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Subject SA2 
 
 

CMP Upgrade 2014/15 
 
 

CMP Upgrade 
 
This CMP Upgrade lists all significant changes to the Core Reading and the ActEd 
material since last year so that you can manually amend your 2014 study material to 
make it suitable for study for the 2015 exams.  It includes replacement pages and 
additional pages where appropriate.  Alternatively, you can buy a full replacement set of 
up-to-date Course Notes at a significantly reduced price if you have previously bought 
the full price Course Notes in this subject.  Please see our 2015 Student Brochure for 
more details.  

 
 
This CMP Upgrade contains: 
 
 all changes to the Syllabus objectives  

 
 significant changes to Core Reading 
 
 changes to the ActEd Course Notes, Series X Assignments and Question and 

Answer Bank that will make them suitable for study for the 2015 exams. 
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1 Changes to the Syllabus objectives   
 
The product list in syllabus objective (b) has been amended: 
 

“property-linked” has been changed to “unit-linked”. 
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2 Changes to the Core Reading and ActEd Course Notes 
 
Chapter 0 
 
Page 10 
 
The links to the reference resources have been updated as follows:  
 
All papers from the British Actuarial Journal (BAJ) are available from the Subject 
SA2 “Resources” section of the www.actuaries.org.uk website. 
 
As at the time of writing (May 2014), this section is at: 
http://www.actuaries.org.uk/students/pages/sa2-learning-portal-articles 
 
Staple Inn Actuarial Society (SIAS) papers can be located at: 
http://www.sias.org.uk/siaspapers/listofpapers 
 
TAS are available on the FRC website, at: 
http://frc.org.uk/Our-Work/Codes-Standards/Actuarial-Policy/Technical-Actuarial-
Standards.aspx 
and technical professional guidance is available on the Institute and Faculty of 
Actuaries’ website via 
http://www.actuaries.org.uk/regulation/pages/professional-standards-directory. 
 
Page 11 
 
The following paper has been added to the list for Chapter 3: 
 
Retail Distribution Review – an introduction 
– Kissoon, A; Ealham, G 
– SIAS, 2013 
http://www.sias.org.uk/siaspapers/listofpapers/view_paper?id=SIASMeetingFeb13Paper 

 
The following paper has been added for Chapter 4: 
 
The ECJ Gender Directive ruling – one year on 
– Texier, L; Bhudia, R 
– SIAS, 2014 
http://www.sias.org.uk/siaspapers/listofpapers/view_paper?id=SIASApril2014DOC 
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Page 13 
 
The second item for Chapter 16 has been extended to read: 
 
Other Actuarial Profession Standards, IANs and non-mandatory resource 
material as listed in the Core Reading 
http://www.actuaries.org.uk/regulation/pages/professional-standards-directory 

 
 
Chapter 1 
 
Page 1 
 
In the Syllabus objective box, “property-linked” now reads “unit-linked”. 
 
Subsequent references to “property-linked” in the chapter have also changed to “unit-
linked”. 
 
Page 6 
 
The final sentence of the third paragraph has been amended: 
 
The FTSE 100 is currently (April 2014) standing at around 6,600. 
 
Page 17 
 
Section 3 is now titled “Unit-linked” and now begins: 
 
A unit-linked policy (which may be referred to as “property-linked” in regulation) 
offers a benefit that moves in line with the performance of an investment fund of 
a type specified in the policy terms and conditions.  The investment fund may be 
one managed by the insurance company offering the policy or an external fund 
managed by a different company. 
 
The more formal name “property-linked” is used in documents such as the supervisory 
Returns, but is not much used elsewhere. 
 
Page 33 
 
The following sentence of Core Reading has been added underneath the bullet points on 
this page: 
 
In some products, partial benefit payments are made for certain conditions or for 
lower levels of impairment, whilst the remaining cover stays in place. 
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Chapter 2 
 
Pages 15 to 21 
 
These pages have been amended mainly to reflect changes to the UK annuity market.  
Replacement pages are attached. 
 
Page 30 
 
In the “Impaired life annuities” section, an additional sentence has been added to the 
end of both paragraphs: 
 
Impaired life annuities are offered by a number of UK life insurers.  These can 
take the form of enhanced rates for smokers, or those with other medical 
conditions which might shorten their life expectancy eg high blood pressure.  
For limited enhancements, rating is carried out on the basis of answers to 
questions on a proposal form.  Medical examination would not normally take 
place.  For other lives who may have a severely reduced life expectancy, medical 
underwriting would take place to determine the enhanced annuity rate that could 
be offered.  Demand for annuities from seriously impaired lives is likely to 
reduce at retirement if cash can instead be taken (under the proposed legislative 
changes), but is likely to remain for long-term care purposes (“immediate needs 
annuities”). 
 
The company must decide whether to have one generic impaired life rate offered to all 
who meet the “impairment” criteria or to have several rates covering different 
impairments or to underwrite and price each risk separately.  This choice may also be 
affected by the proposed legislative changes, with more individual pricing becoming 
more likely in order to guard against anti-selection. 
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Page 32 
 
The final two sentences of the first paragraph have been deleted.  They have been 
replaced by: 
 
As noted in Section 3 (and covered in more detail in Chapter 5), this requirement 
is no longer the case. 
 
Page 34 
 
A new sentence has been added to the paragraph just before the heading “Bulk 
annuities”: 
 
Group income protection insurance schemes are also popular, as were 
described in Chapter 1 Section 6.  Group critical illness insurance schemes are 
also offered, as described in Chapter 1, Section 7, likely under a “flexible 
benefits” arrangement. 
 
 
Chapter 3 
 
Page 7 
 
In the “Charges” section, a new penultimate paragraph has been added: 
 
In March 2014, the government announced that fund charges under auto-
enrolment (see Section 1.6) will be capped at 0.75% pa from April 2015 on default 
funds (ie the funds in which contributions are invested if the scheme member 
does not make an alternative choice).  
 
Page 8 
 
In the middle of the page, a sentence of Core Reading has been extended: 
 
Overall the changing tax environment has not been helpful to life insurance 
companies, which will need to continue to defend their products from the 
competition offered by other types of provider. 
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Page 14 
 
Figures for NEST charges now form part of the Core Reading: 
 
NEST has contribution caps in place to limit direct competition with insurance 
companies who provide group pensions.  The charges associated with NEST are 
very low: 1.8% of contributions and a 0.3% pa annual management charge.  The 
combination of low contributions and low charges is likely to make it hard for 
insurance companies to directly compete for this area of the market. 
 
Page 15 
 
The second paragraph of Core Reading (which starts “The tax treatment of ...”) has 
been deleted. 
 
Page 29 
 
A new paragraph has been added at the end of this page: 
 
TCF has led to a number of new product initiatives, such as simple products and 
the idea of non-contestability (ie a clause which states that once an applicant 
has successfully completed underwriting and gone on risk, the insurer is not 
able to challenge a claim after a defined period of time has elapsed (eg two 
years) on the basis of deliberate, careless or negligent non-disclosure on the 
original application). 
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Page 31 
 
The list of examples of operational risk has been extended: 
 
Operational risk can include: 

 product misselling 

 mis-pricing 

 inadequate analysis of in-force business experience 

 administrative errors 

 IT failures 

 data issues 

 catastrophe events such as terrorism or fire 

 poor standards of policy service that can lead to reducing new business 

 staff retention. 
 
This point has also been added in the Summary on page 42.  The additional further 
reading paper detailed in Chapter 0 is also mentioned at the end of the summary page. 
 
Chapter 4 
 
The additional further reading paper detailed in Chapter 0 is also mentioned at the end 
of the Chapter Summary. 
 
 
Chapter 5 
 
Page 1 
 
An additional phrase has been added at the end of the first paragraph: 
 
For the purposes of considering the tax payable by the policyholder, it is 
convenient to divide the contracts issued by UK life insurance companies into 
four groups: life assurance contracts, general annuity contracts, pension 
contracts and permanent health insurance (PHI; also known as income 
protection insurance) contracts.   
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Page 2 
 
This Core Reading has been deleted. 
 
Pages 7 & 8 
 
The tax rate information has been updated and there has been some minor rephrasing of 
the Core Reading.  A replacement page is attached. 
 
Page 11 
 
A new paragraph of Core Reading has been added at the end of this page: 
 
Immediate needs annuities used to fund long-term care are also not included in 
the “general annuity” category, provided certain conditions are met.  Income 
payable to the policyholder under such products is exempt from tax.   
 
Section 4 
 
The material on taxation of Pension contracts has been updated.  Replacement pages are 
attached. 
 
Summary page 
 
A replacement summary page is attached, reflecting the changes to the Pension 
contracts section. 
 
 
Chapter 6 
 
Page 2 
 
The “other long-term business” fund is now abbreviated as “non-BLAGAB” (rather 
than OLTB).  This change is made throughout the SA2 Core Reading. 
 
Immediate needs annuities have been added to the list of business excluded from 
BLAGAB, ie: 
 
BLAGAB covers life assurance and annuity contracts, excluding the following: 
pensions business, ISAs, child trust funds, immediate needs annuities (used for 
long-term care), life reinsurance business, overseas life assurance business and 
PHI business.  In other words, BLAGAB comprises the contracts described in 
Chapter 5 as life assurance and general annuity contracts. 
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Page 3 
 
Immediate needs annuities have been added to the list of non-BLAGAB contracts: 
 
The non-BLAGAB category incorporates all other business, and so it covers:  

 pensions business 

 ISAs  

 child trust funds 

 immediate needs annuities 

 reinsurance of life assurance 

 business sourced from overseas  

 PHI business and life assurance protection business written on or after 
1 January 2013.   

 
The following ActEd text has been added beneath this list: 
 
Immediate needs annuities are used to cover the cost of long-term care.  Knowledge of 
this business is not needed for Subject SA2. 
 
Page 7 
 
The paragraph under “Some details concerning the components of E” has been 
expanded: 
 
For annuities taken out since 1 January 1992, the income component of annuity 
payments is the total annuity payments less the corresponding total capital 
contents (where capital content is determined by dividing the premium by 
expectation of life as at the purchase date, based on defined standard mortality 
tables).  This difference reflects the income part of the annuity payments which 
is not taxable in the life insurance company’s hands as a policyholder has to pay 
tax on it (see Chapter 5). 
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Page 8 
 
Under “I–E computation”, the tax rate information has been updated. 
 
The policyholder rate is unchanged at 20% as at April 2014. 
 
The paragraph relating to proprietary company rates now reads: 
 
In a proprietary company, the shareholder profit would be expected to be 
material and further calculation is required because HMRC requires part of the 
profit to be taxed at the more usual rate of corporation tax (21% as at April 2014).    
This rate is due to be reduced to 20% from 1 April 2015, after which it will be the 
same as the policyholder rate. 
 
Page 15 
 
The list of sources of non-BLAGAB (was OLTB) business should be extended to 
include immediate needs annuities. 
 
 
Chapter 7 
 
The corporation tax rate is changed from 23% to 21% throughout this chapter. 
 
