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3. KPMG has no reason to disagree with the IndéganExpert’s conclusions.

4. The Independent Expert has not changed hidugions in respect of the
governance around the charging of industry levoeasset shares and our comments in the

policyholder advocate’s June 2009 report stand.

5. Section 11 of the Independent Expert’s suppleang report sets out responses to

the main arguments put forward by policyholders.

The AFH'’s supplementary report
6. The AFH has provided a supplementary reportiwhonsiders whether any of the
conclusions set out in the AFH report need to @ghkd in light of developments that

have taken place since that report was finalised.

7. The AFH considers the fact that the finandiedrggth of CULAC was stronger than
that of CGNU Life at 30 June 2009, and goes orxfaén some of the reasons for this
development.

8. KPMG has no reason to disagree with the AFidisctusions.

9. Regarding the impact on holders of non-eleptdities, the AFH states that in
view of the concerns expressed by the policyhcddisocate about the potential for non-
electors experiencing lower lapses than electoishwliould invalidate their VPDP
calculation, the Board have agreed that, when oheténg the VPDP Adjustment, an
allowance will be made for the possibility that tapse rates for Non-Elected Bond
policies would have been lower than those for El@&ond policies (and so VPDP would
increase), The AFH states thatviva and the policyholder advocate are currently
discussing how this might best be achieved usifaynmation obtained from an analysis of
the outcome of the electieftheand that theesults of those discussions are expected to be
concluded and the agreed proposals put to the Elayht prior to the Court Hearing on 14
September 2009These discussions have now concluded and KPMGrsiraahels that this

will be addressed in a supplementary letter prodinyethe AFH.)
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10. The AFH has considered the impact of othenredevelopments since the date of
his report and has not changed the conclusionsireport. One development is that an
amount equal to the Old WPSF Proportion of the 200#-Business-Subsidew business
subsidyshould be transferred from the RIEESA to the OldSFPmmediately after the
Effective Date.

11.  Although KPMG notes that the transfer to be enfadm the RIEESA to the Old
WPSF in respect of the 2007 new business subsrdgséo reduce the strength of the
RIEESA in the New WPSF we do not believe this tortaerial enough to lead to a change
in the AFH’s conclusions.

12. KPMG notes here that the AFH has not updatedibivs in respect of KPMG'’s
areas of disagreement on the AFH report and so KBM@&@nments stand. In particular

KPMG’s commentsreundelate tathe fact that the power to allocate some or afutifre

industry levies to asset shares has been introdaoceds solely for the Board to determine
without the power of veto from the WPC on the ciraggf these levies to asset shares,
and the fact that KPMG does not agree that theirengpassets of the Old WPSF should

be invested in any form of strategic asset.

The WPA's supplementary report
13. The WPA has provided a supplementary reporthvbonsiders whether any of the
conclusions set out in the WPA report need to l@agad in light of developments that

have taken place that report was finalised.

14. The WPA considers the fact that the finandr@ngth of CULAC was stronger than
that of CGNU Life at 30 June 2009, and concludes tifle conclusions in his report do not
need to be changed.

15. KPMG agrees that the WPA'’s conclusions do eedno change.

16. The WPA has considered the impact of recentldpments since the date of his
report: KPMG agrees that of the recent developmamtsmented on by the WPA, there is
no reason for the WPA to change his conclusions.
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31 December 2008 31 May 2009
(Emillions) CGNU CULAC | Total | CGNU| CULAC| Total
Total realistic liabilities 13,464 12,845 26,309 12,631 12,349| 24,980
Excess realistic assets (i.e. the estate) 765 764 91,52 466 565 1,031

Source: 2008 FSA returns Forms 18 & 19 and Avivaterim Realistic Reporting report.

Figures are subject to rounding.

The post valuation adjustments as at 31 May 20G9 t€24 million, giving combined
value of £1,055 million at that date.

1.57 The 31 May 2009 combined inherited estatebelmv £1.2 billion, the value

below which in its “It's your choice” booklet Avivstates “is the lowest value at which we
would be likely to still be able to proceed”. Howee, the provisional values at 30 June
2009 and 31 July 2009 are £1,174 million and £1R8lfon respectively; and the average
of these two figures exceeds £1.2 billion. GiVes tonstraints on time, Aviva was not
able to finalise its review of the provisional ritsyorior to the completion of this report.

Its final review of these figures is expected tacbepleted by 8 September. Therefore the
results above may be different from those whichaataally used in the calculation of the
estate value for the purpose of determining thed®i#t. The provisional 28 August 2009

value is expected to be available during the Highr€Chearing.

1.58 The inherited estates have reduced significantr the period. The analysis has
revealed that a significant amount of the reductias due to lower property valu@wn

15 per cent in UK and 17 per cent in Eurppich reduced asset shares and thus
significantly increased the cost of guaranteesafly this is a situation which could
reverse in the future. Changes in equity values the period played a limited part in the
reduction in the inherited estates due to thetfadtthere was limited equity exposure in
the inherited estates and the approach of dynamiwadiging the impact of equity risk on
guarantee costs. Movements in fixed interest gialdo had a significant negative impact
on the inherited estates due to the estate hawimigncing over exposure to long dated
stocks. The loss in the first quarter was a partiersal of the substantial profits achieved

by this strategy in 2008. Aviva has since rema¥edover exposure to long dated stocks.

29 0131132



It

Reattribution Estate Value (on which the incenpagments made to holders of Elected
Policies will depend). This adjustment shouldeeflthe notional additional reduction in
shareholder transfers required in order to elingitaé subsidy on the RBS basis at point of

sale. This adjustment would be approximately £d40am.

1.93 More generally, as far as KPMG is aware, Adsaumed the RBS basis applied in
all areas of its negotiations, including its valaatof the inherited estates for the purposes
of estimating the potential special distributionsgbne by policyholders and the potential
shareholder value arising from the reattributiétmother words, Aviva took very little
account of the margins between the MCEV basis B@dRBS basis in its negotiations for
determining the PIPs. KPMG believes such an agbraats to understate the potential
benefits forgone by policyholders, and the potéstiareholder value arising from the

reattribution, as calculated by Aviva.

Comment by the policyholder advocate

1.94 The policyholder advocate has been informetth®ySA thatn-its-view, in

arriving at the value of the inherited estate fa purpose of calculating the RPIR
addition,the FSA agrees with KPMG that, in the absencen¥imcing arguments to the
contrary, Aviva should make the adjustment wittpees to the new business subsidy as set

out above.

