a significant investment in a single asset which, even if tradeable, is, or has the
investment potential to be, illiguid, difficult to sell or dispose of, or hard to value.

terms of the terms of reference of a firm’s with-profits committee, or the terms of
reference appointment of the person or persons acting as the with-profits advisory

arrangement, satisfying the requirements set out in COBS 20.5.3R.

with-profits an independent person or, if appropriate, one or more non-executive directors,
advisory appointed by a firm to provide independent judgement to the governing body in
arrangement the management of a small with-profits fund and satisfying the requirements of

its terms of reference.

with-profits a plan complying with the requirements in COBS 20.2.22AR(2).
distribution plan

with-profits a plan complying with the requirements in COBS 20.2.22AR(3).

management
plan

Amend the following as shown.

required the required percentage referred to in COBS 20.2.17R is, for each with-profits
percentage fund:

@) the percentage (if any) required in respect of that fund by:

(i) the firm's articles of association, registered rules or other equivalent
instrument; or

(i) a relevant order made by a court of competent jurisdiction;

(b) if (a) does not apply, the percentage that specified-in-the-firm's PRPEMf
that-percentage-reflects the firm's established practice, if it has one; or

(c) if (a) and (b) do not apply, not less than 90 per cent.



with-profits
committee

skills-and-experience the members of which are independent of the firm and not
part of the governing body, satisfying the requirements of its terms of reference.




Annex B

Amendments to the Senior Management Arrangements, Systems and Controls
sourcebook (SYSC)

In this Annex, underlining indicates new text and striking through indicates deleted text.

Specific requirements for with-profits governance

3.2.9A G  Afirm operating a with-profits fund is required, in addition to SYSC 3.2.6R and
other requirements in SYSC, to comply with the specific governance requirements
set out in COBS 20.5.




Annex C

Amendments to the Conduct of Business sourcebook (COBS)

In this Annex, underlining indicates new text and striking through indicates deleted text,
unless otherwise stated.

20.2.1

20.2.1A

G

|70

|

(1)

With-profits business, by virtue of its nature and the extent of
discretion applied by firms in its operation, involves numerous
potential conflicts of interest that might give rise to the unfair
treatment of policyholders. Potential conflicts of interest may
arise between shareholders and with-profits policyholders,
between with-profits policyholders and non-profit policyholders
within the same fund, between with-profits policyholders and the
members of mutually-owned firms, between with-profits
policyholders and management, and between different classes of
with-profits policyholders, for example those with and without
guarantees. The rules in this section address specific situations
where the risk may be particularly acute. Heweverafirm—should

give-careful-consideration-to-any-aspect-of Hs-operatingpractice
that-has-a bl eal_mgl or-the 'I“Ee'l ests-6f |ts|_w|t||| plle, His peﬁll_ey’ ||'9|deﬁ'.s
to-shareholders:

With-profits policyholders have an interest in the whole and in
every part of the with-profits fund into which their policies are
written and from which the amounts payable in connection with
their policies are to be paid. Those amounts include those required
to satisfy their contractual rights and such other amounts as the
firm is required to pay in order to treat them fairly (including but
not limited to the amounts required to satisfy their reasonable

expectations).

The fair treatment of with-profits policyholders’ requires the
firm’s pay-outs on individual with-profits policies to be fair (see
COBS 20.2.3R et seq.) and, if the firm makes a distribution from
the with-profits fund into which their policies are written, the
receipt by the with-profits policyholders of at least the required
percentage (see COBS 20.1.17R).

A firm must ensure that all aspects of its operating practice are fair to the

interests of its with-profits policyholders and do not lead to an

undisclosed, or otherwise unfair, benefit to shareholders or other persons

with an interest in the with-profits fund.

1)

Notwithstanding that there may not be a rule in the remainder of

this section addressing a particular aspect of a firm’s operating

practices, firms will need to ensure that all aspects of their operating
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practice comply with COBS 20.2.1AR.

(2) For the avoidance of doubt COBS 20.2.1AR does not exhaust or
restrict the scope of Principle 6. Firms will in any event need to
ensure that their operating practices are consistent with Principle 6.

When considering the provisions in this chapter a firm will need to ensure
that it complies with the with-profits governance requirements in COBS
20.5.

A firm must not make a market value reduction to the face value of the
units of an accumulating with-profits policy unless:

(1) the market value of the with-profits assets in the relevant with-
profits fund is, or is expected to be, significantly less than the
assumed value of the assets on which the face value of the units of
the policy has been based; er and

(2)  there has been, or there is expected to be, a high volume of
ersrelati he Liauiditv.of the rel i .
fund; the market value reduction is no greater than is necessary to
reflect the impact of the difference in value referred to in (1) er(2)
on the relevant payment out to the policyholder.