Page 6 
 
The first paragraph has been amended: 
 
The UK tax authorities consider it desirable that as far as possible the taxation of 
proprietary life insurance companies is consistent with the basis applicable to 
proprietary trading companies in other industries.  Therefore a “minimum profits 
test” is applied to the “I-E” result.  This is also known as the “excess adjusted 
BLAGAB trade profits” test, with the minimum profit being referred to as the 
BLAGAB trade profits.   
 
The first paragraph in Section 3.2 has been amended: 

The minimum profit is effectively the accounting profit arising from the BLAGAB 
business (including BLAGAB share of non-taxable dividends), after a deduction 
for policyholder bonuses.   
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Chapter 9 
 
Section 1 
 
The title of Section 1 is now “Regulatory environment”. 
 
Some new material on Global systemically important insurers (G-SIIs) has been added 
at the end of Section 1.  An additional page (page 2A) is attached. 
 
Section 2 
 
The title of Section 2 is now “Regulation by the PRA and FCA”. 
 
In Section 2.2 at the top of page 4, the references to the regulatory Handbooks have 
been amended: 
 
For reference purposes these can be found at http://fshandbook.info/FS/, 
although detail of Handbook contents beyond what is included in the Core 
Reading is non-examinable.  The website shows the PRA and FCA Handbooks 
separately and also a “combined view”. 
 
Each block and module of the “combined view” of the Handbooks contains a 
combination of rules that are issued by the PRA, rules that are issued by the FCA 
and some that are issued by both regulators. 
 
Section 3 
 
Following subsection 3.4 (SUP), a new subsection on Supervisory statements has been 
added: 
 
In addition to making rules, the PRA issues other occasional publications such 
as supervisory statements.  These are not regulations, but the PRA expects firms 
to behave in a manner consistent with their content.   
 
For example, in March 2014 the PRA issued SS1/14 which is aimed at mutual insurers 
with with-profits funds.  The intention is to allow these mutuals to restructure their 
funds, and change their business models, in order to be able to sell new without-profits 
business in future, as with-profits new business volumes fall away. 
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Chapter 10 
 
Page 5 
 
The maximum rates of return to use in projections have changed: 
 
The current (May 2014) maximum annual monetary rates of return to use in projections, 
as specified by the FCA in COBS 13, are shown in the following table: 

 Lower rate Central rate Higher rate 

Taxed life business  1.5% 4.5% 7.5% 

Pensions business  2% 5% 8% 

 
As a result, the following paragraph has been deleted: 
 
The regulator has announced plans to cut these projection rates to 2%, 5% and 8% for 
pensions business from April 2014. 
 
Page 7 
 
COBS 20 is now described as covering four key areas: 
 
This section covers issues specific to companies undertaking with-profits 
business.  It covers four key areas: 

 Treating with-profits policyholders fairly (see also Chapter 17) 

 Principles and Practices of Financial Management (see below) 

 Communications with with-profits policyholders  

 With-profits governance. 
 
The same change should also be made in the summary on page 14. 
 
Page 8 
 
An additional bullet point has been added: 
 
 The establishment and responsibilities of a With-Profits Committee (or 

advisory arrangement), to inform the decision-making of the company’s 
governing body. (COBS 20.5) 
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Page 10 
 
In the second bullet point, “customer-friendly” has been changed to “consumer-
friendly”. 
 
 
Chapter 11 
 
Page 2 
 
The final sentence has been update to: 
 
These current requirements, often termed “Solvency I”, are outlined in Chapters 
11, 12 and 13.  Chapters 14 and 15 describe the “Solvency II” regime, which is 
planned to replace Solvency I.  Solvency II will be enacted in the PRA and FCA 
Handbooks by new rules. 
 
Page 9 

In the final paragraph, the date has become 31 December 2013.  The BCRR figure 
remains unchanged at €3.7m. 
 
Page 16 
 
The following sentence of Core Reading has been deleted: 
 
The ABI has also published “A Guide to the ICA Process for Insurers”, which 
describes a variety of established practices used to develop an ICA submission. 
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Page 23 
 
In the first paragraph of Section 6.5, “the UK regulator” has been changed to “the 

PRA”. 
 
 
Chapter 14 
 
Page 1 
 
The time of writing has been updated from “April 2013” to “April 2014”. 
 
Section 1.1 
 
A replacement page 3 / 4 is attached containing the changes to Section 1.1.  You should 
retain your existing page 3 / 4 for the text below the diagram on page 4. 
 
Page 7 
 
A new subsection has been added at the end of Section 2.1: 
 
Preparatory phase 
 
In the preparatory phase, insurance companies will have to evidence that they 
are working towards meeting the governance requirements. 
 
Page 8 
 
A new subsection has been added at the end of Section 2.2: 
 
Preparatory phase 
 
In the preparatory phase, insurance companies are required to carry out a 
Forward-Looking Assessment of Own Risk (FLAOR).  This requirement is a 
stepping stone to ensure that companies are ready to complete a full ORSA 
when Solvency II comes in. 
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Page 10 
 
A new subsection has been added at the end of Section 3.1: 
 
Preparatory phase 
 
In the preparatory phase, certain elements of the qualitative and quantitative 
information will have to be submitted.   
 
Page 11 
 
A new final sentence has been added at the bottom of this page: 
 
If the third country regulatory regime is considered to be broadly compliant with 
Solvency II, then it is said to have third country equivalence and the group can 
be regulated as if located in the EEA, replacing Solvency II rules with those of 
the third country regulatory regime where appropriate.  Equivalence can be 
“provisional” (which affects the group solvency calculation) or “temporary” 
(which affects group supervision). 
 
Page 15 
 
The Summary page has been updated to reflect the revised planned operational date and 
EIOPA’s preparatory guidelines.  A replacement page is attached. 
 
 
Chapter 15 
 
Page 1 
 
The diagram on page 1 has been updated.  A replacement page is attached. 
 
Page 3 
 
An additional phrase has been added to the end of the Core Reading on this page: 
 
Such recoveries must be adjusted to allow for the best estimate of expected 
losses due to the default of the reinsurer.  This is calculated as the present value 
of the expected losses in each future year, and the adjustment is typically small 
as the probability of reinsurer default is normally considered to be low 
(depending, of course, on the credit rating and security of the reinsurer). 
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Page 7 
 
Put a line through all of page 7 and the 2 paragraphs at the top of page 8.  This material 
is replaced by the attached replacement page.   
 
Page 8 
 
The material in Section 2.2 should be maintained unchanged. 
 
Page 13 
 
In the opening sentence, change “possible” to “probable”. 
 
In the diagram, delete the “Illiquidity” box (bottom left). 
 
In the first bullet point in the list beneath the diagram, again delete “illiquidity” to give: 
 
 market (equity, property, interest rate, credit spread, currency and 

concentration) 
 
Page 32 
 
Delete “illiquidity” from the list in brackets in the first bullet point. 
 
 
Chapter 16 
 
Page 2 
 
Update “30 April 2013” to “30 April 2014”. 
 
Page 3 
 
The fifth principle in the bullet list is now simply “communication” rather than 
“openness”. 
 
Page 8 
 
Some additional material has been added after that on APS L1 and APS L2.  
Replacement pages (7-10) are attached. 
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Page 11 
 
A replacement summary page is attached. 
 
 
Chapter 17 
 
Page 2 
 
An additional phrase has been added in the opening paragraph: 
 
The concept of Treating Customers Fairly (TCF) is enshrined within regulation: 
“a firm must pay due regard to the interests of its customers and treat them 
fairly” (the “Principles for Businesses” issued by the PRA and FCA).  It is clear 
that the responsibility for satisfying the TCF requirements rests with the Board 
and senior management of a life insurance company. 
 
Page 4 
 
The penultimate paragraph (that starts “COBS Rule 20.3.2 requires a company to 
...”) should be deleted. 
 
 
Chapter 21 
 
Page 4 
 
The Core Reading now says a little more about new UK GAAP.  A replacement page 
(page 3 / 4) is attached. 
 
 
Chapter 24 
 
Page 3 
 
An additional sentence of Core Reading has been added after the paragraph that begins 
“Various documents have to be issued ...”: 
 
For whole life conventional with-profits contracts, asset shares may be used to 
determine suitable bonus rate scales which can be supported for all future 
deaths. 
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Page 7 
 
A new sentence of Core Reading has been added: 
 
A variation on this method could involve increasing the fixed-interest element of 
the fund to reflect the increase in guarantees that will take place as bonuses are 
declared.  Similarly, the investment return may differ depending on the 
outstanding duration of the contract, where the company decides to invest the 
assets backing policies which are nearing maturity in less volatile assets, such 
as fixed-interest bonds. 
 
Page 9 
 
In Section 3.4, in the first paragraph, the list of expenses has been extended: 
 
In order to determine appropriate expense deductions, past actual expenses 
need to be analysed and apportioned between, for example, acquisition, renewal, 
investment and development (or one-off) costs. 
 
Page 10 
 
A new sentence of Core Reading should be inserted right at the top of this page before 
the ActEd text that begins “A special case that ...”): 
 
It is possible that the expenses to be allocated to asset shares are limited and as 
such a lower figure is charged. 
 
A new paragraph of Core Reading should be added at the end of Section 3.4: 
 
In some cases where development costs are high, these may be spread over 
asset shares over a number of years, for example to avoid charging all new 
business product development costs to one year’s new business.  Some 
companies may choose not to charge all development costs to asset shares, 
charging them instead to the inherited estate. 
 
Page 11 
 
Add an extra sentence to the penultimate paragraph of Core Reading: 
 
Decisions must be made on the tax rates to use in the calculations.  These could 
be determined based on the actual tax rates paid or could be notional based on 
the level of tax rates in different years.  However, determining actual tax paid on 
a specific with-profits product is normally not straightforward due to the 
complexity of tax apportionment rules.  Companies may compare actual tax paid 
to that charged, and make a retrospective adjustment to asset shares. 
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Page 18 
 
In the first paragraph change “customer-friendly PPFM” to “consumer-friendly 

PPFM”. 
 
Chapter 25 
 
Page 7 
 
In the paragraph of Core Reading in the middle of this page, change “supervisory 

authority” to “FCA” twice. 
 
The same change needs to be made four times in the ActEd paragraphs further down 
this page. 
 
Page 15 
 
The heading of Section 4.5 has been shortened to simply “New-style with-profits”. 
 
Page 21 
 
Change “supervisory authority” to “FCA” twice in the second paragraph. 
 
 
Chapter 26 
 
Pages 2 and 3 
 
There have been a number of amendments to the Core Reading on these two pages, 
primarily to insert an additional paragraph beneath Question 26.1 and to removes some 
of the material on page 3.  Replacement pages (1 – 4) are attached. 
 
 
 
Page 8 
 
The final sentence on this page has been amended: 
 
Ideally, a company should first decide on the level of smoothing it wants and 
then make sure that the method of distribution, the asset backing and the extent 
of the free assets fit in with it.  In practice, events, for example significant 
changes in the volume of in-force business, may conspire to force it to depart 
from its desired policy. 
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Pages 11 and 12 
 
Some of the material on these pages has been removed (eg that relating to the ability of 
new business premium rates to support reversionary bonus rates) to reflect the fact that 
very little new conventional with-profits business is sold now in the UK.  A 
replacement page 11/12 is attached.  (This results in repetition of the opening 4 
paragraphs of Section 3.4: these are unchanged.) 
 