1.95 The policyholder advocate has taken accouthteofotal KPMG adjustment of £174

million in her analysis of the offer.

1.96 Aviva has taken account of only £100 milliontganalysis of the offer. The
policyholder advocate is aware that Aviva belietres£174 million identified by KPMG is
at the higher end of the range of prudence and atfjastments that may exist.
Nevertheless the policyholder advocate considettsAkiiva should take account not only
of the £20 million new business subsidy discussed/@, but it should also take some
account of the balance of £54 million which remahns difference between Aviva’'s

adjustments (assuming Aviva take account of ther8fion) and KPMG'’s adjustment.
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New Business

2.8  The key change in new business assumptiongedior modelling of all new
with-profit bond business to include a money-bagrgntee option from the beginning of
2009.

2.9 It should be noted that the volumes of newrmss projected to be sold by Aviva

remained unchanged.

2.10 Other than in the following areas, no signiiicassumption changes were made in
the period end 2006 to end 2008:

Realistic Balance Sheet
° The Size of the Inherited Estatependicegnnexegxplains the change over the
period 2006-2008 in detail.

Economic Scenarios

° The economic scenarios used were outputs frerithiva Real World Economic
Scenario Generator calibrated to conditions at Besember 2008 (rather than 31st
December 2006).

Lapse Assumptions
2.11 The changes in lapse assumptions from the Deme®006 EEV assumptions fall

into three categories:
° Changes made as part of the conversion from 6BMCEV;
° Changes made between 2006 and 2008 year ends;

) Change made for RBS Reporting at December 2008di yet reflected in MCEV

basis.

2.12 The assumptions used in the production of nide2€08 data corresponded with
year end 2008 MCEV assumptions in all but one avbare lower lapse rates were

assumed.
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Expense Assumptions
2.13 The assumptions used in the production of hlde2€08 data corresponded with
year end 2008 MCEV assumptions which are in linta wWie Management Services

Agreement which came into effect on 1st Januar®200

Aviva analysis and conclusions
2.14 Aviva’'s assessment of the PIP offer, both eaggregate level and for individual

policyholders, has been updated using end 2008 data

Value of Potential Distributions (VPDP)
2.15 The VPDP has been recalculated using Decentid& @ata and compared with the

information presented in Table 3 of section 7.@flthe AFH report as follows:

Value of Potential Distributions to Policyholders YPDP)
Estate Value (Em) Aggregate PIP AFH Report YEO8 data
(Em) VPDP (Em) VPDP (Em)
1600 720 223 190
1529 681 n/a 170
1400 610 161 137
1200 500 103 95

PIP Breakeven Period

2.16 In paragraph 7.6.12 of his full report the Actal FunctionHelderddolder (AFH)

states “for virtually all eligible policies, the @ of potential distributions in the next 10
years was not expected to exceed the PIP offerathd¥, for at least 95 per cent of eligible
policies, the value of potential distributions etnext 25 years was not expected to exceed
the PIP offered.”

2.17 In order to assess whether this continued tornaterially accurate statement
Aviva considered the PIP Breakeven analysis througthe range of reasonable inherited

estate values at the Effective Date.
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2.18 The result of this analysis is that Aviva isdeed that the statements of 99 per cent
(or virtually all) policyholders would need to waitore than 10 years for distributions to

exceed the PIP and at least 95 per cent more thgadls is still materially accurate

Old WPSF Safety Net

2.19 Aviva also undertook some analysis of the vo#esrded in the Wagner Data Store
as at24th-Juh21% August2009 in order to check that the agreed £100 miltiap on the
safety net continued to be reasonable. To ddltkeisextreme’ scenario previously tested

were assessed to see if they were still viablergikie election experience to date.

2.20 Aviva observed that the safety net scenarios @i quite different from the voting
patterns seen to date and that even the leastrextséthe safety net scenarios (Scenario 1)

is considerably more skewed than election expegi¢m¢his point.

2.21 Aviva consider that it is possible for the @WPSF to reach a Scenario 1 or 2
election outcome, but that this would require aimesre difference in the remainder of the
election from the voting to date. The remainingesahet take up scenarios cannot happen

from this point.

2.22 The analysis showed that in the vast majofigitaations the aggregate VPDP for
non-electors as a group continues to be adequatatigcted. In addition the analysis
showed that benefit security of non-electors is gi®tected across all of the tested

scenarios. Aviva therefore concludes this offerticues to be fair to non-electors.

LECG’s analysis

2.23 The purpose of LECG’s analysis is to updatantdysis based on 2006 data, the
conclusions of which were set out in the policyleolddvocate’s June 2009 report for new
data based on the 2008 year end position. Thisdat¢avhas been prepared using the same
approach as the 2006 data but the data has beehauad reflect actual experience
between 2006 and 2008 (especially in terms of itnvest returns over that period and

lapse rates) and changes in assumptions that Avasanade in respect of the future 25
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provided to the policyholder advocate. Aviva expldat there are three main reasons for

the differences in the two IRRSs:

° “The stated IRRs differ, reflecting the differemasbs used in the IRR calculations”;

° the 13.5 per cent IRR&ptured all of the financial benefits of the widlgagner
programmé; and

° the 13.5 per cent IRR also includeoh“update of the assumptions to reflect

emerging end 2008 data and restilts
2.39 Aviva’s IRR analysis is discussed in more détafnnexe 2B to this report.

2.40 Aviva’s PIP offer is based on the size of tambined CGNU and CULAC
inherited estates close to the date that the featityn and fund transfer is effected,
currently assumed to be 1 October 2009. The ‘ké&srence point’ for this valuation will
be the Realistic Balance Sheet (“RBS”) values megpéor the FSA.

2.41 In KPMG's view, the RBS figures often includeraents of prudence which
require adjustment before they can be used fopatieyholder advocate’s assessment of
Aviva’s offer. KPMG has therefore advised a numbieadjustments to the RBS values
which raise the value of the combined inheritedtest for the purposes of assessing the
offer, by £174 million as at 31 May 2009 (see Chafp). However, this adjustment of
£174 million included one very late change to theagrovided by Aviva to KPMG to
enable KPMG to finalise their adjustments. Presituthis, an adjustment of £232 million
as at 31 May 2009 had been estimated by KPM@.the time available LECG has not

17 The value of KPMG's latest adjustment to the iitedrestates rolled forward to the effective ddtthe
reattribution on 1 October 2009 was estimated b GHo be £176 million. The value of the previous
adjustment as at 1 October 2009 was estimated £2 34 million.
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Aviva’s updated 2008 data and under Aviva’'s newiregs assumptions is shown in the

table below.