If a firm is able to satisfy COBS 20.2.16R(1), then the volume of
surrenders, transfers, or other exits from the with-profits fund that there
has been, or is expected to be, is a factor that a firm may take into account
when it is considering whether to make a market value reduction, and if
s0, its amount, subject to the limit in COBS 20.2.16R(2).

A firm must:

(1)  not make a distribution from a with-profits fund, unless the whole
of the cost of that distribution can be met without eliminating the
regulatory surplus in that with profits fund; and

(2)  ensure that the amount distributed to policyholders from a with-
profits fund, taking into account any adjustments required by
COBS 20.2.17BR, is not less than the required percentage of the

total amount distributed.:and

(1) COBS 20.2.17R(2) requires a firm, including a mutually-owned
firm, to ensure that the amount distributed to policyholders from a




with-profits fund is not less than the required percentage of the
total amount distributed.

(2)  The definition of required percentage places considerable
significance on a firm’s established practice in determining what
that percentage should be. This reflects the importance of a firm’s
behaviour in generating expectations on the part of with-profits
policyholders as to how the firm’s discretion will be exercised and
in determining whether with-profits policyholders are being
treated fairly in the context of distribution from the with-profits
fund.

(3) (a  Afirmis expected to consider whether it has an established
practice and, if so, what it is, and to justify its conclusions
to us. In considering what a firm’s established practice
may be, we will expect the firm to be able to demonstrate
that an explanation of its practice, and of the justification
for it, has been communicated to with-profits policyholders
in a clear, timely and unambiguous manner. We will
consider the firm’s conclusions in the context of the firm’s
PPEM (and any other communications with its with-profits
policyholders) and of any other factors that could
reasonably affect with-profits policyholders’ expectations
in relation to distributions. If there appears to be some
ambiguity or inconsistency in the firm’s behaviour and/or
its communications, we may take the view that the firm’s
established practice is different from what the firm has
suggested or that the firm has not evidenced the existence
of an established practice at all. In appropriate
circumstances, we may also ask the firm to amend its
PPEM (or send other communications to its with-profits
policyholders) to confirm this position.

(b)  If afirm asserts the existence of an established practice that
is not to distribute all available surplus to with-profits
policyholders, but to allocate some to persons other than
with-profits policyholders (so that a percentage of less than
100% is the required percentage), we will, in considering
whether with-profits policyholders are being treated fairly,
pay particular attention to how clearly this practice has
been communicated by the firm to its with-profits

policyholders.

(4)  The definition of required percentage and COBS 20.2.17R should
be applied in respect of any distributions of surplus to with-profits
policyholders, and when designing any with-profits distribution
plan, or when updating it as required under COBS 20.2.56R.

20.2.17B R Where a firm adjusts the amounts distributed to policyholders (either by
market value reduction or otherwise), including but not limited to a




situation where such an adjustment has the effect of retrospectively
reducing past policyholder distributions, in a way that, taking both the
relevant distributions and the adjustment into account, would result in a
distribution to policyholders of less than the required percentage, the firm
must apply a proportionate adjustment to amounts distributed to
shareholders so that the distribution to policyholders will not be less than
the required percentage.

20217C G An example of the application of COBS 20.2.17BR, without limitation to

= — itsscope generally, is where a firm reduces, for any reason, the amounts
of a bonus or of bonus units added to policies in force. The effect of
COBS 20.2.17BR is that the firm should treat this as effectively
a 'negative distribution’, calculated making the same assumptions
regarding discount rates and other relevant factors as would be used for
positive bonus additions. The amount so calculated should then be taken
into account in ensuring that the amount distributed to policyholders from
a with-profits fund is not less than the required percentage for the
purposes of COBS 20.2.17R.

20.2.21 R At least once a year (or, in the case of a non-directive friendly society, at
least once in every three years) and whenever a firm is seeking to make a
reattribution of its inherited estate, a firm’s governing body must ...

20.2.22 E (1) Ifawith-profits fund has an excess surplus, and to retain that
surplus would be a breach of Principle 6 (Customers’ interests) the
firm should:

(a) make a distribution from that with-profits fund;-er

Requirement to have a distribution and management plan

20.2.22A R (1) A firm must, in relation to each with-profits fund it operates,
prepare and maintain:

@ a with-profits distribution plan; and

(b) a with-profits management plan.

(2) A firm’s with-profits distribution plan must demonstrate how the
firm will, over time, ensure a fair distribution out of each with-
profits fund, including its inherited estate (if any), to with-profits
policyholders by reference to and including:

@ the firm’s analysis of the impact of both the current level
of new non-profit insurance contracts, and the current
level of new with-profits policies, being written into each
with-profits fund, and the firm’s reasonable future




20.2.22B

20.2.23

G (1)

projections for those levels: and

(b) the impact of the firm’s investment strategy for each with-
rofits fund.