Page 21 
 
The existing “New business” section should be replaced with: 
 
One of the major variables in a model office projection is the level of new business, if the 
company is still open to new business.  Projected volumes of products other than with-
profits are also relevant here.  For example, high levels of profitable without-profits 
and/or unit-linked business will produce capital strain in the short term but will 
potentially increase bonuses or free assets in the longer term. 
 
Page 24 
 
The final bullet point (about bonus earning capacity of premiums) should be deleted. 
 
Page 25 
 
The final four words on this page (“and new business plans”) should be deleted. 
 
Page 26 
 
The final bullet point in Section 6.4 (about league table positions) should be deleted. 
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Chapter 27 
 
Page 1 
 
Add “Conduct risk” to the bullet point list of risks on this page (between “Unit pricing 

risks” and “Reinsurance”). 
 
Page 6 
 
A new paragraph of Core Reading has been added at the bottom of page 6.  A 
replacement page 5/6 is attached.   
 
Page 9 
 
Following the changes made to Chapter 3, Question 27.3 now asks for the nine 
examples of operational risk that were given in Core Reading. 
 
Page 13 
 
There is a new Section 5.2 describing Conduct risk.  An additional page is attached.   
 
Pages 16 and 17 
 
There is some new Core Reading about medical underwriting.  Replacement pages are 
attached. 
 
Page 37 
 
There is an additional sentence of Core Reading to be added at the end of this page: 
 
As a general point, it should be noted that the insurance company’s tolerance to 
risk, and hence the degree to which it wishes to put controls in place, will reflect 
its stated risk appetite. 
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Page 39 
 
Extend the “Operational risk” bullet point to read: 
 

 Operational risk (including conduct risk) 

 
Page 43 
 
In Solution 27.3, add “Inadequate analysis of in-force business experience” to the list of 
examples. 
 
 
Chapter 28 
 
The numerical basis items suggested in this chapter all remain appropriate.  References 
to OLTB have been updated to “non-BLAGAB” and the tax rates have been updated. 
 
 
Chapter 29 
 
Page 3 
 
A new paragraph has been added at the end of this page: 
 
For conventional with-profits policies, a prospective policy value that has been 
“adjusted” to give an answer similar to the asset share might be used.  Adopting this 
approach, which is described further below, enables a separate value to be given to the 
basic sum assured and to any attaching bonuses. 
 
Page 4 
 
A new sentence of Core Reading has been added in Section 2.1 about the retrospective 
method: 
 
This approach is often used for unitised with-profits business. 
 
A new sentence of Core Reading has been added in Section 2.2 about the prospective 
method: 
 
This approach is often used for conventional with-profits business. 
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Page 5 
 
The Core Reading in Section 3.2 has been extended slightly.  A replacement page 5 /6 is 
attached. 
 
Page 11 
 
The sentence “The retrospective method is most suitable for with-profits contracts” 
should be deleted. 
 
 
Chapter 33 
 
Page 3 
 
The Admissible asset definition has an extra word inserted: 
 
Under current UK legislation, a life insurance company can only take ... 
 
Page 5 
 
The BCRR definition has some extra words inserted: 
 
Firms must hold a minimum guaranteed fund (expressed as an absolute 
monetary figure) in accordance with current EU Directives (“Solvency I”), and 
this is the BCRR. 
 
Page 6 
 
The abbreviation CFPPFM has been added to the Consumer-friendly Principles and 
Practices of Financial Management 
 
Page 7 
 
The description of Credit and counterparty risk has been amended slightly.  A 
replacement page 7/8 is attached. 
 
Page 9 
 
In the EEV Principles definition, the 19 has been deleted. 
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Pages 22 and 23 
 
A new item has been added (Own Risk and Solvency Assessment (ORSA)) and the 
description of Pillar 1 and Pillar 2 has been amended.  Replacement pages (21-24) are 
attached. 
 
Page 26 
 
The RCR definition has some extra words inserted: 
 
Under the current regulatory reporting regime, regulatory-basis only life firms 
need to hold capital to cover ... 
 
Page 29 
 
The implantation date for Solvency II has been updated and a new item (Solvency 
Capital Requirement (SCR)) has been added.  A replacement page is attached. 
 
Page 31 
 
The Twin Peaks description has been amended: 
 
Under the current Pillar 1 regulatory reporting regime, the concept of a “twin 
peaks” approach exists for with-profits business.  The reported solvency result 
reflects the more stringent of a statutory valuation that satisfies minimum EU 
requirements (Peak 1) and a “realistic” valuation that requires the market 
consistent assessment of guarantees and options (Peak 2).   
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3 Changes to the Q&A Bank 
 
We have updated questions and solutions for the changes in the Core Reading and 
ActEd text, eg OLTB tax becomes non-BLAGAB tax. 
 
Q&A Bank Part 2 
 
Solution 2.9 
 
The final paragraph on page 16 and the first paragraph on page 17 have been deleted.  
They have been replaced with: 
 
For long-term predictable liabilities, where the insurer can hold matching assets to 
maturity and so not be exposed to the risk of changing spreads, a “matching 
adjustment” can be applied to the risk-free discount rate.      
 [½] 
 
The matching adjustment applies to annuity business and its addition, which must be 
approved by the regulator, is subject to strict requirements in relation to the eligibility of 
the assets and liabilities.         [½] 
 
Where insurers have liabilities that are not eligible for use of the “matching 
adjustment”, they can alternatively add a “volatility adjustment” to the risk-free 
discount rate.           
 [½] 
 
The purpose of the volatility adjustment is to prevent forced sales of assets in the event 
of extreme bond spread movements.       [½] 
 
Solution 2.12 
 
Some additional points on the preparatory phase have been added: 
 
EIOPA has issued preparatory guidelines to ensure that insurance companies take steps 
towards implementing the Solvency II framework before it comes into force.   [½] 

In the preparatory phase, insurance companies will have to evidence that they are 
working towards meeting the governance requirements.     [½] 

So in the preparatory phase, insurance companies are required to carry out a Forward 
Looking Assessment of Own Risk (FLAOR) as a stepping stone to completing a full 
ORSA.            [½] 
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In the preparatory phase, certain elements of the qualitative and quantitative 
information will have to be submitted to the regulator.      
  [½] 
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Q&A Bank Part 5 
 
Solution 5.1 
 
An additional point has been added about the first approach described in the solution: 
 
Similarly, the investment return may differ depending on the outstanding duration of the 
contract, where the company decides to invest the assets backing policies which are 
nearing maturity in less volatile assets, such as fixed-interest bonds.   [½] 
 
Solution 5.5 
 
The following has been added at the bottom of page 14: 
 
However, there is still a risk that doctors will not include all the relevant information. 
           [½] 
 
The company may look at the possibility of using a clause in the Data Protection Act 
1998 which allows individuals to request their medical records in full (known as 
Subject Access Requests).  If the logistical challenges of underwriting this volume of 
information can be overcome, this should reduce non-disclosure risk.   [1] 
 
 
Q&A Bank Part 6 
 
The information at the top of page 2 of the solutions now reads: 
 
To put the bases given below into context, we give some current (June 2014) financial 
data. 

UK Equities: The FTSE-100 is around 6,800.  Its gross running yield stands at around 
3.5% pa and its P/E ratio is around 14. 

Gilts:  Yield on a 15-year gilt is around 3.25% pa (compares with historically 
low base rates of 0.5% pa). 

Inflation: Latest figures show RPI headline inflation running at 2.5% pa. 
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4 Changes to the X assignments 
 
As with the Q&A Bank, we have updated questions and solutions for the changes in the 
Core Reading and ActEd text.   
 
We only accept the current version of assignments for marking, ie those published for 
the sessions leading to the 2015 exams.  If you wish to submit your script for marking 
but have only an old version, then you can order the current assignments free of charge 
if you have purchased the same assignments in the same subject the previous year (ie 
sessions leading to the 2014 exams), and have purchased marking for the 2015 session.  
 
A summary of the key changes is given below. 
 
X1 Questions 
 
In X1.1, the mark allocations for parts (iii) and (iv) have been increased to 18 and 25 
respectively. 
 
An additional part has been added: 
 
The company intends to distribute the product primarily using financial advisers.   
 
(v) Describe the requirements introduced by the Retail Distribution Review (RDR), 

including how they are likely to apply to the proposed product.  [12] 
           
 
Question X1.2 has been updated to reflect the changes in the tax material.  A 
replacement version is attached. 
 
 
X1 Solutions 
 
Throughout the solution to X1.1 part (iv), the restrictions on maximum marks for each 
sub-part have been removed. 
 
Replacement pages with the solution to the new X1.1(v) and the revised X1.2 are 
attached. 
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X3 Questions 
 
A new part X3.1(ii) has been added: 
 
The company’s With-Profits Actuary is producing his annual report to confirm that the 
company has properly taken policyholders’ interests into account in exercising its 
discretion and has treated its customers fairly.  In doing so, he is conscious of the need 
to comply with the professional guidance, including TAS R and the Insurance TAS. 
 
(ii) Outline the relevant requirements of TAS R and the Insurance TAS. [5] 
 
The subsequent parts have been renumbered accordingly.   
 
In what is now part (iii) (which was part (ii) in 2014), item (e) and the mark allocation 
have been amended: 
  
(e) Retention of without-profits and unit-linked business.   [18] 
 
The mark allocation of what is now part (iv) (which was part (iii) in 2014) is now 7 
marks. 
 
 
X3 Solutions 
 
The final point in Solution X3.1(i) has been deleted from the top of page 4. 
 
An additional page with the solution to the new X3.1(ii) is attached. 
 
In the second paragraph on page 6, the figures have been updated: 
 
… or even produce projections at even lower growth rates (eg 0.5%/3.5%/6.5% instead 
of 1.5%/4.5%/7.5% for life business).       [½] 

The “Pricing” section of the newly numbered (iii) has been replaced with: 
 
Retention of without-profits and unit-linked business 

If the move is seen as a sign of weakness, withdrawals on without-profits and unit-
linked business might also increase.        [½] 

If so, per-policy expenses might increase for these policies, necessitating either a 
reprice or an increase in unit charges.       
 [½] 
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Increased withdrawals on unit-linked policies might lead to a switch from pricing on an 
offer basis to a bid basis, reducing unit prices (to the extent of market spreads and 
dealing costs) and possibly causing further withdrawals.     [½] 

In Solution X3.2(i), the sixth bullet point (about the introduction of the retail 
distribution review) has been deleted. 
 
 
X4 Questions 
 
In Question X4.2, the information at the bottom of page 2 has been extended: 
 
   
   
 £ million 
Investment return on opening working capital   – 25 
Mismatching profits(*): 
 (1) from crediting of asset share investment returns(**)  – 20 
 (2) other mismatching profits   – 100 
Total economic variances   – 145 
 
(*) Mismatching profits arise where the assets backing the liabilities do not move 

perfectly in line with the liabilities following a change in economic conditions. 
(**) The company’s approach to crediting investment returns to asset shares is to 

assign different notional asset mixes to different groups of policies depending on 
the balance between guaranteed and discretionary benefits for each group. 