Table 2.3 Residual value of the inherited estates,viva’s new business assumptions

1 October 2009 estate value £1,200m
KPMG adjustments* £176m
Adjusted estate value £1,376m
Costs, risks and tax £480m
Value after reattribution costs, taxes & allowances £896m
Shareholders’ future distributions from whole estat £130m
Eligible policyholders’ expected future specialtdizutions £55m
Residual estate value after all distributions, cost& allowances £710m

Eligible policyholders

Share of policyholders’ expected future specidiitistions 100%
£55m
Share of the residual estate value 63%
£445m
Total to eligible policyholders (Aggregate PIP) £500
Shareholders
Share of shareholders’ expected future speciailuigitons 100%
£130m
Share of the residual estate value 37%
£266m
Total to shareholders £396m

Source: LECG analysis and KPMG adjustments.

* KPMG adjustments of £174 million as at 31 May 200lled forward to 1 October 2009 are £176 million
2.49 As the table shows, eligible policyholders@@ected to receive all of their
projected special distributions, plus 63 per cdrihe residual value of the estates under
Aviva’s new business assumptions, for an assumatkeeslue of £1,200 million. This

compares to a figure of 60 per cent using the 2B08'°

Aviva’'s shareholders’ IRR

2.50 LECG has also estimated shareholders’ IRRmgrisom the reattribution against
the year-end 2008 data. LECG has calculated hleadRR for shareholders from the

19 The policyholder advocate’s secoitericcriterion that eligible policyholders receive at last 50 pe
cent of the residual value of the inherited estateker Aviva’s new business assumptions, has therdfeen
satisfied in the analysis using both year-end 20416 and year-end 2008 data.

54 0f131132



It

to the AFH report and a further witness statememhé High Court, detailing the revised
methodology for determining the VPDP of non-elegtorits calculation of the safety net
payment. Following feedback from the policyholddrocate’s road shows and a review
of Aviva’s methodology for evaluating the effectiness of the safety net, it became
apparent that policyholders were likely to ‘selfes¢’ based on their expectations for the
future; this implies that policyholders who do imtend to surrender their policy for a
number of years are more likely not to elect teettie PIP and therefore that the average
persistency in the Old WPSF could be significahther than in the New WPSF, and is
particularly relevant for bond holders with no fikenaturity date. Aviva has since re-
addressed the adequacy of its proposed ‘safetyaret’ LECG has also reviewed its
analysis. These re-assessments are summarised dredosvscussed in more detail in

annexe 3A and 3B of this report.

Aviva’s view

3.6  Aviva’s stated intention throughout the rehtition process has been to treat
customers fairly, in developing the proposals Aisvaim has been to ensure that the
VPDP for non-electing policyholders as a groupradly preserved by the reattribution
when tested under a wide range of take-up scenarios

3.7 VPDP is viewed as giving an estimate of the@amavhich groups of customers
might potentially receive as future special bonudéegs calculated using assumptions that
Aviva ensideconsidergo be reasonable assessments of what might hapeethe next

25 years, although inevitably unforeseen circuntggboth beneficial and detrimental) in

the future could, with the benefit of hindsight,kadhese assumptions look unrealistic.

3.8 As VPDP is an average of values determinedsa@avide range of possible
scenarios it is not a suitable basis for individuatomer decisions or for individual PIP
allocation. Its value is in providing managemerthva useful tool to help them — as part

of a range of considerations — to ensure that fireposals and recommendations are fair.

3.9  The policyholder advocate has recently exptessacern regarding the calculation
of the VPDP Adjustments (as described in Paragbapi 3 of the AFH report). The

policyholder advocate has shared some analysisAwitia which concludes that the
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policyholders who intend to maintain their polic@ser the longer term and who are

therefore likely to exhibit a lower than averagesk rate.

3.16 Recognising that it is impossible for anyonadourately predict the future, and
that the open-maturity policies by their natureiav@stments that are held or surrendered
based on the policyholders immediate need for thegeds, it is feasible, although not
certain, that the persistency levels for non-etectolicyholders could be higher than that

implied by the recent aggregate lapse experien@GHU Life and CULAC policies.

3.17 Having agreed that different lapse experiehoth(negative and positive) is a
possibility for non electors (and electors) postabn. The question then is how much
should be allowed for in the assessment of nori@kEd/PDP pre and post reattribution.
The fact that some policyholders say they are gtongtain their policies for longer
doesn’t necessarily mean that all non electorsamitl therefore, from Aviva’s perspective,

it is going to be the average of these assumptlatsnatter.

3.18 On this basis, further analysis of the votirgegience to 21st August 2009 has
been undertaken and the Aviva Board agreed totaratibn to the negotiated terms of the
reattribution offer. At the time of writing the gplementary AFH report the detail of the
adjustment had not been finalised A further letter will therefore be produced and
published to document the revised proposals aridwipresented in an additional witness

statement to the High Court Hearing starting ortn Be#ptember 2009.

Aviva’s proposed solution

3.19 There is very little information available toide an appropriate assessment of the
lapse rates for non-electors after the reattrilouti@ne source is the analysis of the AXA
FSA returns:

Surrender rates
Old With Profits Fund New With Profits Fund Ratio
2004 5.0% 5.9% 86%
2005 7.8% 9.6% 81%
2006 15.1% 15.8% 95%
2007 17.3% 20.4% 85%
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3.27 This approach will produce a differential ipda rates in excess of that implied by
the AXA experience. Aviva has therefore concluttet this approach errs on the prudent

side and favours non-electors.

LECG’s analysis

3.28 LECG is able to utilise its models to estimata-electors’ VPDP absent a
reattribution for a wide range of voting scenariosyever, due to a lack of data, LECG is
unable to accurately model an Old WPSF to estimateelectors’ VPDP post-
reattribution. Therefore, the policyholder advecatreliant on Aviva to provide analysis
on the position of non-electors; LECG and the pbiadder advocate are able to review this
analysis for reasonableness and have worked wiiveAw update its methodology to take

their concerns into account. Further details aogiged in Annexe 3B.