A firm’s with-profits management plan must demonstrate how the
firm would propose to deal with the investment, credit and
operational risks, and any other relevant risks or issues, associated
with a significant and sustained fall in either the volumes of non-
profit insurance contracts, or the volumes of new with-profits
policies, or in both, being written into a with-profits fund.

A firm must ensure that the with-profits distribution and
management plans:

[6)) are reviewed and updated to reflect material changes in
the current or expected levels of new non-profit insurance
contracts, and in the current or expected levels of new
with-profits policies, written into an existing with-profits
fund and in any event not less than once a year; and

(b) are approved by the firm’s governing body, including any
amendments arising out of any update referred to in (a).

For the purposes of COBS 20.2.22AR(3), a firm should include the
explanations and information set out in SUP Appendix 2.15.3G
(Investment risk), SUP 2.15.4G (Credit risk) and SUP
2.15.5G(Operational risk), tailored as necessary, to demonstrate
how the firm would propose to deal with the investment, credit
and operational risks.

The FSA expects firms to consider whether it is appropriate to
publish information relating to their with-profits distribution plan
and with-profits management plan in its PPFM.

For the purposes of COBS 20.2.22AR(4), if the expected volume
of new contracts of insurance is such that amounts that have
previously been unavailable for distribution in a with-profits fund
are expected to become available for distribution in the future then
the firm should update its with-profits distribution plan to ensure
fair distribution to all with-profits policyholders.

Charges to a with-profits fund

R A firm must only charge eests to a with-profits fund which-have-been-or

will-be;

1)

unless (2) applies, costs which have been or will be incurred by the
firm in operating the with-profits fund; and

in relation to services provided to the firm by another entity in the
firm’s group, costs which have been or will be incurred by that
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20.2.28
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entity in the provision of those services, to the extent those
services are used by the firm in operating the with-profits fund;

and in both cases, costs include, where appropriate, Fhis-may-include a
fair proportion of overheads.

The effect of COBS 20.2.23R(2) is that, to the extent that a firm receives
intra-group services used to operate a firm’s with-profits fund, the firm
may only charge to that fund the actual cost (including a fair proportion of
overheads) to the group entity of providing those services.

New business

R Ha A firm must not prepeses-te effect new contracts of insurance in an

existing with-profits fund-t-must-enly-de-se unless:
(1) entermsthatareinthereasonable-epinionof the firm’s governing

bodys; is satisfied, so far as it reasonably can be, and can
demonstrate, having regard to the analysis in (2),-untikely-to-have
a-material that the new business is likely to have no adverse effect
on the interests of its existing with-profits policyholders; and

(2)  thefirm has carried out or obtained all appropriate analysis, based
on relevant evidence, as to the likely impact on with-profits
policyholders, and has provided this analysis to its with-profits
committee or, if applicable, its with-profits advisory arrangement
and to its governing body for the purposes of (1).

(1)  The writing of new business into a with-profits fund is not, of
itself, automatically adverse to the interests of with-profits
policyholders.

(2)  Firms will need to ensure that they comply with COBS 20.2.28R at
all times, but in practice firms will be expected to pay particular
attention to whether they comply when they are designing and
pricing or re-pricing products, when they are preparing their
financial plans that take into account their expected costs and
levels of new business, and, in particular, when reviewing their
financial performance, if that reveals that the firm has not achieved
its expected costs and levels of new business.

In some circumstances, it may be difficult or impossible for a firm to
mitigate the risk of a-+material an adverse effect on its existing, or new,
with-profits policyholders ....

(1)  When a firm prices the new contracts of insurance that it proposes
to effect in an existing with profits fund it should estimate the
volume of new insurance business that it is likely to effect and
then build in adequate margins that will allow it to recover any



20.2.36

acquisition costs to be charged to the with-profits fund.

COBS 20.2.28R requires firms to obtain appropriate analysis and
evidence and this should include at least a profitability analysis.

In the FSA’s view, loss leading business is likely to have an

adverse effect on the interests of with-profits policyholders.