 
 
X5 Questions 
 
In Question X5.1, parts (i), (ii) and (iii) have been re-worded: 
 
(i) Describe the possible fund structures and product designs that could be used for 

the new with-profits offering, and in each case explain which approach you 
think is best.  (Your answer should exclude the determination of benefit 
amounts.)  [19] 

(ii) Discuss the issues to consider in determining the actual benefit amounts. [18] 

(iii) Discuss the issues to consider when deciding on an appropriate investment 
strategy. [8] 

The solutions are unchanged. 
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X6 Solutions 
 
In X6.1(ii)(a), the first point has been extended: 
 
People may be worried about having an unknown income in retirement, due to the fact 
that annuity rates are quite volatile (if they intend to buy an annuity with part of their 
fund) ...          [½] 

... or that the income available from income drawdown or other “decumulation” plans is 
unpredictable.          [½] 

In X6.1(v)(a), an additional point about marketability has been added: 
 
Marketability could also potentially be improved by other innovations for the post-
retirement phase made possible by the removal of the requirement for policyholders to 
purchase an annuity.          [½] 
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5 Other tuition services 
 

In addition to this CMP Upgrade you might find the following services helpful with 
your study. 
 
 

5.1 Study material 
 
We offer the following study material in Subject SA2: 

 Mock Exam  

 Practice Module P2 Multiple-choice Booklets  

 Additional Mock Pack 

 ASET (ActEd Solutions with Exam Technique) and Mini-ASET 

 MyTest. 

 
For further details on ActEd’s study materials, please refer to the 2015 Student 
Brochure, which is available from the ActEd website at www.ActEd.co.uk. 
 
 

5.2 Tutorials 
 
We offer the following tutorials in Subject SA2: 

 a set of Regular Tutorials (lasting three full days) 

 a Block Tutorial (lasting three full days) 

 a Revision Day (lasting one full day). 
 
For further details on ActEd’s tutorials, please refer to our latest Tuition Bulletin, which 
is available from the ActEd website at www.ActEd.co.uk. 
 
 

5.3 Marking 
 
You can have your attempts at any of our assignments or mock exams marked by 
ActEd.  When marking your scripts, we aim to provide specific advice to improve your 
chances of success in the exam and to return your scripts as quickly as possible. 
 
For further details on ActEd’s marking services, please refer to the 2015 Student 
Brochure, which is available from the ActEd website at www.ActEd.co.uk. 
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6 Feedback on the study material 

ActEd is always pleased to get feedback from students about any aspect of our study 
programmes.  Please let us know if you have any specific comments (eg about certain 
sections of the notes or particular questions) or general suggestions about how we can 
improve the study material.  We will incorporate as many of your suggestions as we can 
when we update the course material each year. 
 
If you have any comments on this course please send them by email to SA2@bpp.com 
or by fax to 01235 550085. 
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3 Personal pension, including self-invested personal 
pension 

3.1 Overview 

Personal pensions were introduced by the Finance Act 1986 and became 
available from 1 July 1988.  The concept of an individual, portable pension was 
considered to be an attractive alternative to an occupational pension scheme for 
a job-mobile employee.  In addition, it could be suitable for a self-employed 
person or for someone whose employer does not have an occupational scheme. 
 
However, in the years following their introduction, many scheme members ill-
advisedly left occupational schemes in favour of personal pension plans that 
were likely to provide less valuable benefits.  As a result, compensation had to 
be paid to such members who suffered potential financial loss. 
 
The main loss that these policyholders suffered was the employer’s contributions going 
into the occupational scheme.  Another issue that often had to be faced was whether a 
money-purchase pension is better than a final-salary occupational scheme. 
 
Nevertheless, the personal pension product can be a sound product if sold 
appropriately. 
 
Group personal pension schemes also exist.  Insurance companies sell these schemes to 
employers as a way of providing pension benefits for employees.  However, the 
contracts are essentially collections of individual personal pensions grouped together 
for convenience.  They are covered later in this chapter. 
 
In theory, a deferred annuity could be used as the underlying contract but in 
practice it will normally be a form of endowment (usually with a return of fund on 
death).  This was originally because the legislation allowed the policyholder to 
take part of the benefit at retirement as a tax-free lump sum, with the balance 
being used to purchase an immediate annuity on the best terms available in the 
market.  This is referred to as the “open market option”, ie policyholders are 
allowed to look around to find the best annuity rate available across the market 
when converting the accrued pension fund into an annuity, rather than simply 
taking the default annuity rate offered by the pension provider. 
 
Since the launch of personal pensions, greater flexibility has been introduced in 
respect of options at retirement (see below) and this has further supported the 
endowment structure.  Deferred annuities were also not popular and were more 
capital intensive. 
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Question 2.11  

Explain the last sentence. 

 
Separating the savings contract from the actual provision of retirement income creates 
much greater flexibility all round.  One particular aspect of this is that unitised 
structures for the savings element become possible without long-term guarantees on 
annuity rates. 
 
To meet the needs of policyholders, it is desirable for the premium paid to be 
variable. 
 

Question 2.12  

Explain why it is desirable that the premium for the personal pension contract should be 
variable. 

 
Also, as policyholders can choose, within limits, when they retire and hence take 
the benefit under the contract, there needs to be the facility to change the 
retirement date under the contract. 
 
In most cases, UK personal pension legislation currently allows retirement at any age 
after 55. 
 
In view of the above features, the usual vehicle is either a unit-linked or 
accumulating with-profits contract.  A conventional with-profits contract could 
be used, but it is then less easy to incorporate the ability to vary premiums or 
retirement date. 
 
The savings vehicle will often offer links both to unit funds and to a unitised with-
profits fund, with the option to switch between the various funds as desired. 
 
Approaches have been developed with accumulating with-profits contracts that enable 
insurance companies to track the underlying asset share of an individual policy (or a 
close proxy to the asset share), whatever the pattern of premiums paid.  This allows 
flexibility to be achieved with equitable bonus declarations. 
 
The structure of conventional with-profits bonuses makes it difficult to alter contracts in 
a way that consistently achieves an equitable result for the policyholder.  We discuss 
this problem later in the course. 
 
A without-profits contract is unlikely to be marketable. 
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Question 2.13  

Explain why a conventional without-profits endowment would be unmarketable as a 
pension contract. 

 
Income drawdown 
 
Since 2006, policyholders have been permitted to take regular withdrawals from 
the accumulated fund as an alternative to purchasing an immediate annuity.  The 
withdrawals are subject to limits specified in legislation and the insurer must 
conduct regular reviews to ensure that the withdrawals remain within the limits.  
More details of the relevant requirements are given in Chapter 5. 
 
Compared to buying an annuity, income drawdown gives an individual more flexibility 
over the amount and timing of their retirement income and avoids locking into a poor 
annuity rate.  The fund continues to be exposed to investment performance.  However, 
as the longevity protection of an annuity is foregone, there is the risk that funds are used 
up before the individual dies.  On death, any remaining fund is payable to dependants. 
 
In 2014, the UK government announced its intention to remove all remaining 
restrictions on the form in which retirement benefits from personal pension 
schemes can be taken, to be effective from April 2015.  This is likely to blur the 
distinction between “pre” and “post” retirement and, depending also on related 
changes to tax legislation, could have significant implications for personal 
pension and annuity products. 
 
Self-invested personal pension 
 
In contrast to the personal pension product described above, a self-invested 
personal pension (SIPP) offers a policyholder the facility to become their own 
fund manager, selecting exactly what investments they want in their pension 
fund.   
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These investments can include: 
 stocks and shares quoted on the UK Stock Exchange or on a recognised 

overseas stock exchange, or on the AIM market  
 unit trusts 
 investment trusts 
 open-ended investment companies (OEICS) 
 ethical investment funds 
 traded endowment policies 
 commercial property and land 
 futures and options 
 deposit accounts 
 insurance company managed funds and unit-linked funds 
 more recently, also wine, art and classic cars. 
 
Fixed-interest stocks, eg gilts and corporate bonds, and index-linked gilts are also 
permitted. 
 
A SIPP effectively separates the administration of the pension (responsibility for which 
remains with the insurer) from the investment of the pension assets (responsibility for 
which the individual can retain).  This offers the individual more flexibility and control 
over their pension saving.  The main disadvantage from an individual’s point of view is 
likely to be higher charges on SIPPs.  These charges are only worth incurring if the 
individual takes advantage of the SIPP features.  However, as SIPP charges are often 
flat amounts, they can work out cheaper for large policies. 
 
 



SA2-02: UK-specific products (2) Page 19 

The Actuarial Education Company  IFE: 2015 Examinations 

3.2 Insurer’s perspective 

An insurer will offer personal pension contracts to obtain a share of a large, 
potentially profitable market that may also provide cross-selling opportunities. 
 
The main risks will be those relating to: 
 
 investment performance, to the extent that charges are linked to the fund 

performance and also in respect of marketability and customer retention 

 expenses 

 persistency 

 the facility to vary premiums and the retirement date, although these are 
controllable risks 

However, the more these facilities are controlled, the less marketable the 
product. 
 

 the sales and marketing process 
 

This must be carried out thoroughly and be well documented to cover the 
company against possible future allegations of mis-selling. 

 
 adverse changes in legislation and in beneficial tax treatment 

 the annuity component, if applicable, which will be primarily mortality risk 
but also investment and expense risk. 

 
 

3.3 Policyholder’s perspective 

A policyholder will effect a personal pension policy in order to make provision 
for a pension at retirement and to benefit from the tax advantages that apply to 
this product (see Section 4 of Chapter 5). 
 
Before doing so, the policyholder should explore the alternatives, such as joining an 
employer’s occupational pension scheme, which might provide better benefits. 
 
Policyholders will typically be self-employed or work for an employer which does 
not offer a company pension plan. 
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The risks until retirement date will be similar to those applicable to the 
underlying contract.  In particular, there will be a risk of the fund value falling 
significantly in the run-up to retirement, especially if stock market prices have 
been falling.  In converting any part of the value of the contract at retirement into 
an annuity, there will be a risk that annuity rates have worsened relative to the 
policyholder’s expectations, especially if interest rates have fallen significantly 
shortly before retirement. 
 
The risk of the value of a policyholder’s fund falling shortly before the selected 
retirement date can be mitigated by switching into “lifestyle” funds in the run-up 
to the retirement date by, for example, moving progressively into fixed-interest 
and cash funds over the previous 5 years, say.   
 
You might choose to have your personal “lifestyle” fund invested 100% in UK equities 
until 5 years before your chosen retirement date.  At this point, your fund structure 
could be altered to invest in a mixture of UK equities, UK fixed interest and cash, with 
the weightings in the last two being increased gradually over the five-year period. 
 
Some companies will offer a choice of points to start this switching, eg 5, 10 or 15 years 
before the chosen retirement date.  The policyholder should be careful to keep the 
appropriateness of the strategy under review, especially if retirement plans change. 
 