3.29 The feedback from the policyholder advocate&irshows and the likelihood that
policyholders were likely to ‘self-select’ basedtte policyholder advocate’s guidance
(and vote according to their expectations) hasiooefl that there is a strong likelihood
that the persistency of policyholders in the Old $¥Rwill be greater than had been
previously assumed. Policyholders who do not idtiensurrender their policy for a
number of years are more likely not to elect teettie PIP and therefore that the average
persistency in the Old WPSF could be significahttgher than in the New WPSF. Actual
voting results thus far indicate that policies wadhger terms to run are more likely to vote
‘no’, supporting the theory of self-selection. Acdimgly, Aviva’s original approach to
estimating non-electors’ VPDP both absent a réaition and post-reattribution needs to

be revisited.

3.30 A-review of Aviva’s initial analysis revealdubt it grouped similar bonds into
categories which were then treated homogeneouslg.anhalysis did not take self-selection

into account, as bond holders who leave the fumdisae next five years were deemed to

have the same VPDP per pound of asset share ahbtitets who remain in the funds for
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3.37 Aviva’'s analysis suggests with the policyholddvocate’'s and Aviva's preferred
approach (‘smoothed profile’) there is likely to the need for an additional ‘safety net’
payment of £15 million. Aviva has stated that givemrent voting patterns it does not
believe that any shortfall in the Old WPSF calcediabn base lapse assumptions for all
policies (that is excluding the ‘self-selection’rabissue) would amount to more than
£80m. LECG's review of actual voting results irat&s that there is a general increase in
the proportion of non-electors as outstanding teicreases, but without any large
fluctuations that would indicate a bias towardeatieme voting scenario that may result
in a greater shortfall than in Aviva’s previoussagos. Additionally, the voting patterns
within open maturity policies shows that there tegree of randomness to responses
where policyholders that hold policies with Marké&tlue Reductions (“MVRs”) are voting
‘no’ when if they were voting on the basis of compg the PIP to estimate VPDP then
they should vote ‘yes’. This randomness in votiagyss to reduce any potential safety net
issue. This indicates that the £100 million safetiycap should be adequate based on the

current voting pattern.

3.38 The policyholder advocate is therefore satisfieh the changes Aviva has made in
calculating non-electing policyholders VPDP dradievébelievesthat the new basis

reflects an appropriate approach to ensuring tséipo of non-electing policyholders is
preserved and one on which the adequacy of theysadecan properly be assessed. The
policyholder advocate is therefore still satisfibdt the potential future special
distributions of non-electing policyholders will beoadly maintained across a range of

scenarios post-reattribution.

3.39 It should be noted that estimates of futureigpdistributions are necessarily
uncertain, as they are based on assumptions ragatdt future behaviour of a number of
unknown variables; the analysis used in the pobtgr advocate’s assessment has been
constructed based on assumptions that the polidghaldvocate and/or Aviva consider
reasonable, designed to assess the preservatibe pbtential special distributions of non-

electors across a wide range of scenarios.

76 0f131132



It

Chapter 4. The Scheme and non-electing policyholde— issues in the
policyholder advocate’s report

4.1 In Chapters 4 and 20 of the policyholder adtedsalune 2009 report there were a
small number of items which had not been finaligethe time of publishing the report,
and a rather larger number of areas where theybalider advocate felt that there should

be more protection for policyholders than Aviva wasposing.

Items outstanding at original report date

4.2  Reassurance that PIP formulae produce the corrggregateAviva has always
recognised that the policyholder advocate wouldireggoropriate reassurance that the
detailed formulae for the calculation of the PIRttare contained in Schedule 3 of the
Scheme would, when applied to the actual bookigitéé policies, produce the aggregate
PIP number that had been agreed in negotiatioresfarm of comfort has been the subject
of further discussion. The policyholder advocats texeived a letter on behalf of the board
of Aviva that describes in detail the internal @&xdernal auditing work that has been done
to confirm that the formulae produce the corred¢tome and confirms that the Aviva
board is now satisfied that this is indeed the ca#sgva has also undertaken that if for any
reason it should transpire that the formulae geaeraotal number that is more than 1 per
cent less than the agreed aggregate, Aviva widagrth FSA an appropriate means by

which to compensate electing policyholders forghertfall.

4.3 2007 new business subsidy top-up for Old WHeause the FSA would, if the
reattribution does not take place, require thernitde estates to be made good for the
amount of the new business subsidy spent in 200iva&as agreed that it is appropriate
to pay an amount from the RIEESA into the Old WR&Feflect this. The amount of this
payment was under discussion at the time of writivegoriginal report, but has now been
agreed to be the Old WPSF Proportion of the agtee?f207 subsidy. This payment will be
made on the basis that, for purposes of testinghehé¢here needs to be a VPDP
adjustment, the amount of this subsidy top-up bellincluded in calculating both pre-
reattribution VPDP TFhisthis will assume 100 per cent of the 2007 new busingssidy
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° The policyholder advocate has pressed unsuccessjuibr a
requirement that all investments by the New or théld WPSF in loans
or securities of any Aviva group company, and allransfers of assets or
liabilities between the WPSFs and other Aviva compaes and funds be
subject to a requirement that the terms of any suclnvestment or
transfer be arms’ length, and be approved by the WE. She notes that
this is not a protection that currently exists, thinks the safeguards should

be stronger for this type of transaction..............."..
Strategic investments

4.6  The policyholder advocate expressed the vietiverJune 2009 report that the
inherited estate should not be used to make sicategestments notwithstanding that this
is permitted under FSA rules. Since these investsnare made primarily for shareholder
benefit, it is appropriate that shareholders blearisk, and inappropriate that the OWPSF
bears any risk. The policyholder advocate askegawnotwithstanding current FSA rules,
not to allocate strategic investments to the OWPI3é&wever, Aviva did not agree to this
and has reserved the right to allocate a pro reteesof strategic investments to the
OWPSF.

Aviva’s view

4-64.7 Aviva notes that the policyholder advocate contsiteebelieve that the aspects of
the Scheme on which she wrote to FSA on 13th Maé€l® should be changed. Aviva
continues to disagree with these views for theaespreviously expressed in appendices
to the policyholder advocate’s June 2009 reporh &18c16A “Aviva’s Scheme” and 32A

“Position of Non-Electing Policyholders”.