Other rules and guidance on the conduct of with-profits business

GR

H-a-proprietary-firm-is-considering-using A firm must not:

)

)

use with-profits assets to finance the purchase of a strategic
investment, directly or by or through a connected person;; or

Ha firm is considering whether it should retain such an

investment referred to in (1);

it should-considerwhether unless its governing body is satisfied, so far as
it reasonably can be, and can demonstrate, that the purchase or retention

would is likely to have no adverse effect on the interests of be-erwil
remain-fair-te its with-profits policyholders. When-a-firm-makes-that

In order for a firm to comply with COBS 20.2.36R, a firm’s

governing body should consider:

(a) the size of the investment in relation to the with-profits
fund;

(b)  the expected rate of return on the investment;

(c)  the risks associated with the investment, including, but not
limited to, liquidity risk, the capital needs of the acquired
business or investment and the difficulty of establishing
fair value (if any);

(d)  any costs that would result from divestment;

(e)  whether the with-profits actuary would regard the
investment as having no adverse effect on the interests of
with-profits policyholders as a class;

(f) notwithstanding (e), whether a knowledgeable existing
with-profits policyholder in that fund would regard it as
having no adverse effect to the interests of with-profits
policyholders as a class;




(2)

(@) inthe case of a proprietary firm, whether it would have
been more appropriate for the investment to be made
using assets other than those in a with-profits fund; and

(h)  any other relevant material factors.

A firm should also consider whether the investment should be
disclosed to with-profits policyholders.

Majer Significant changes in with-profits funds

20.2.41A R A firm must:

1

20.241B G (1)

contact the FSA as soon as is reasonably practicable to make
arrangements to discuss what actions may be required to ensure
the fair treatment of with-profits policyholders if, in relation to any
with-profits fund it operates:

(@)  the firm reasonably expects, or if earlier, there has been, a
sustained and substantial fall in either the volume of new
non-profit insurance contracts, or in the volume of new
with-profits policies (effected other than by reinsurance),
or in both, effected into the with-profits fund; or

(b)  the firm cedes by way of reinsurance most or all of the
new with-profits policies which it continues to effect; and

submit to the FSA at least one week prior to the initial discussion
arranged for the purposes of (1) a with-profits management plan
and a with-profits distribution plan, both updated to deal with the
expected or actual fall in business described in (1).

The aim of the discussions in COBS 20.2.41AR is to:

(@)  allow the FSA to comment on the adequacy of the
updated with-profits management and distribution plans;
and

(b)  seek agreement with the firm on any other appropriate
actions to protect the interests of with-profits

policyholders.

If the firm is no longer effecting either a material volume of new
non-profit insurance contracts, or a material volume of new with-
profits policies (other than by reinsurance), or both, into a with-
profits fund; or if it is ceding by way of reinsurance most or all of
the new with-profits policies which it continues to effect, then it




may also be appropriate to consider whether, in the particular
circumstances of the firm, it should be regarded as ceasing to
effect new contracts of insurance for the purposes of COBS

20.2.54R(3).

3) In the discussions the FSA will have regard to COBS 20.2.28R
(New business). If the volumes of new business, however small,
are expected to be profitable and, in relation to non-profit
insurance business, it is demonstrated that a fair distribution to
with-profits policyholders out of the fund can be achieved and the
economic value of any expected future profits is likely to be
available for distribution during the lifetime of the with-profits
business for the purposes of COBS 20.2.60G, then, in the FSA’s
view, it is likely to be reasonable for a firm to be satisfied that
there will be no adverse effect for with-profits policyholders, and
accordingly such business may continue to be written.

20.2.42 R Afirm that is seeking to make a reattribution of its inherited estate must:

1) ) . . ) . )
identify a’t the e_eullest approprate pe_lnt & pe_|I85|I8|G|EI |
advocate; who-is Ile’e I'e'.“ any eenlllets_ of-nterest that-may-be
o II'“EBI Elllelel eal’ to-be de.t'””e'.'tlal Its tﬁl.'e |||te|e| stls el lﬁ el

i i i first discuss with the FSA (as part of
its determination under COBS 20.2 .21R):

(@ its projections for capital required to support existing
business, which must include an assessment of:

(i) the firm’s future risk appetite for the with-profits
fund and other relevant business; and

(i)  how much of the margin for prudence can be
identified as excessive and removed from the
projected capital requirements; and

(b) its projections for capital required to support future new
business, which must include an assessment of:

(i) new business volumes,

(i)  product terms; and

(iii)  pricing margins;
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20.2.45

G

R

(2)

following the discussions referred to in (1), identify at the earliest
appropriate point a policyholder advocate, who is free from any
conflicts of interest that may be, or may appear to be, detrimental
to the interests of policyholders, to negotiate with the firm on
behalf of relevant with-profits policyholders and seek the approval
of the FSA for the appointment of the policyholder advocate as
soon as he is identified, or appoint a policyholder advocate
nominated by the FSA if its approval is not granted; and

The precise role of the policyholder advocate in any particular case will
depend on the nature of the firm and the reattribution proposed. A firm
will need to discuss, with a view to agreeing, with the FSA the precise role