Such strategies may reduce in popularity with the proposed introduction of 
complete flexibility over the form in which retirement benefits can be taken. 
 
Lifestyling involves gradually switching to the types of asset that back an annuity, 
ie mostly bonds.  However, if the policyholder intends to follow the income drawdown 
approach then he or she is likely to want equity investments after retirement. 
 
A change in the tax advantages is also a potentially significant risk. 
 
The investment choice and flexibility offered by a SIPP can be very attractive for 
investment aware policyholders.  
 
A SIPP offers the policyholder the potential to leave the assets held to a 
specified individual on death.   
 
SIPPs also tend to have relatively high charges compared to other personal 
pension products, particularly stakeholder products.  The flexibility afforded with 
SIPPs and these higher charges mean that they tend to be suited to higher 
income individuals. 
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Risks relating to the “income withdrawal” option 
 
The income withdrawal option has additional risks for the policyholder.  The key risks 
relate to investment and mortality. 
 
Investment choice will be critical to the success of this option, with a balance needing 
to be struck between the needs for growth and security.  Equity investment is likely to 
produce the best returns over long periods, but brings with it the associated high 
volatility. 
 
Whilst annuity rates increase with age, they are heavily dependent on gilt yields, which 
are very sensitive to market conditions.  This may mean that if eventually an individual 
locks into an annuity, the annuity purchased may be lower than that available at the 
outset. 
 
Since income withdrawals deplete the fund, the higher the withdrawal taken, the higher 
the investment return needs to be for the fund to retain its original purchasing power. 
 
Within a conventional annuity there is an element of cross-subsidy from annuitants who 
die prematurely to those who remain alive.  This cross-subsidy does not exist while a 
policyholder is taking income withdrawal, and although it will exist if an annuity is 
eventually purchased, it will do so to a lesser extent. 
 
So, if the investment return on the fund equals the investment return implicit within the 
conventional annuity rates, then the overall annuity value eventually purchased will be 
lower. 
 
Therefore, to get the same value for money from an income drawdown product as from 
a conventional annuity, the investment return on the fund must exceed the interest rate 
implicit within the assumed annuity rates.  The extra return needed is known as the 
“mortality drag” and may typically be in the region of 1% – 3% pa.  As a consequence, 
some equity investment will be necessary to offset this mortality drag. 
 
The above argument assumes that the policyholder survives to purchase an annuity.  
However, this won’t necessarily be the case.  The rules concerning what happens to the 
fund on death within the drawdown period are complicated, but typically, the remaining 
funds are either added to the deceased’s estate or used for the benefit of a surviving 
spouse.  So, for someone who dies within the drawdown period, this product is much 
better value than a conventional annuity, where the income would just cease.  The 
resultant scope for anti-selection should be considered by companies offering such 
products. 
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4 Stakeholder products 

4.1 Overview 

Stakeholder pension 
 
Stakeholder pensions, which are a form of personal pension, were introduced by 
the UK government in April 2001, as a further way for non-members of a 
company-run pension scheme to make provision for their retirement – broadly, 
from the consumer’s point of view, in a low cost, flexible, and easily-accessible 
manner. 
 
A person does not have to be an employee to take out a stakeholder pension.  
For example, children can have such a product, paid for by their grandparents. 
 
Also, someone who is already paying the maximum amount into their own personal 
pension could take out a stakeholder pension for their non-earning spouse, in order to 
get further tax relief.  We return to the tax aspects of personal pensions (including 
stakeholder pensions) in Chapter 5. 
 
Stakeholder schemes must provide benefits in a similar way to that described 
above for personal pensions. 
 
When stakeholder pensions were introduced, charges could not exceed 1/365% 
per day (in general, referred to as 1% per annum) of the fund value and 
contributions had to be accepted at any frequency provided only that a 
contribution was at least £20 (net of basic rate tax).  With effect from new 
stakeholder plans started on or after 6 April 2005, the 1% per annum capped 
charge was increased to 1.5% per annum for the first 10 years, reducing after 
that to 1%. 
 
These restrictions on charges have had an impact on the design of many personal 
pension contracts, with charging structures being brought into line with stakeholder 
pensions.  
 

Question 2.14  

Why have many personal pension contracts been changed in this way? 

 
In 2013 the UK government launched a review of the levels of charges on pre-2001 
personal pensions, and may consider introducing charge caps on these policies. 
 
As in the case of a personal pension, the underlying contract will be a form of 
endowment. 
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It can also be noted that a limit of £3,600 has been introduced on the annual 
premiums that can be paid into qualifying life insurance policies issued on or 
after 5 April 2013. 
 
 

2.3 Benefits 

A tax charge on the policy benefits received by the policyholder (or the 
policyholder’s estate) may apply: 
 
 at maturity or on death, surrender, part surrender or sale, if the contract is 

non-qualifying 
 
 on surrender, part surrender or sale within 10 years or three-quarters of 

the term if less, if the contract is qualifying. 
 
Thus a key point is that no tax is payable on qualifying policies on death or maturity. 
 
Where tax is payable, it is paid on the excess, if any, of the benefits received 
over the total amount paid in premiums.  This excess is referred to as “a 
chargeable gain”. 
 
Tax is paid on any amount liable to tax at a rate equal to the policyholder’s 
marginal tax rate less the lower rate (charged on savings) of tax (as at April 2014 
the lower rate is 20%).   
 
The “lower rate” of personal taxation was replaced by the “starting rate” in 1999, but 
HMRC still uses the term lower rate to mean a rate of 20%. 
 
Usually tax on chargeable gains is payable only by higher-rate tax payers whose 
marginal rate of tax is 40% (April 2014) giving a tax rate on chargeable gains of 
20% (and this is correspondingly higher for those whose earnings are in excess 
of £150,000 and so subject to the additional rate tax band introduced from April 
2010, the marginal tax rate for which is 45% as at April 2014).  Basic-rate tax 
payers are not charged.   
 
The distinction between qualifying and non-qualifying therefore only makes a 
difference for policyholders who are higher-rate taxpayers when they receive their 
policy benefits. 
 
Top-slicing relief is available to mitigate the impact of progressive marginal tax 
rates, but knowledge of how this relief is calculated is not required for this 
Subject.  This allows some relief of tax when it is the proceeds of the policy which 
push the recipient from the basic-rate band into the higher-rate band. 
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Question 5.1  

A policyholder has paid premiums of £400 and receives a benefit of £600 on the 
surrender of a ten-year qualifying policy eight years into the policy.  Her marginal rate 
of tax is 40%.  Calculate the tax payable. 
 
How would your answer differ if the surrender were six years into the policy (assume the 
same monetary amounts apply)? 
 
(Assume throughout that the lower rate of tax is 20% and the higher rate is 40%.) 

 
Where the tax charge arises on death, it is assumed for calculating the amount of 
tax that the benefit received is the surrender value of the contract immediately 
prior to death. 
 
This is particularly helpful on term assurance contracts, where it allows a policyholder’s 
dependants to avoid a large and inappropriate charge to tax when a claim is made. 
 

Question 5.2  

How does it allow tax to be avoided? 

 
In the case of a part surrender, the tax charge only applies to the excess of the 
amount received over 5% per annum in respect of each premium paid.  A 
surrender of bonus on a qualifying policy counts as a part surrender. 
 
Let’s say there is a long-term regular premium contract, which the policyholder part 

surrenders after 5 years.  Tax is payable only on the excess paid over t  0.05   P
5

1   t

 


 

where P  is the annual premium payable. 
 
(There is a maximum of 100% of each premium in the case of a contract that lasts more 
than 20 years.) 
 
The position on a subsequent part surrender is complicated and knowledge of 
how the tax is calculated is not required for this Subject.  On the final surrender 
of the contract, the taxable amount equals the total chargeable gain less what 
has previously been taxed.  If the latter exceeds the total chargeable gain, a 
policyholder can claim deficiency relief against other income. 
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Question 5.5  

A 40% taxpayer receives an annuity with an income content of £300.  The gross amount 
of the annuity is £1,000.  How much is the net annuity? 

 
Different rules apply to annuities purchased before 1992 but knowledge of these 
rules is not required for this Subject. 
 
Immediate needs annuities used to fund long-term care are also not included in 
the “general annuity” category, provided certain conditions are met.  Income 
payable to the policyholder under such products is exempt from tax.   
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4 Pension contracts 

4.1 Tax regime  

Pensions business is regarded as a tax-favoured savings environment and so 
there are restrictions on the extent to which the environment can be used.  The 
restrictions apply to both the annual permitted contributions and the amount of 
the total accumulated investment. 
 
An individual can have as many pension schemes as required.  Therefore, a 
member of an occupational pension scheme can contribute to a personal 
pension scheme or any number of personal pension arrangements. 
 
The restrictions affecting contribution levels, benefits and investments are 
outlined below.  No further detail is required for the purposes of Subject SA2.   
 
 

4.2 Contributions 

There are two main allowances for pension contributions. 
 
These are: 

 the personal allowance – which limits the amount an individual can contribute 
to his or her pension in a tax year 

 the annual allowance – which limits the sum of the amounts an individual and 
his or her employer can contribute to the individual’s pension in a tax year. 

 
These allowances may be exceeded, but any contributions in excess of them do not 
attract tax relief. 
 
The personal allowance 
 
The first allowance is the limit on tax relievable personal contributions.  This 
allows an individual to obtain tax relief on contributions up to £3,600 per annum 
or their full taxable UK earnings if higher.  Normally these will receive basic-rate 
tax relief within the fund, ie currently 20%.  
 
Note that everyone can contribute at least £3,600 per annum to their pension, including 
non-taxpayers and those with no earnings.   
 
The life insurance company will recover the tax at the basic rate only and a 
policyholder who is a higher-rate taxpayer will need to recover the balance as 
part of the settlement of his/her personal tax liability through his/her annual tax 
return. 
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The annual allowance 
 
There is also an annual limit on how much can be contributed in total by an 
individual and his or her employer.  Contributions are measured over a period 
which is normally a year and can be aligned with the tax year.  This limit is the 
“annual allowance”, which is £40,000 for the tax year commencing April 2014.  
There is a facility to carry forward any unused annual allowance from the 
preceding three tax years.  Contributions in excess of the annual allowance, 
including any unused amount carried forward, are not eligible for tax relief. 
 
The limit applies to all savings in pension schemes in which an individual builds 
up benefits. 
 
For defined benefit occupational pension schemes the amount of pension 
savings for annual allowance purposes is not the contribution paid but is a 
derived amount based on the increase in the value of the benefits.  The detail of 
this is outside the scope of Subject SA2.  
 
Employer contributions will only attract tax relief if they are wholly and 
exclusively for the purposes of trade. 
 
Tax relief on employer contributions is not automatic, it is up to the local tax inspector 
to decide whether the contributions are “wholly and exclusively for the purposes of 
trade”, ie made for a business reason and with the size of the contribution justifying the 
business reason.   
 
There are other detailed rules applying to the tax regime for pension 
contributions but knowledge of these is not required for Subject SA2.  
 