4.74.8 Aviva is satisfied that the policyholder advocatgesws on these points do not alter
the conclusions reached by the Actuarial Functiofder, With-Profits Actuary,

Independent Expert or FSA on the fairness of top@sals.
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governance arrangements currently in place fakfart of the standards necessary to
ensure adequate protection for the interests oékdlant parties within the with-profits

business.
Reports to policyholders

5.9  The current COBS rules require the companyddyce an annual report to
policyholders which addresses compliance with tREN®; all significant relevant issues
(including the way in which discretion has beenreised) and any competing or

conflicting rights, interests or expectations ofigdolders and shareholders.

5.10 The COBS rules do not cover what the repgobtyholders should include if
there were to be a scheme such as the one beoetint. The policyholder advocate
considers that non-electing policyholders shoulddggilarly informed about the
development of the Old WPSF estate, as to thahiet and timing of future special
distributions from that estate, and as to the n@agdbehind any material decisions that
may have had the effect of reducing the likelihaad size of future special distributions.
Clearly, since the COBS rules do not cover whapkap when there is a scheme, the
scheme or associated documents would need to bedahéo ensure that policyholders

are adequately informed as described above. T&@®@such provision in the scheme.

5.11 As referred to in Chapters 6 and 18 of her 2008 report, the policyholder
advocate is concerned that neither the WPC ndMRA ards sufficiently accountable to
policyholders. The essential problem is that ttstitutional structure of the WPC cannot
be relied upon to protect policyholders’ interasgttess its activities are made subject to
regular external scrutiny, which underscores theglrfer adequate transparency (similar
concerns arise in the case of the WPA). The exgsttructure is such that the WPC is not
directly accountable to policyholders As statedved this is a particular concern in
relation to the Old WPSF-.

5.12 She therefore believes that the WPC shouldhberwa positive duty to report

annually to with-profits policyholders in orderitaprove its accountability. She envisages
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that such a report would explain how the WPC hadyard policyholder interests and how

they have been taken into account in the WPC’dédsdtions.

5.13 She also believes that the WPA should proda@naual report to policyholders,
on which the WPC should comment. She envisageshbal/PA’s report would detail

how the WPA has carried out his work, how he haduated policyholders’ interests and
how these have been taken into account in the neamaxgt of the funds over the year. The
report should explain how the differing interestslifferent policyholder groups have been
handled. The report should include an analyste®ises of the inherited estate over the
year, the justification for those uses, and anyaimbf the size of the estate and its
movement over the year. This would also satiséyrteéed, which she identified at
paragraph 18.43 of her June 2009 report, for dsscof changes in the inherited estate
over the year to be made available to policyholdditse report should provide information
separately regarding the management of the Old WR&# business and the justification
for investment decisions made. There should adsa tommentary on the strength of the
fund and of the likelihood of special distributioasd of any special distributions made
during the year. The suggested form of such artépset out irArnexAnnexe5 to this
report.

5.14 The WPC should then comment (among other thmysertain specific aspects of
the WPA's report, namely the justification for nbwsiness sold during the year, forward-
looking plans, the strength of the Old WPSF andik@tihood of special distributions.
Commercially sensitive information would, of courseed to be treated with due care by
the WPC.

5.15 There are also certain specific respects ichvtiie policyholder advocate
considers that the role of the WPC is too limitesiyeferred to in Chapter 18 of the

policyholder advocate’s June 2009 report.
Conclusions on governance

5.16 The policyholder advocate’s guidance to poldgrs was based on what

policyholders were expected to be giving up. Thedeulations could be under- or over-
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the reviews of the customer friendly with profitides illustrate where WPC advice and

guidance resulted in material changes being maaegmve documents.

5.28 The WPC has existing rights under its termef#rence to communicate
direedirectly with customers should it wish to do so, and doesicier this option
regularly. WPC continues to monitor its own apjgfoan direct communication with
policyholders.

FSA Review
5.29 FSA s reviewing its rules on policyholder coomtations, and we understand that

the policyholder advocate can input to these canatens.

Aviva Conclusions

5.30 Aviva welcomes the policyholder advocate’s ttds in this area, recognising that
they appear to be geared towards reporting ondée of the inherited estate, which are
permitted uses, with a view to how these are affgahe likelihood of future special
distributions to the with-profits policyholderstime CGNU and CULAC With-Profits

Fund. This, from Aviva’'s perspective, arises frtira policyholder advocate’s view of the
primary purpose of the with-profits funds beinglistribute profits to policyholders which
does not reflect the current legal position, th&BSiew or the accepted industry practice.
These are covered in detail in the annexe 25A&Bydldssues Arising in Respect of
Rights and Interests in and Uses of the Inherigtdte’ to the policyholder advocate’s June
2009 report.

5.31 The policyholder advocate notes that policybiddn the Old WPSF may have not
elected because of their interest in a possibledugpecial distribution, Aviva has stressed
this is unlikely for many years at least, and read that to accept the reattribution offer

would be in the interests of the vast majority ladible policyholders (99 per cent).

5.32 Inthe interests of treating its policyholdfisly, Aviva has considered the
policyholder advocate’s proposals and has provibeth to the WPA and WPC for their

views. They do not consider them to be necessammges to be made at this stage, but
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Chapter 6: Comments on the supplementary reportsfdahe Actuarial
Function Holder, the With-Profits Actuary and the Independent Expert

Introduction

6.1 In the policyholder advocate’s June 2009 repd®MG, as the policyholder
advocate’s actuarial adviser, comments on thesmuaal reports. KPMG has now made
additional comments below on the supplementaryrtepehich have been produced by the
AFH, the WPA and the IE.

The Independent Expert’'s supplementary report

Introduction

6.2  The Independent Expert has provided his updetsessment of the effect of
Aviva’s proposals on policyholder security and Herexpectations based on unaudited

information as at 30 June 2009.

Purpose of this report
6.3 KPMG has reviewed the supplementary repoti®independent Expert and
havdhascommented on the views expressed by the IndepeBEd@ett on the allocation of

any benefits amongst the relevant with-profits @giolders.

Summary of the Independent Expert’s updated assessnt
6.4  Inthis section KPMG comments on the updatexticsions set out in the
Independent Expert’s report, and those set outbeldold are direct extracts from the

Independent Expert’s report.