A firm must:

1)

@)

notify the FSA of the terms on which it proposes to appoint a
policyholder advocate ...

ensure that the terms of appointment for the policyholder
advocate:

@) include a description of the role of the policyholder
advocate as agreed with the FSA under COBS 20.2.44G;

(aa)

(e) specify when and how the policyholder advocate's
appointment may be terminated; and

) allow the policyholder advocate to communicate freely and
in confidence with the FSA;

(9) require the policyholder advocate to communicate with
policyholders as soon as practicable after his appointment
and thereafter no less frequently than every six months for
the duration of the policyholder advocate’s appointment;
and

(n)  allow the policyholder advocate to communicate freely
with the policyholders but require him to provide advance
copies of the communications to the firm and the FSA at
least seven days in advance.
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A firm must give relevant with-profits policyholders the option to:

1) give relevant with-profits policyholders the option to individually
accept or reject the final proposals for the reattribution; or

(2) if it proposes to use a {ithe legal process te-be-feHewed which
allows the majority of policyholders to bind the minority, clearly
demonstrate that it would be fair to with-profits policyholders and
would represent a better alternative to a proposal which allows
with-profits policyholders to preserve their interest in any future
distribution should they choose to reject the proposal or not to

vote. }vote-on-whether-the-firm-sheuld-go-ahead-with-these
proposals.

Where a majority of policyholders vote in favour of a reattribution
proposal, the ability of the minority to preserve their interest in any future
distribution provides a significant safequard by making acceptance
voluntary. An alternative legal process which allows the majority to bind
the minority should only be used if it would be fair to policyholders. The
FSA’s view is that, in general, it would not be fair in the context of a
reattribution.

A firm will be taken to have ceased to effect new contracts of insurance in
a with-profits fund:

1) when any decision by the governing body to cease to effect new
contracts of insurance takes effect; or

(2) where no such decision is made, when the firm is no longer:

@) actively seeking to effect new contracts of insurance in
that fund; or

(b) effecting new contracts of insurance in that fund, except
by increment; or

3) if the firm:

(a) (i) is no longer effecting either a material volume of
non-profit insurance contracts, or a material volume of
with-profits policies (other than by reinsurance), or
both, into the with-profits fund; or

(i) is ceding by way of reinsurance most or all of the
new with-profits policies which it continues to effect;
and
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(b) cannot demonstrate that it will treat with-profits
policyholders fairly if it does not cease to effect new
contracts of insurance.

For the purposes of 20.2.54R(3) the FSA will have regard to, amongst

other things, the factors set out in 20.2.41BG(3).

&)

it codes| f rei ‘o " .
it reh- i - [deleted]

The run-off plan required by this-seetion COBS 20.2.53R must:

1)

(2)
1)

1)

(1A)

demonstrate include an updated with-profits distribution plan
which demonstrates how the firm will ensure a fair distribution of
the closed with-profits fund, and its inherited estate (if any); and

be approved by the firm’s governing body.

A firm should also include the information described in Appendix
2.15 (Run-off plans for closed with-profits funds) of the
Supervision manual in its run-off plan.

A firm should periodically review and update its run-off plan and
submit updated versions to the FSA when requested to do so.

If non-profit insurance business is written in a with-profits fund,
a firm should take reasonable steps to ensure that the economic
value of any future profits expected to emerge on the non-profit
insurance business is available for distribution during the
lifetime of the with-profits business.

Where a with-profits fund contains assets which may not be

@)

readily realisable, the firm should take reasonable steps to
ensure that the economic value of such assets is made available
as part of a fair distribution to with-profits policyholders.

Where it is agreed by its with-profits policyholders, and subject
to meeting the requirements for effecting new contracts of
insurance in an existing with-profits fund (COBS 20.2.28R), a
mutual may make alternative arrangements for continuing to
carry on non-profit insurance business, and a non-directive
friendly society may make alternative arrangements for



continuing to carry on non-insurance related business.

20.3.3

After COBS 20.4 insert the following new section. The text is not underlined.

20.5 With-profits governance
Requirement to appoint with-profits committee or advisory arrangement
20.5.1 R  Afirm must, in relation to each with-profits fund it operates:
(1) appoint:
(@) a with-profits committee; or

(b) a with-profits advisory arrangement (referred to in this section



2052 G

)

©)
1)

)

@)

(4)

as an ‘advisory arrangement’), but only:
(i)  inrelation to a small with-profits fund,;

(i) if the firm has not appointed a with-profits committee to
another with-profits fund it operates; and

(iii) if appropriate, in the opinion of the firm’s governing
body, having regard to the size nature and complexity of
the fund in question;

ensure that the with-profits committee or advisory arrangement operates
in accordance with its terms of reference; and

make available a copy of any terms of reference on the firm’s website.