 

4.3 Benefits 

At the time of writing (April 2014), part of the benefits available can be taken as a 
lump sum which is free of tax (see below). 
 
Benefits taken as a pension are taxed as earned income and so to the extent that 
the pension payments push the policyholder’s earnings into the higher-rate tax 
band, that part of the pension will be taxed at the higher rate.   
 
An individual’s pension is based on the total funds built up under all pension 
arrangements.  There is an upper limit on an individual’s total tax-advantaged 
pension savings.  This limit, which is termed the “lifetime allowance”, is £1.25m 
for the tax year commencing April 2014.   
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The total of the values of all an individual’s pensions is tested against the lifetime 
allowance. The lifetime allowance has previously been at higher levels than £1.25m and 
there are special arrangements available for individuals with large pension funds to 
enable them to retain a “personalised” lifetime allowance at a higher level providing 
they cease accruing benefits. 
 
It is possible to have a fund larger than the limit but there will be an additional 
tax charge normally only applicable when the benefits are put into payment or 
paid as a lump sum on death.  The details of the additional tax charge are not 
examinable. 
 
However, in case you’re interested, any amount in excess of the lifetime allowance that 
is used to provide a pension will be taxed at 25% (and the pension will also be subject 
to income tax) and any that is taken as cash will be taxed at 55%. 
 
Under the current (April 2014) tax regime, the maximum tax-free lump sum is 
standardised at 25% of the total fund(s).  
 
If the value of an investor's total pension funds across all registered pension 
schemes does not exceed £30,000, it is possible to take the funds as a cash sum 
rather than having to take at least 75% of it in the form of an annuity.   
 
The trivial commutation rules also allow any individual pension funds of £10,000 
or less to be taken as cash, irrespective of other pension savings. 
 
However, if the pension fund is taken entirely in cash then only 25% of the cash sum 
would be tax free. 
 
As mentioned in Chapter 2, instead of purchasing an immediate annuity at 
retirement age, an investor has the option to invest in a product that allows him 
to withdraw an annual income, up to a prescribed limit, whilst leaving the 
remaining funds invested.  This is known as “income drawdown” or an 
“unsecured pension”.   
 
Income drawdown is either capped or flexible. 
 
Under “capped drawdown” income levels must be reviewed annually against 
specified “income limits” once the policyholder reaches age 75.  
 
Before the age of 75, income limits must be reviewed at least every three years. 
 
Under the current rules, the income limit is 150% of a rate set by the Government 
Actuary’s Department that is roughly comparable to the current market annuity 
rate.  The policyholder can vary the income on a year by year basis and may 
choose to take no income at all.   
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The GAD rate is a single-life level annuity calculated using the 15-year gilt rate.  This 
maximum income limit is imposed to reduce the risk of the income being taken from an 
individual’s funds being too high to be sustainable. 
 
Under “flexible drawdown” there are no annual restrictions on how much can be 
withdrawn, but these policies are available only to those who have a guaranteed 
income of at least £12,000 pa (April 2014).   
 
When an investor dies, any remaining income drawdown funds can be passed to 
a wide range of beneficiaries as a lump sum (subject to a tax charge).  
Alternatively, the member’s spouse, civil partner, child or financial dependant 
can continue with the income drawdown, or can purchase an annuity with the 
pension fund.  
 
As mentioned in Chapter 2, it was announced in March 2014 that, from April 
2015, the government plans to remove all remaining restrictions on the form in 
which retirement benefits from defined contribution schemes can be taken.  At 
the time of writing, it is in the process of consulting on and developing these 
proposals (including tax considerations).  It is possible that the 25% tax-free 
lump sum allowance will remain and any excess taken as cash will be liable to 
tax at the individual’s marginal income tax rate.   
 

4.4 Investment of contributions 

Pensions business benefits from gross roll up on investments.  However, the insurer 
cannot reclaim the corporation tax paid on dividend income.  
 
No tax-efficient investment is allowed in residential property in the UK or 
overseas, or in more exotic investments such as wine and antiques. 
 
Pension schemes are permitted to transact with family members, connected 
companies, fellow directors and/or partners, provided such transactions are 
carried out at market value.  This can be particularly useful for small companies 
that already own their business premises in that the property could be sold to 
the pension scheme. 
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Chapter 5 Summary 
 
Life assurance contracts 
 
Rules for qualifying 
 
There are detailed rules a contract must meet for it to be qualifying.  These rules cover 
such things as the term of the contract, the premium paying term, the frequency of 
payment of premiums, the relationship between the premiums payable in different 
12-month periods, and the benefit on death in relation to the total premiums payable. 
 
Qualifying individual life business 
 
No income tax relief is available to policyholders on life assurance premiums for new 
policies.  There is no taxation liability on death or maturity.  Even if a tax charge 
applies (eg on surrender), it applies only at any excess of the policyholder’s marginal 
tax rate over the lower rate of tax (higher-rate taxpayers only). 
 
Non-qualifying individual life business 
 
No income tax relief is available to policyholders on life assurance premiums.  On 
surrender or maturity, there is a tax charge on the excess, if any, of benefits over the 
total amount of premiums.  On part surrender, complex rules apply.  On death, the tax 
charge is calculated as if the policy had been surrendered immediately before dying. 
 
If a tax charge applies, it applies only at any excess of the policyholder’s marginal tax 
rate over the lower rate of tax (higher-rate taxpayers only). 
 
General annuity contracts 
 
No tax relief is available on annuity premiums.  Annuity payments are divided into two 
components, the capital content and the income content: 

 the capital content of the annuity is received tax free 

 the income content is taxed at the recipient’s marginal rate of income tax. 
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Pension contracts 
 
Contributions 
 
There are two main allowances for pension contributions: 

 the personal allowance – which limits the amount an individual can contribute 
to their pension in a tax year (£3,600 per annum or their full earnings if higher) 

 the annual allowance – which limits the sum of the amounts an individual and 
his or her employer can contribute to the individual’s pension in a tax year 
(£40,000 for the tax year commencing April 2014). 

 
These allowances may be exceeded, but any contributions in excess of them do not 
attract tax relief. 
 
Benefits 
 
Under the current (April 2014) regime, benefits taken as a pension are taxed as earned 
income.  A tax-free lump sum of up to 25% of total fund(s) is permitted. 
 
Instead of purchasing an annuity, an individual can choose income drawdown, which 
may be either capped (and so subject to income limits) or flexible. 
 
There is an upper limit on an individual’s total tax-advantaged pension savings.  This 
limit, the lifetime allowance, is £1.25m for the tax year commencing April 2014. 
 
From April 2015, the government plans to remove all remaining restrictions on the form 
in which retirement benefits from defined contribution schemes can be taken. 
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1.2 Global systemically important insurers (G-SIIs) 

The 2007 financial crisis demonstrated that some financial institutions had become too 
big to be allowed to fail.  As a result, banks in many countries were bailed out by their 
governments.  Regulators were concerned that action should be taken to avoid this 
being necessary in the future. 
 
In 2013, the International Association of Insurance Supervisors (IAIS) announced 
its intended approach to the identification of “global systemically important 
insurers”, ie insurance companies which are deemed to be of such size, market 
importance and global interconnectedness that their distress or failure would 
cause severe adverse consequences across the global financial system.   
 
A similar system has been set up for Global Systemically Important Banks. 
 
Shortly afterwards, the Financial Stability Board (FSB) published an initial list of 
nine such G-SIIs, which included some UK insurers.  This list will be updated on 
an annual basis. 
 
For example, Aviva and Prudential are on the list. 
 
G-SIIs are subject to enhanced supervision, including the need to have in place 
systemic risk management plans, enhanced liquidity plans and effective 
separation of non-traditional or non-insurance business (where feasible and 
appropriate). 
 
So G-SIIs are subject to greater scrutiny by regulators and will be required to hold more 
capital and to prepare recovery and resolution plans. 
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Level Overview 
Level 1 Developing an EU legislative instrument that sets out the key 

framework principles, including implementation powers 
Level 2 Developing more detailed implementing measures (delegated acts 

and technical standards) 
Level 3 Developing supervisory guidance and common standards, and 

conducting peer reviews and consistency comparisons 
Level 4 Enforcement across the Member States 
 
At the time of writing (April 2014), progress has been made on the first three 
Levels but these have not yet all been fully finalised and ratified.  Agreement was 
reached on the Omnibus II text (which updates the Level 1 measures originally 
set out in the 2009 Solvency II Directive) in late 2013 and it was finalised by the 
European Parliament in early 2014.  This will be followed by approval of the 
Level 2 implementing measures and introduction of Level 3 guidance. 
 
Development of the regime has been supported through a number of 
Quantitative Impact Studies (QIS) that insurance companies have been asked to 
complete, and through liaison with national supervisory bodies.   
 
The largest and last QIS was QIS5 which took place in 2010 (based on year end 2009 
data).  Over 70% of UK insurance companies participated in QIS5. 
 
In a similar way, the Long-Term Guarantee Assessment (LTGA) took place in 2013.  
This gathered quantitative and qualitative information from insurance companies to help 
set the rules for valuing products with long-term guarantees (eg the LTGA looked at the 
impact of using the matching adjustment and volatility adjustment described in 
Chapter 15). 
 
EIOPA (the European Insurance and Occupational Pensions Authority, one of the 
EU’s main financial supervisory bodies and which developed from the body 
previously known as CEIOPS) has provided technical advice and support to the 
European Commission for the development of the delegated acts under Level 2, 
and is responsible for producing some of the technical standards and the Level 3 
additional guidance. 
 
The Solvency II Directive will apply to all insurance and reinsurance companies 
with gross premium income exceeding €5 million or gross technical provisions 
in excess of €25 million. 
 
The timetable for implementation is currently uncertain.  At the time of writing 
(April 2014) it is planned to be operative from the beginning of 2016.  
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Transitional arrangements are available for some aspects (eg technical 
provisions, risk-free interest rates), for a defined period.  The intention is to 
avoid unnecessary disruption of markets and availability of insurance products.  
Full compliance with the new regime should be encouraged and achieved as 
quickly as possible.   
 
In order to support insurance companies and supervisors in their preparation for 
Solvency II, EIOPA has issued preparatory guidelines to supervisors.  These 
guidelines aim to ensure that insurance companies take steps towards 
implementing the Solvency II framework before it comes into force.  The 
guidelines place requirements on companies to evidence their preparation and 
deliver certain elements during the preparatory phase. 
 
We will see later in this chapter that during the preparatory phase insurance companies 
should: 

 provide evidence that they are working towards meeting the governance 
requirements 

 carry out a Forward-Looking Assessment of Own Risk (FLAOR) 

 submit certain elements of the qualitative and quantitative reporting 
requirements. 

 
 

1.2 Structure 

The Solvency II framework comprises three “pillars”. 
 