6.5 Section 2.2 “Based upon unaudited financial informaon as at 30 June 2009,
in my opinion current policyholders of CGNU Life, CULAC, NUL(RBS), ALIL,
AVLAP and AVA will not experience a significant reduction in the level of security

for their guaranteed benefits as a result of the $mes.”

6.6  The Independent Expert has commented that CGfé¢Uhow appears to be
materially weaker than CULAC and AVLAP as at 302009 (see section 3.3 of the
Independent Expert’s supplementary report). Iniogrto his conclusion, the Independent
Expert takes into account the fact that CGNU Liid £ULAC have historically been
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the lapse rates for Non-Elected Bond policies wdwalde been lower than those for Elected
Bond policies (and so VPDP would increa3é)e AFH states thatviva and the
policyholder advocate are currently discussing lima might best be achieved using
information obtained from an analysis of the outearhthe electionFheand that the

results of those discussions are expected to behumted and the agreed proposals put to
the High Court prior to the Court Hearing on 14 t8egber 2009.(These discussions have

now concluded and KPMG understands that this weilaidressed in a supplementary
letter produced by the AFH.)

6.30 Section 2.2.3 “In section 5 of this supplementameport | consider whether my
conclusions regarding the impact of the financing mangements for the Policyholder

Incentive Payments (PIPs) set out in Section 9 ofymeport continues to apply.
| conclude that:

On the basis of the financial position at 30 June@9 the conclusion set out in

Paragraph 2.5.7 of my report continues to apply.”

6.31 The proposed financing of the PIP has not atdvagd KPMG has no reason to

disagree with the AFH’s conclusions in this area.

6.32 Section 2.2.4 “In section 6 of this supplementameport | consider the impact
of any other developments since the date of my regavhich are relevant to the

Scheme or the Alternative Scheme.
| conclude that:

° the conclusions regarding policyholder interests the Inherited Estate
and the Election set out in Paragraph 2.5.5 of myeport and my
conclusions regarding the impact of the Scheme aride Alternative
Scheme on benefit security set out in Paragraphs®24 and 2.5.8 of my
report are not affected by the treatment of the 200 new business

subsidy.
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and that the Board will properly consider the viefighe Committee before
reaching a decision on whether to introduce anygdsato asset shares in
respect of industry levies, we would have expettedimportant area of
governance to be set out in the Scheme or the ApbBirt. Importantly, it
would in our view be more appropriate for this poweebe subject to the

WPC approval process;

° strategic assets — we do not agree that the remga@isisets of the Old WPSF

should be invested in any form of strategic asset;

° the AVLAP Board will retain the right to change thasis of allocation of
single premium increments and switches on eligiota-profits
policyholders in the future so that they are altedao the New WPSF with
proportional reinsurance to the Old WPSF. We belignat the AFH should
recommend that the With-Profits Committee (WPCjdrpuired to approve

such a decision; currently they are not.

° we believe that the timing and manner of the distion of any potential
“Old WPSF Bonus Amount” should be set out cleanlyhie Scheme, rather
than being at the discretion of the AVLAP Boardhtite approval of the
WPC.”

6.36 We note that the PPFM for the old with prafib Sund (Old WPSF) and the new
with profit sub fund (New WPSF) and the Independexpert’s report are now available
on the Aviva's website, and do discuss how the WiBé&ds to be made aware of, and
consulted on, industry levies being charged totadsaes, and that the Board will properly
consider the views of the Committee before reachidgcision on whether to introduce
any charges to asset shares in respect of indestes. However there remaiasno

power of veto by the WPC

6.37 We note here that the AFH has not updatediévgsvin respect of these areas and
so our comments stand. KPMG notes that the AFHheilproducing a supplementary

letter to the supplementary report.

99 0f131132



It

The WPA's supplementary report

Introduction

6.38 The WPA has provided a supplementary reportiwbonsiders whether any of the
conclusions set out in the WPA report need to laaghd in light of developments that

have taken place that report was finalised.

Purpose of this report
6.39 KPMG has reviewed the supplementary repoti@MWPA andiavéhascommented
on the impact of the WPA'’s conclusions in lightretent developments. KPMG has not

considered conclusions with respect to the Altevegdcheme.

6.40 KPMG notes and accepts that no specific guelfnomn any source exists in
relation to the role of the WPA in a reattributigituation, and that different WPAs will

have different views as to how they should exerttisg role in a reattribution.

Summary of the WPA'’s updated conclusions
6.41 In this section KPMG comments on the key uptlateclusions set out in the

WPA report, and those set out below in bold aredatiextracts from the WPA report.

6.42 Section 2.2.1 “In Section 3 of this supplementameport | consider whether

my conclusions relating to the impact of the Schemand the Alternative Scheme on
the fair treatment of with-profits policyholders as set out in Sections 4, 5, 6 and 7 and
in Section 9 of my report respectively, continue tapply in the light of the
development of the financial position of the Transdror Companies and NULAP
between 31 December 2008 and 30 June 2009. In peutar | consider the impact on
the fair treatment of policyholders of merging theCGNU Life and CULAC With-
Profits Funds in the light of the change in the raltive financial strength of those

funds.
| conclude that:

On the basis of the financial position at 30 June@®?9 the conclusions set out in
Paragraphs 2.5.2, 2.5.3, 2.5.4, 2.5.5 and 2.5./1of report continue to apply.”

100 0f131132



It

policyholders have contributed to the build up of he Inherited Estate

as set out in Section 3 of my report;

° the fairness of the reattribution process as seiut in Section 8 of my
report;
and
° the governance arrangements that will apply aftethe Effective Date of

the Scheme as set out in Section 10 of my reporh these respects there
have been no developments which have taken placac the date of my
report which are relevant to the considerations sebut respectively in
Sections 3, 8 and 10 of my report.

| conclude that:

The conclusions set out in Paragraphs 2.5.1, 2.5a6d 2.5.8 of my report continue to

apply.”

6.46 The WPA has considered the impact of recergldpments since the date of his
report: KPMG agrees thabnreof the recent developmentsasideredommented oy

the WPAwseuld-lead-tgthere is no reason ftine WPAchangingo changehis conclusions
e

6.47 KPMG notes however that a recent developmeantorsidered by the WPA in his
conclusions is the fact that Aviva stopped selinti-profits business with inflation linked
guarantees in April 2009. We believe that the W8RAuld have considered whether this
may have an impact on the levels of expected futave business which in turn could

impact the VPDP calculations. He has not done so.