Ultimate responsibility for managing a with-profits fund rests with the
firm through its governing body. The role of the with-profits committee
or advisory arrangement is, in part, to act in an advisory capacity to
inform the decision-making of a firm’s governing body. The with
profits committee or advisory arrangement also acts as a means by
which the interests of with-profits policyholders are appropriately
considered within a firm’s governance structures. The with-profits
committee or advisory arrangement should address issues affecting
policyholders as a whole or as separately identifiable groups of
policyholders generally rather than dealing with individual policyholder
complaints or taking management decisions with respect to a with-
profits fund.

A firm with a small with-profits fund will first need to determine
whether it is nevertheless appropriate to appoint a with-profits
committee to that fund, according to the nature, size and complexity of
the fund in question. For example, the FSA would expect a firm to
consider whether this would be appropriate if there are a number of
separately identifiable, or a mixture of guaranteed and non-guaranteed,
interests in the fund.

If a firm considers that it is appropriate to appoint an advisory
arrangement, a firm’s governing body will need to decide whether it is
appropriate to appoint an independent person or one or more non-
executive directors to carry out the role. The FSA expects firms to
make this determination according to the nature size and complexity of
the fund in question. So the larger and more complex a fund is, the
more likely it would be that it would be appropriate to appoint an
independent person.

COBS 20.5.1R(1)(b)(ii) has the effect that where a firm has appointed a
with-profits committee to one of its with-profits funds it must appoint
that with-profits committee to all of its other with-profits funds.

Terms of reference of with-profits committee or advisory arrangement



20.5.3 R A firm must ensure that the terms of reference contain, as a minimum, terms
having the following effect:

(1) the role of the with-profits committee or advisory arrangement is, as
relevant, to assess, report on, and provide clear advice and, where
appropriate, recommendations to the firm’s governing body on:

(2)

(a)

(b)

(©

(d)

the way in which each with-profits fund is managed by the firm
and, if a PPFM is required, whether this is properly reflected in
the PPFM;

if applicable, whether the firm is complying with the principles
and practices set out in the PPFM,;

whether the firm has addressed effectively the conflicting rights
and interests of with-profits policyholders and other policyholders
or stakeholders including, if applicable, shareholders, in a way
that is consistent with Principle 6 (treating customers fairly); and

any other issues with which the firm’s governing body, with-
profits committee or advisory arrangement considers with-profits
policyholders might reasonably expect the with-profits committee
or advisory arrangements to be involved,;

that the with-profits committee or advisory arrangement must:

(@)

(b)

decide on the specific matters it will consider in order to enable it
to carry out its role described in (1)(a) to (d) as appropriate to the
particular circumstances of the with-profits funds in question
including having regard to issues which a knowledgeable with-
profits policyholder might reasonably expect the with-profits
committee or advisory arrangement to consider, and

in any event give detailed consideration to the following non-
exhaustive list of specific matters:

(1) the identification of surplus and excess surplus, the merits
of its distribution or retention and the proposed
distribution policy;

(i)  how bonus rates, smoothing and, if relevant, market value
reductions have been calculated and applied;

(iii)  if relevant, the relative interests of policyholders with and
without valuable guarantees;

(iv)  the firm’s with-profits customer communications such as
annual policyholder statements and product literature and
whether the with-profits committee or advisory
arrangement wishes to make a statement or report to with-
profits policyholders in addition to the annual report



v)

(vi)

(vii)

(viii)

(ix)

(x)

made by a firm;

any significant changes to the risk or investment profile
of the with-profits fund including the management of
material illiquid investments and the firm’s obligations in
relation to strategic investments;

the firm’s strategy for future sales supported by the assets
of the with-profits fund and its impact on surplus;

the impact of any management actions planned or
implemented;

relevant management information such as customer
complaints data;

the drafting, review, updating of and compliance with
with-profits management, distribution and run-off plans,
court schemes and similar matters; and

the costs incurred in operating the with-profits fund;

(3) that any person appointed as a member of the with- profits committee or
as a person carrying out the advisory arrangement must have the
appropriate skills, knowledge and experience to perform, or contribute
to, as appropriate, the role set out in (1) and (2);

(4)

(%)

2054 G (1)

(2)

if the firm appoints a with-profits committee:

(@) there must be three or more members;

(b) the quorum for any meeting (or decision by written procedure)
must be at least half of the number of, and no less than two,
members; and

that the with-profits committee or advisory arrangement must:

€)) work closely with the with-profits actuary, and obtain his opinion
and input as appropriate;

(b) advise the governing body on the suitability of candidates
proposed for appointment as the with-profits actuary; and

(c) assess the performance of the with-profits actuary at least
annually, and report its view to the governing body of the firm.