Three-pillar approach

Pillar 1: Pillar 3:

Quantitative
requirements

Balance sheet
MCR
SCR

Market-consistent
valuation

Risk-based
requirements

Pillar 2:

Qualitative requirements
and supervisory review

Governance
ORSA
Supervisory review

Business
governance
Risk-based
supervision

Reporting, disclosure
and market discipline

SFCR and RSR
Disclosure
Transparency

Disclosure
Transparent

markets
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Chapter 14 Summary 
 
Background and scope 
 
The key objectives of Solvency II are to: 

 increase harmonisation of solvency regulation across Europe 

 protect policyholders 

 introduce capital requirements that are more sensitive to the risks undertaken 

 provide incentives for good risk management.   
 
It is currently planned to be operative from the beginning of 2016.  Transitional 
arrangements are available for some aspects. 
 
EIOPA has issued preparatory guidelines that place requirements on companies to 
evidence their preparation and deliver certain elements during the preparatory phase. 
 
The Solvency II framework comprises three pillars: 

 Pillar 1: Quantitative requirements 

 Pillar 2: Qualitative requirements and supervisory review 

 Pillar 3: Reporting, disclosure and market discipline.   
 
Pillar 2 
 
The Board has overall responsibility for ongoing compliance with Solvency II. 
 
All insurance companies are required to have a: 

 risk management function 

 actuarial function 

 compliance function 

 internal audit function. 
 
Each insurance company must carry out an Own Risk and Solvency Assessment 
(ORSA).  The ORSA requires each insurance company to identify all the risks 
(including qualitative risks) to which it is subject and the related risk management 
processes and controls.  The company must also quantify its ability to continue to meet 
the MCR and SCR, allowing for new business. 
 
The ORSA must be used in considering strategic decisions. 
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Pillar 3 
 
The results of the solvency calculation and details of the ORSA and risk management 
processes will need to be disclosed to the supervisor in the: 

 Regular Supervisory Report (RSR), submitted annually 

 Quantitative Reporting Templates (QRT), submitted annually (with a subset 
quarterly).   

 
A public Solvency and Financial Condition Report (SFCR) will be produced annually. 
 
Group reporting 
 
Each insurance group must cover its overall group SCR.  Each insurance subsidiary 
needs to cover its own SCR. 
 
Group supervision would normally be carried out at the top level company within the 
EEA.  Additional rules apply to subsidiaries and parents located in a “third country”, 
ie non-EEA. 
 
Impact on business culture and strategy 
 
Engagement with Solvency II is important throughout the business, right up to senior 
management and Board level.   
 
Solvency II is likely to affect almost all of an insurance company’s activities, including: 

 risk management and capital allocation 

 product mix and product design 

 asset mix 

 corporate structure 

 management information 

 external disclosures. 

 
Suggestions for further reading: 
 
Practical implementation challenges of internal models under Solvency II 
– Austin, R et al 
– SIAS, 2009  
http://www.sias.org.uk/siaspapers/pastmeetings/view_meeting?id=October2009 
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Chapter 15 
 
 

Solvency II (2) 
 
 

Syllabus objective 
 
(e) Describe, in terms of the following, the regulatory environment for UK life 

insurance companies, and how this environment affects the way these companies 
carry out their business in practice, including the related analyses and 
investigations: 

 
 3. The principles underlying the Solvency II regulatory regime. 
 
(Covered in part in this chapter.) 

 
 

0 Introduction 

This chapter completes the coverage of Solvency II by considering Pillar 1 in greater 
detail.  Sections 1 and 2 cover the valuation of assets and liabilities (technical 
provisions) under Pillar 1.  The later sections look at how the required capital measures 
(SCR and MCR) are calculated and how the available capital to cover these 
requirements is assessed. 
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Assets covering 
technical 

provisions, other 
liabilities, MCR 

and SCR

Other liabilities

Risk margin

Best 
estimate 
liability

MCR

SCRBasic own 
funds

Ancillary 
own funds

Own 
funds

Ineligible capital

Technical 
provisions

Surplus

 
 
This diagram (which gives an overview of the Pillar 1 components described in 
this chapter) is part of the Core Reading. 
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Matching adjustment 
 
Where insurers have long-term predictable liabilities, and can hold matching 
assets to maturity, they are not exposed to the risk of changing spreads on these 
assets (they are not exposed to the liquidity component of spread risk, although 
they are still exposed to default risk).   
 
The matching adjustment applies to annuity business where bonds are held that match 
the nature, term and currency of the expected benefits.  As the policyholder cannot 
surrender, the insurer can buy bonds at outset safe in the knowledge that it won’t need 
to sell them before the redemption proceeds are paid.  So it doesn’t matter how volatile 
the price of the bond is after it is purchased, as long as the issuer does not default, the 
return is known at outset. 
 
In such cases, insurers are allowed to adjust the risk-free discount rate in line 
with the spread movements of their assets.   
 
So the discount rate can be increased to take credit for the extra return offered by 
corporate bonds (over government bonds) that relates to the illiquidity premium (where 
the illiquidity premium is defined as the additional compensation that investors gain by 
holding an illiquid asset).  Using a higher discount rate in this way reduces the 
liabilities.  
 
The addition of this “matching adjustment” must be approved by the regulator 
and there are strict requirements in relation to the eligibility of the assets and 
liabilities. 
 
For example, the assets must be ring-fenced so that they cannot be used to meet other 
liabilities, they must be bond-like and held until redemption.  The key liability risks 
must relate to longevity and expenses, and in particular there should be no surrender 
risk. 
 
Any insurer that fails to meet these requirements will lose the right to use the matching 
adjustment for 24 months unless it can restore compliance within 2 months.  
 
Volatility adjustment 
 
Where insurers have liabilities that are not eligible for use of the “matching 
adjustment”, they can alternatively add a “volatility adjustment” to the risk-free 
discount rate.  The purpose of the volatility adjustment is to prevent forced sales 
of assets in the event of extreme bond spread movements.   
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When asset values fall substantially, insurance companies (and banks) may need to sell 
these assets and buy safer assets in order to protect their solvency.  These sales will lead 
to further price falls and so will make the cycle of boom and bust worse.  Market values 
may then become unreliable and may no longer represent the underlying worth of the 
asset.   
 
So the idea of the volatility adjustment is to allow insurers to place a lower value on 
their liabilities in times of general economic stress.  This would reduce the need to sell 
certain assets during a crisis and should help dampen the effect of the cycle on asset 
prices. 
 
The volatility adjustment is based on the spreads on a representative portfolio of 
assets for each relevant currency (or for each national insurance market, where 
the assets held by insurers in that market are under particular stress).  Use of the 
volatility adjustment is subject to certain risk management requirements, such 
as a liquidity plan and sensitivity analysis. 
 
The volatility adjustment aims to increase the discount rate to reflect the portion of the 
spread that is not attributable to a realistic assessment of expected losses or unexpected 
credit risk.  So, if a market panic causes corporate bond prices to fall, and hence spreads 
to widen, without any corresponding change in default risk, then a higher discount rate 
can be used to value the liabilities. 
 
Aspects of the matching and volatility adjustments continue to be worked on, 
and more details are expected as the framework develops. 
 
 

2.2 The risk margin 

The risk margin is intended to increase the technical provision to the amount 
that would have to be paid to another insurance company in order for them to 
take on the best estimate liability.  It therefore represents the theoretical 
compensation for the risk of future experience being worse than the best 
estimate assumptions, and for the cost of holding regulatory capital against this. 
 
The risk margin is determined using the “cost of capital” method, ie based on 
the cost of holding capital to support those risks that cannot be hedged.  These 
include all insurance risk, reinsurance credit risk, operational risk and “residual 
market risk”.   
 
An example of residual market risk occurs when the duration of liability cashflows is 
longer than the duration of available risk-free assets. 
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● In relation to discretion (which includes the management of with-profits 
business, unit-linked charges and unit pricing): 

– Ensuring that any management actions modelled are consistent 
with the fair treatment of policyholders. 

– Providing indication in reports of the effects of the proposed action 
on the policyholders and on any estate. 

 

Question 16.1  

Suggest proposed discretionary actions that might need to be included in such reports. 

 
It can be noted that the Insurance TAS is principles-based and intended to be 
“durable”, containing few references to legislation and regulations.   
 
Transformations TAS 
 
Another TAS of relevance to life insurance actuaries is the Transformations TAS.  
This gives more detail on principles that should be applied in actuarial work 
relating to business reorganisations which affect policyholders, including Part 
VII transfers, inherited estate attribution and changes to PPFM principles.   
 
The Transformations TAS covers any actuarial work involving a transfer of assets or 
liabilities from one insurer to another.  It also covers any actuarial work carried out to 
support decisions about modifications to policyholders’ entitlements. 
 
 



Page 8  SA2-16: Professional standards and guidance 

© IFE: 2015 Examinations The Actuarial Education Company  

3 Other professional standards and guidance 

This section lists the other current professional standards and guidance that are 
of most relevance to this subject.  Subject SA2 students will not be examined on 
the detail of these resources beyond what has been covered elsewhere in the 
Core Reading. 
 
Actuarial Profession Standards 
 
The following Actuarial Profession Standards were described in Chapter 9: 
 
● APS L1 (“Duties and responsibilities of life assurance actuaries”) – 

relevant to all members appointed to one of the statutory roles. 
 

The statutory actuarial roles are the Actuarial Function Holder, the With-Profits 
Actuary, the Appropriate Actuary and the Reviewing Actuary.  These were also 
covered in Chapter 9. 

 
● APS L2 (“The Financial Services and Markets Act 2000 (Communications 

by Actuaries) Regulations 2003”) – guidance relating to the statutory 
obligation to “whistleblow”.  

 
Actuarial Function Holders and With-Profits Actuaries may need to 
communicate certain matters to the regulators if they have concerns about an 
insurer.  This is commonly referred to as whistleblowing. 

 
Matters that may need to be communicated to the regulators include: 

– contravention of legislation by an insurer 

– significant risk that an insurer’s assets may become insufficient to meet 
liabilities 

– significant risk that the insurer did not or may not take into account 
policyholder interests. 

 
There are also proposals to introduce a cross-practice Actuarial Profession 
Standard in relation to the application of peer review to actuarial work.   
 
This new standard is to be called APS Q1, but is only available in draft form at the time 
of writing (April 2014).  It is to be introduced as part of the IFoA’s Quality Assurance 
Scheme (QAS).    
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APS Q1 emphasises the importance of:  

● appropriate supervision of actuarial work 

● compliance with mandatory actuarial standards and other regulatory 
requirements  

● clear, consistent and effective use of peer review.  
 
Information and Assistance Notes 
 
The IAN “The Actuary as an Expert Witness” is of relevance to life insurance 
actuaries who are appointed to act as an expert witness in legal proceedings 
held before courts or tribunals or in mediations.  
 
Non-mandatory resource material 
 
As noted earlier, the IFoA also produces other non-mandatory resource material 
which is intended to provide helpful guidance for its members.   
 
These include “Whistleblowing – a guide for actuaries” and “Whistleblowing – a 
guide for employers of actuaries”.  These leaflets are intended to help all 
actuaries (and their employers) understand their whistleblowing obligations, 
both professionally and legally, and to alleviate concerns that they may have 
about such responsibilities.   
 
The IFoA has also put in place a confidential advice line that gives advice on when and 
how best to raise concerns.  Details of the advice line and the above guides can be found 
at http://www.actuaries.org.uk/regulation/pages/whistleblowing. 
 