Other comments made by KPMG in appendix 18B
6.48 In appendix 18B to the policyholder advocaleise 2009 report KPMG

commented as follows:
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Chapter 7: Communications with policyholders, incuding feedback
from the policyholder advocate’sroadshowroadshows

Introduction

7.1  The ‘election’ period in respect of the reatition offer from Aviva and a major
communication effort from the policyholder advoc¢saiaffice began on 1 June 2009. The
communication strategy was to provide means facploblders to study in depth the issues

addressed by the policyholder advocate during dgetmtions.

7.2  This was facilitated by a range of written mials, a new website, and use of DVD
recordings of question and answer material. Intaagithe policyholder advocate
undertook a series of roadshows around the UKjratitk Republic of Ireland and Jersey.
This was also an opportunity for the policyholddvacate to hear at first hand of

policyholder concerns in the light of the inforneattithey had been given.

Policyholder advocate guidance booklet

7.3 In addition to her more comprehensive June 2800rt, the policyholder advocate
produced a policyholder-friendly guidance bookbehjch was sent to eligible
policyholders together with Aviva’s communicaticarsd the policyholder’s voting form.
The guide was also made available in electronimfon the policyholder advocate’s

website.

New website

7.4 A new website was built specifically to housaong other things, the policyholder
advocate’s report and the supporting appendicesvi@e made available. At launch it
included the policyholder advocate’s guide, an msitee question and answer section,
details of how to book to attend roadshows anth@efi question and answer session with

the policyholder advocate.

7.5  The policyholder advocate’s report was maddatla on the site on 19 June, prior
to the start of the roadshows, and the first ofdjpyeendices from which the report was
drawn appeared on 26 June, with all the appendigpsaring by 16 July. The site also
hosted the slides that the policyholder advocagel urs her roadshow presentations and on
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Chapter 8: Questions, objections and complaints ceived from
policyholders

8.1  The policyholder advocate has received a numibguestions, objections and
complaints from policyholders, variously in writtearrespondence including formal
objections to the reattribution, at her call cemtne during her roadshows. The
policyholder advocate has identified certain keyes arising from this correspondence as
well as from objections to the reattribution whiwwe been received by Aviva. The

policyholder advocate’s comments on those issuesetrout below.

1. Independence of the policyholder advocate

A number of policyholders have challenged the iraelence of the policyholdadvocate
given that she is appointed (and paid) by Avivae Tact that the policyholder advocate
was appointed by Aviva follows from the FSA ruleki@h require a firm seeking to make
a reattribution to appoint a policyholder advocattawever, it does not follow that the
independence of the policyholder advocate is nacéssompromised. Firstly, the rules
expressly require the advocate to be free fromlicbdsbf interest that may, or may appear
to be, detrimental to policyholders and the FSA infaisd did) approve the appointment.
Secondly, as will be clear from her report and fioen appearance before the Treasury
Committee, in discharging her responsibilities pécyholder advocate has mounted a
vigorous challenge to numerous aspects of Avivedppsals and indeed to the regulatory

framework for the management of with profits funds.

Some policyholders also wanted it to be clear tivafolicyholder advocate did not speak
for them. The policyholder advocate was appoitigdviva in accordance with FSA
rules, in effect to represent the interests opalicyholders in the reattribution negotiations
with Aviva but she cannot (nor does she claim t)ar or represent individual
policyholders directly. Individual policyholderemain free to express their own views
including by way of submitting to the court a fodmajection to the reattribution proposals

if they wish.
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policyholders. Indeed, again given the currentla&ory framework, it seems clear that
there would be no such distribution to current@giblders given the effect of the “inter-
generational transfer” which is explainedbimragraph-2-and-alsethe June 2009 report
(at chapter 13 and in Appendix 25).

10.  Will the policyholder advocate be heard in couf?
The policyholder advocate will be represented hynsel at the hearing and will also be
present in court herself and available should ullgg require her assistance during the

hearing.

11. The multipliers applied by Aviva to different pdicy types are prejudicial to
policyholders

The purpose of Aviva’s proposed multiplier is topirove the relationship between the PIP
that is being paid and the potential future speatistiibutions forgone by the policyholder.
The multiplier will increase the weighting givendertain types of policy, in particular

some with additional future premium payments duglanger terms to run.

As noted in the June 2009 report and expanded peAgix 42, the aggregate value of the
Aviva offer to policyholders is expected to be sugeto the potential value of future
special distributions from the inherited estatesxisting, eligible policyholders across a

wide range of potential outcomes.

However, it is not possible to produce a perfelccation mechanism that would translate
that superior value, at an aggregate level, irdogerior value for each and every eligible
policyholder because of the considerable uncegtainthe potential future special
distributions that a policy might receive. Thiglige to uncertainty as to the value and
timing of those potential future special distrilus, the individual behaviour of
policyholders over the 25 years of the projecti@m] the end date of policies which may

not be specified or may be affected by surrendénedeath of the life assured.

For individual policies that remain in force, tiede main drivers of the potential value of
future special distributions are the size of thkcgat the date of any special distribution,

whether premiums are paid in the future and thgtheof the policy’s outstanding term.
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set and the amounts used were kept under reguiamre This usage

stopped with effect from 1 January 2008”.

It has been suggested to the policyholder advdhatehis statement indicates that the
whole question of the impact of new business omr¢haéribution is irrelevant since Aviva
has stated that it no longer uses the estategpfmsainew business. That is not correct.
The reason for this is that Aviva makes a distorcthetween the use of the estate to cover
regulatory and working capital requirements in eg$f new business (this support is
expected to be temporary in that it ties up capita¢n policies are in force but that capital
should be release when policies mature) and s@ssidnich permanently erode the estate.
It is the latter use which Aviva has discontinudti@ugh it is true that this is not easy to
deduce from the wording of the 2007 report setatnatve. The 2008 report is clearer on
this point since it states that “The estate pravdiseme capital support to new business

which is expected to be repaid over the lifetiméhef policy.”

There was also a complaint that the 2007 repothéyoards of CGNU Life and CULAC
to with-profits policyholders is no longer availalin the Aviva website. Avivaavéhas

explained that its practice is only to publishnitsest current report on the website.