The FSA expects that a with-profits committee will meet at least
quarterly and ad hoc if required.

The annual review of performance referred to in COBS 20.5.3R(5)(c)
may be carried out as part of any periodic appraisal process (if carried
out at least annually).



Role of with-profits committee or advisory arrangement in the firm’s governance

2055 R A firm must;

1)

()

(3)

(4)

2056 G (1)

ensure that its governing body, in the context of its consideration of
issues referred to in COBS 20.5.3R(1)(a) to (d) and (2)(b)(i) to (x):

(@) obtains, as relevant, assessments, reports, advice and/or
recommendations of the with-profits committee or advisory
arrangement, if the governing body, the with-profits committee
or advisory arrangement considers that significant issues
concerning the interests of with-profits policyholders need to be
considered by the firm;

(b) allows the with-profits committee or advisory arrangement
sufficient time to enable it to provide fully considered input on
the issues to be considered,

(c)  considers fully and gives due regard to the input of the with-
profits committee or advisory arrangement when determining
issues concerning the management of the with-profits funds and
the interests of with-profits policyholders;

(d) if the governing body decides to depart in any material way from
the advice or recommendations of the with-profits committee or
advisory arrangement, sets out fully its reasons and allows the
with-profits committee or advisory arrangement a reasonable
period to consider them and respond; and

(e)  considers any further representations from the with-profits
committee or advisory arrangement and, if appropriate, sets out
fully any additional reasons if it continues to depart from the
with-profits committee or advisory arrangement’s advice or
recommendation;

provide a with-profits committee or advisory arrangement with
sufficient resources as it may reasonably require to enable it to perform
its role effectively;

notify the FSA of the decision of the governing body to depart from the
advice or recommendation of the with-profits committee or advisory
arrangement if the with-profits committee or advisory arrangement
considers that the issue is sufficiently significant and requests of the
governing body that the FSA be informed; and

consult the with-profits actuary on the appointment of a new member
of the with-profits committee or of the person or persons carrying out
the advisory arrangement.

COBS 20.5.5R(2) requires that a firm provides a with-profits committee
or advisory arrangement with sufficient resources. A with-profits



committee or advisory arrangement should be able to obtain external
professional, including actuarial, advice, at the expense of the firm, if
the with-profits committee or advisory arrangement considers the
advice to be necessary to perform its role effectively. In a proprietary
firm the with-profits committee or advisory arrangement should be able
to request that the cost of the external professional advice is not
chargeable to the with-profits fund in question. A with-profits
committee or advisory arrangement should also be adequately
supported by the firm’s own internal resources and support functions.
This may include the firm ensuring that relevant employees, including
the with-profits actuary, are made sufficiently available, and provide
relevant information and input, to assist the with-profits committee in
its role, as required.

(2)  If the with-profits committee or advisory arrangement wishes to make a
statement or report to with-profits policyholders in addition to the
annual report made by a firm, the effect of COBS 20.5.5R(2) is that a
firm will need to facilitate this.

(3)  Inorder to comply with SYSC 3.2.20R the FSA expects firms to keep
full records of all requests of, and material produced by, the with-
profits committee or advisory arrangement, and of all decisions and
reasons of the governing body as described in COBS 20.5.5R(1)(d) and

(e).
Assessment of independence by governing body

20.5.7 G (1) The FSA expects the governing body of the firm to decide whether a
member of the with-profits committee or a person (other than a non-
executive director) carrying out the advisory arrangement is independent.
The FSA expects a firm’s governing body to adopt the following
approach and have regard to the following factors when making this
assessment:

(@) the governing body should determine whether the person is
independent in character and judgement and whether there are
relationships or circumstances which are likely to affect, or could
appear to affect, the person’s judgement; and

(b) the governing body should state its reasons if it determines that a
person is independent notwithstanding the existence of
relationships or circumstances which may appear relevant to its
determination, including if the person:

(1) has been an employee of the firm or group within the last
five years;

(i) has, or has had within the last three years, a material
business relationship with the firm either directly, or as a
partner, shareholder, director or senior employee of a body
that has such a relationship with the firm;
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(iii)

(iv)

(v)

(vi)
(vii)

has received or receives additional remuneration from the
firm, participates in the firm’s share option or a
performance-related pay scheme, or is a member of the
firm’s pension scheme;

has close family ties with any of the firm’s advisers,
directors or senior employees;

has significant links with the firm’s directors through
involvement in other companies or bodies;

represents a significant shareholder; or

has served on the governing body for more than nine years
from the date of their first election.

(2) If afirm appoints one or more non-executive directors to carry out the
advisory arrangement the FSA expects the governing body of the firm to
be satisfied that that person or persons are adequately able to provide
independent judgement.

Governance arrangements in relation to the PPFM

In complying with the rule on systems and controls in relation to compliance,

financial crime and money laundering (SYSC 3.2.6R), a firm should maintain
governance arrangements designed to ensure that it complies with, maintains
and records, any applicable PPFM. These arrangements should:

(1) be appropriate to the scale nature and complexity of the firm’s with-
profits business; and

(2) include the approval of the firm’s PPFM by its governing body.

TP 2 Other Transitional Provisions

1 ) (4) (5) (6)
Material to which the Transitional Transitional | Handbook provisions: coming
transitional provision provision provision: into force
applies dates in
force

2.9

COBS 20.2.1G to COBS
20.2.23R, COBS
20.2.26R to COBS
20.2.41G, COBS
20.2.53R to-COBS

. oo

The provisions
listed in column
(2) do not apply to
a firm if, and to the
extent that, they
are inconsistent
with an
arrangement that




was formally
approved by the
FSA, a previous
regulator or a
court of competent
jurisdiction, on or
before 20 January
20065.

2.11

COBS TP 2.9

The rules and
guidance on
treating with-
profits
policyholders
fairly (COBS
20.2.1G - COBS
20.2.41G; cOBS
20.2.53R--COBS
20:2:60G) may be
contrary to, or
inconsistent with,
some arrangements
that were formally
approved by the
FSA, a previous
regulator or a
court...

N
-
(S}

COBS 20.2.53R to

COBS 20.2.60G

|70

(1) Unless (2)

applies, a firm that

[start date of

1 November 2007 and [start

rules]

has ceased to
effect new
contracts of
insurance in a
with-profits fund
must submit to the
FSA a run-off plan

of the type
described in COBS

20.2.53R(1)(b), if

it has not done so
already, within 3
months of the start
date of rules
regardless of when
it closed to new
business.

(2) Paragraph (1)

does not apply to a
firm if, and to the
extent that, to
comply would be

contrary to or
inconsistent with

an arrangement

indefinitely

date of rules]




that was formally
approved by a

court of competent

before [start date
of rules].

jurisdiction, on or

N
[N
D

COBS 20.2.53R to

COBS 20.2.60G

(@)

The effect of
COBS TP 2.15is

[start date of

1 November 2007 and [start

rules]

that firms which

indefinitely

date of rules]

were not required

to submit a run off

plan to the FSA

because they
ceased to effect

new contracts of
insurance before

1

November 2007 or

because of

previous
transitional

provisions in
COBS TP, will
need to submit a

run off plan to the

FSA within 3

months of the date

in (5). However,

this will not apply

to the extent that it

would be
inconsistent with

a

formally approved

court scheme.

COBS Sch 2 Notification requirements

COBS Sch
216G

Handbook
reference

Matters to be
notified

Contents of
notification

Trigger
Event

Time
allowed

COBS
21.2.8R

COBS

20.5.5R(3)

The decision of

A description

The with-

AS soon

afirm’s
governing body
to depart from
the advice or
recommendation

of the with-
profits

of:

(1) the decision
of, and reasons
given by, the
firm’s
governing

profits
committe

as
reasonabl

e or
advisory

y
practicabl

arrangem
ent

considers

e




committee or

advisory
arrangement

body:;
(2) the

recommendatio
n and advice of
the with-profits
committee or

advisory
arrangement,

together with a
copy of the
firm’s records
of the decision,
reasons, advice
and
recommendatio
ns.

that the
issue is
sufficient
ly
significan

overnin

g body
that the

FSA be
informed;




Annex D
Amendments to the Supervision manual (SUP)

In this Annex, underlining indicates new text and striking through indicates deleted text.

43.17 R  Afirm must require and allow any actuary appointed to perform the with-
profits actuary function to perform his duties and must:

(5) pay due regard to his advice...(the committee of management); and
(6) ensure that:

(a) the reporting lines for the with-profits actuary; and

(b)  the way in which the remuneration of the with-profits actuary
is determined and the related approval process;

do not give rise to a conflict of interest in relation to the role of the
with-profits actuary and the advice he gives.

App 2.15 Run off plans for closed with-profits funds

2.15.1 G  The run off plan required by COBS 20.2.53R should include the
information described in SUP App 2.15.2G to SUP App 2.15.13G in
respect of the relevant with-profits fund._Also, COBS 20.2.22BG(1) states
that firms” with-profits management plans should include the explanations
and information set out in SUP App 2.15.3G, 2.15.4G and 2.15.5G,
tailored as necessary.
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