The 2007 report by the boards of CGNU Life and Cl@L#® with-profits policyholders is

also addressed by the Independent Expert in chaftef his supplementary report.

18.  The policyholder advocate failed to investigatthe origins of the inherited

estate

Under normal circumstances, contributions from lecgholder to the inherited estate can
only occur when his policy ends; current policylesklare therefore unlikely to have made
any material contributions to the inherited estaltbe current generation of policyholders
could however have contributed to the inheritedtesft their asset shares were not being
allocated in line with actual experience in relatfor example to investment returns, tax,
miscellaneous profits and experfSesKPMG considered Aviva's views on this question

and concurred with Aviva that it is very unlikehat the current generation of

23 This “mis-match” does in fact strictly exist fonitised with-profits policies which by their nagunave
explicit charges which aim to cover expected expemsd shareholder transfers over time, but the
differences between these charges and actual erperare expected to be small.
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policyholders has contributed materially to theented estates of CGNU Life and
CULAC. The Independent Expert in his supplementepprt has come to the same
conclusion (see section 11.7-11.9 for further dgtaiChapter 9 of the policyholder

advocate’s June 2009 report covers this matteetaild

In addition, the Aviva offer to buy out policyholderights to future special distributions
from the inherited estate is a forward looking offéhe policyholder advocate has not
therefore looked backwards at the value of those o§the estate which may have given

shareholders more than their 10 per cent entitlémeprevious years.

Throughout the negotiations it has been assumeadhéher current policyholders nor
shareholders have contributed to the CGNU Life @ddLAC inherited estates.

If the intention had been to return part of theeesto earlier generations, rather than
sharing the benefit between current policyholdesthe current shareholder, then an
investigation of the origins of the estate woulddaeen relevant. In this case, details of
the relationship between asset share and claine vafteach policy which became a claim
for the period over which the past generationsatitpholders were to be considered
would be required. In general companies do not keep details. We agree with the
Independent Expert's comments in paragraph 11hiscgupplementary report, that from
2005 onwards an approximate analysis can be pegfbfrom the realistic balance sheet

information in the FSA returns, but this informattiis not available for earlier periods.

19. Policyholders have to make their decision withdiknowing size of estate on
which the final PIP is based

It is true that policyholders will not know the éihsize of the estate when they decide
whether or not to accept Aviva’'s reattribution off@ his is a consequence of the structure
of Aviva’'s offer under which the aggregate PIP wilirease with any increase in the size

of the inherited estates over £1.2 billion.

However, each policyholder should have been ndtiiethe minimum PIP he would
receive if he accepts the offer and the reattrdsugjoes ahead. This minimum has been
calculated on an assumed estate value of £1.2rbdindas-reoted-abovd, the final estate
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protect those policyholders with an MVR free dsféR-free-datealling

before the effective date of the reattribution).

. However, for those who have not yet voted, Awth explain to any who
intend to surrender that their MVR guarantee wallrblled forward beyond
the effective date of the reattribution and thay teerefore retain eligibility
for the reattribution. However should the policydhe still wish to surrender
despite this they will become ineligible for thé*KIn line with the
eligibility rules).

A similar issue arises in respect of policies vattmoney back” guarantee under which a
policyholder is guaranteed not to receive less thiamriginal investment if the policy is
surrendered on fixed dates (the 5 or 10 year palmyversaries). Aviva has confirmed
that affected policies (those taken out in 1999 20@4) have positive returns and
accordingly on surrendering in 2009 the policyholteuld not be relying on the money
back guarantee. In other words he would not bedfagth a choice between surrendering
to take advantage of the guarantee or waitingiferr¢attribution and losing the guarantee.
On that basis, Aviva has concluded that no furétetion is required in respect of any such

policy which has been surrendered in 2009.

21.  The PIP offer should be a fixed percentage of ¢hinherited estate

Some policyholders have argued that Aviva shouldffexing an aggregate PIP which is a
fixed percentage of the inherited estate. In fioet,aggregate PIP offered by Aviva when
measured as a percentage of the inherited estaigages as the estate value rises. So for
example for an estate value of £1.2bn the offeatxgito approximately 41.7 per cent of
the estate whereas for an estate at £1.4bn, teeexfiates to 43.6 per cent of the estate.
This change in percentage reflects the fact thayméthe costs of the transaction which
are incurred by Aviva (apart from the PIP itself) bt depend on the size of the estate, so
that as the value of the estate falls those castegpond to an increasing proportion of the
estate and the offer which Aviva is prepared to enakresponds to a smaller proportion of

the estate.
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that it would have to conduct the reattributiontloa basis that the estate had been ‘de-
risked’ in this way whether or not it had in faet-dsked. That in turn acted as a catalyst
for Aviva to actually carry out a de-risking whighturn freed up capital which was
available for distribution 90:10. Accordingly, sstlibution of £2.4 billion was announced
in February 2008.

27. Having a minimum incentive payment is unfair tosome policyholders

The policyholder advocate is satisfied that Avivagonale for a minimum PIP payment
(to avoid trivial payments) is reasonable. Whiles itrue that the inclusion of a minimum
PIP does havtheresult that some policyholders will receive a seraRIP than they would
have done absent the minimum, it is worth notireg thperfect allocation mechanism
under which the PIP allocation would be preciséyn@d with benefits forgone by electing
policyholders is in any event not feasible (on #ee paragraph 31.4 of the June 2009
report). In paragraph 31.13 of the June 2009 tefie policyholder advocate concludes
her consideration of the PIP allocation mechanisth the statement “Given the
constraints faced by Aviva, the policyholder advieda satisfied the [allocation]
mechanism ensures that a majority of policyholdecgive a PIP offer in excess of their
potential benefits forgone on a wide range of aggioms about potential future

outcomes”.

28.  The policyholder advocate roadshows were advesed late and the content was
fixed with no real debate

The details of the policyholder advocate’s roadshawgre made known to policyholders
through the election mailing. With the final desadlf the offer only being settled in May
2009 there was very little time to organise andestise the roadshows, which had to be
fitted in to the election schedule but also takeoaat of the summer holiday season. This
indicated a short period between 23 June and 33rdwhich to hold some 22 events in

ten cities. (London was visited at the start andl @rthe programme.)

The roadshows comprised a presentation lastingtditadiuanhourgiven by the
policyholder advocate followed by an hour for quest in open session. Questioners were

asked to write their questions on cards, which medpful for the better attended events,
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