“Conflicts of interest – a guide for actuaries” and “Conflicts of interest – a guide 
for employers of actuaries”.  These leaflets build on the provisions of the 
Actuaries’ Code in relation to conflicts of interest and set out views on good 
practice regarding such conflicts and how they might be managed.   
 
These guides, and further material to assist in assessing and managing conflicts of 
interest, can also be found in the Regulation section of the IFoA website. 
 
 
 
 
 



Page 10  SA2-16: Professional standards and guidance 

© IFE: 2015 Examinations The Actuarial Education Company  

 
 
 
 
 
 
 
 
 
 

This page has been left blank so that you can keep the chapter 
summaries together for revision purposes. 

 
 



SA2-16: Professional standards and guidance Page 11 

The Actuarial Education Company © IFE: 2015 Examinations 

Chapter 16 Summary 
 
Professional Standards Directory 
 
The Actuaries’ Code sets out five core principles which all members of the IFoA are 
expected to observe in their professional lives. 
 
The Professional Standards Directory also includes Information and Assistance Notes 
(IANs) which are intended to provide helpful material on particular matters. 
 
Technical Actuarial Standards 
 
Technical Actuarial Standards are principles-based.   

The TASs of relevance to Subject SA2 are: 

● TAS D: Data 

● TAS M: Modelling 

● TAS R: Reporting Actuarial Information 

● Insurance TAS 

● Transformations TAS.  
 
Other professional standards and guidance 
 
The IFoA has issued the following Actuarial Profession Standards of relevance to 
Subject SA2: 

● APS L1 – Duties and responsibilities of life assurance actuaries 

● APS L2 – The Financial Services and Markets Act 2000 (Communications by 
Actuaries) Regulations 2003”) – guidance relating to the statutory obligation to 
“whistleblow”. 

 
There are also proposals to introduce a cross-practice Actuarial Profession Standard in 
relation to the application of peer review to actuarial work. 
 
The IFoA has also issued the following non-mandatory guidance: 

● Whistleblowing – a guide for actuaries 

● Whistleblowing – a guide for employers of actuaries 

● Conflicts of interest – a guide for actuaries 

● Conflicts of interest – a guide for employers of actuaries. 



Page 12  SA2-16: Professional standards and guidance 

© IFE: 2015 Examinations The Actuarial Education Company  

Suggestions for further reading: 
 
Technical Actuarial Standards: TAS D, TAS R, TAS M, Insurance TAS, 
Transformation TAS 
http://www.actuaries.org.uk/regulation/pages/technical-actuarial-standards-tass-online-learning-materials 

 
Other Actuarial Profession Standards, IANs and non-mandatory resource 
material as listed in the Core Reading 
http://www.actuaries.org.uk/regulation/pages/professional-standards-directory 
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The ABI revised its SORP with effect from December 2005 in order to comply 
with FRS 27 and FRS 26.  A further minor change was made at December 2006 to 
accommodate amended supervisory reporting regulations which, amongst other 
things, permit policies with no guaranteed surrender value to have a negative 
provision (as mentioned in Chapter 11 Section 3.2). 
 
The application and interaction of all the accounting standards described above is rather 
confusing.  The diagram below summarises the position for UK life insurance 
companies.  You might find the diagram helpful in piecing together the information in 
later sections of this chapter and for revision. 
 
 

Type of company and 
accounts Listed company:

Consolidated accounts

Subsidiary of listed company

Listed holding company:
Own (non-consolidated) accounts

Unlisted company

EU-approved IFRS optional

Can use UK GAAP (ie MSB)

MSB incorporates FRS 27 (from 
2005) and FRS 26 (from 2006)

EU-approved IFRSAccounting standards 
applying

Insurance contracts can be valued 
using local standards, ie MSB

Investment contracts must be
 valued using IAS 39

Other comments

Technically, ASB has no control 
after implementation of IFRS, but 

note Memorandum of 
Understanding (incorporation of 

FRS 27)

FRS 26 brings MSB into 
line with IAS 39 for 

investment contracts

UK GAAP replaced with 
"new UK GAAP" from 2015
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The sections in this chapter cover: 

● IASB – International Financial Reporting Standard (IFRS) 4 (Section 1) 

● ASB – Financial Reporting Standards (FRS) 27 and 26 (Section 2) 

● MSB – Modified Statutory Basis, including the impact of FRS 27 and FRS 26 
(Section 3). 

 
It should be noted that, for accounting periods beginning on or after 1 January 
2015, current UK GAAP will be replaced by four new Financial Reporting 
Standards: FRS 100, 101, 102 and 103 (“new UK GAAP”).  The first three of these 
standards are generic and hence are not specific to insurance, whereas FRS 103 
is specific to insurance contracts and is only relevant to entities applying FRS 
102 that have such contracts.  As for any such accounting standards, early 
adoption is permitted. 
 
FRS 103 aims to consolidate the existing insurance accounting requirements and should 
generally allow insurers to continue with their existing accounting policies. 
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Chapter 26 
 
 

Surplus distribution (2) 
 
 

Syllabus objective 
 
(g) Describe the management of UK with profits business, including: 

 appropriate ways of determining surplus distribution policy  

 

(Covered in part in this chapter.) 

 
 

0 Introduction 

This chapter builds on Chapter 25 by looking at the factors considered by companies in 
making their bonus decisions and at the investigations carried out. 
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1 Timing of surplus distribution  

Deferring the distribution of surplus can help a company to meet its financial 
aims.  For example, it will want to maximise the return which it provides to its 
policyholders.  This will entail investing in assets such as ordinary shares and 
property which are expected in the long term to provide a return that is not only 
better than that available on fixed-interest securities, but also exceeds the rate of 
inflation. 
 
The ability to invest in this way, however, also depends on the extent of the 
company’s free assets. 
 
The declaration of reversionary rather than terminal bonus will increase 
guarantees and hence increase reserves, thus reducing free assets.  Thus 
deferral of the distribution of surplus also helps the company to manage its 
capital position.   
 
For realistic-basis life firms, the above reasoning is affected by the “twin peaks” 
solvency regime, where the realistic peak is based on aggregate with-profits asset 
shares. 
 

Question 26.1  

Suppose, for a particular with-profits company, the realistic peak is the more onerous of 
the two.  What effect will increasing the deferral of surplus have on the following? 

(i) The company’s free assets. 

(ii) The company’s ability to invest in equities. 

 
It could also be argued that terminal bonuses can more readily facilitate the 
equitable treatment of policyholders.  That is, the rates of terminal bonus can be 
set so as to maintain the desired degree of equity between different generations 
and types of contracts. 
 
The implication of the above would be that more emphasis should be placed on 
terminal rather than reversionary bonus. 
 
This may, however, conflict with treating customers fairly, as policyholders will 
expect a continuation of past practice as regards the split between reversionary 
and terminal and are unlikely to welcome a move towards a higher terminal 
bonus element.   
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The company itself can of course influence policyholders’ expectations, and should try to 
ensure that they are in line with its intentions.  The PPFM describes the company’s bonus 
and smoothing policy and how it will achieve equity between policyholders and 
shareholders, if appropriate.  Other literature (eg product particulars) also influences 
expectations and the information given in these items should also be in line with the actual 
intentions of the company. 
 
Equally, relatively low reversionary bonus rates could have an adverse impact on 
competitive position (if the company is still open to new business). 
 
A proprietary company will also be concerned to maximise the transfers that it 
can make to its shareholders.  The method of distributing surplus as bonus will 
affect the pace at which transfers can be made.  Maximisation of shareholder 
transfers implies deferring the emergence of surplus as little as possible, as the 
rate of return required by shareholders will usually exceed the rate at which 
undistributed surplus accumulates within a life insurance company. 
 
An additional factor to be considered is the effect of the supervisory valuation basis on 
the amount of surplus transferred to shareholders. Reversionary bonus tends to produce 
higher transfers to shareholders than terminal bonus because reversionary bonus is 
normally overvalued by typical supervisory valuation bases. 
 
Proprietary companies may therefore want to manage the reasonable 
expectations of their with-profits policyholders so that they expect bonuses to 
be declared predominantly in reversionary rather than terminal form. 
 
Of course, proprietary companies are also subject to other influences that favour more 
emphasis on terminal bonus, such as the desire to appear as strong as possible and 
maintain investment freedom. 
 
Overall, then, companies need to balance the competing aims of: 

 maximising returns to policyholders, and 

 maximising transfers to shareholders (for proprietaries). 
 
The impact of these factors will depend on the balance desired between these aims and 
also of course on the current financial strength of the company. 
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2 Smoothing 

2.1 Why bonus rates may be smoothed 

A key aspect of smoothing is to limit the change in payouts over time, in 
accordance with policyholder expectations (and as described in the PPFM). 
 
There is also a second type of smoothing, namely the smoothing out of 
fluctuations in experience between different contracts or groups of contracts. 
 
A strict interpretation of equity would imply that bonuses are allocated to each 
maturing contract on the basis of its own contribution to surplus.  In the UK, 
however, the with-profits system is viewed as a pooled system.  That is, risks are 
spread over a group of similar contracts, so that good experience under some 
contracts balances poor experience under others.  If policyholders do not want 
this they will presumably opt for unit-linked contracts, where the degree of 
smoothing of experience is much less. 
 
The “strict” interpretation of equity suggested by the Core Reading would lead to each 
policy receiving its own asset share.  However, if the concept of equity is developed 
further, it can be argued it is actually equitable to do what people expect.  Therefore, if 
policyholders expect some smoothing over time and between groups of contracts, it is 
equitable to perform this smoothing. 
 
In fact, the unique selling point of with-profits business is that the benefit is deliberately 
smoothed so that policyholders are not exposed to all the influences on their own asset 
share.  In particular, they are protected to some extent from volatile investment 
performance.  In other words, smoothing of claim payments is a deliberate decision to pay 
a benefit other than the earned asset share. 
 
 

2.2 The factors affecting the degree of smoothing 

A number of factors affect how much companies smooth their bonus rates and hence 
their payouts.  The key factors that we shall be considering here are: 

 the method of distribution (ie reversionary and terminal bonus), 

 the asset backing, 

 the extent of the free assets, and 

 company policy. 
 
In addition, one factor has already been mentioned, namely treating customers 
fairly.  This is related to the second factor, the method of distributing surplus. 
 



SA2-26: Surplus distribution (2) Page 11 

The Actuarial Education Company © IFE: 2015 Examinations 

Option 1 is unlikely to be a practical interpretation.  Option 2 might be tolerated for a 
period.  Option 3 is the interpretation that most companies would like to adopt.  The key 
issue here is that one cannot think about the sustainability of reversionary bonus in 
isolation, but must also think about the impact on terminal bonus and the free assets as 
well. 
 
It would be important to carry out the main investigation above using different 
future investment scenarios, or stochastic modelling, to assess in what 
situations the reversionary bonus rates may not be sustainable.  Also, the 
company may use smoothed earned asset shares so as to avoid fluctuations in 
the supportability of the reversionary bonuses due to fluctuations in market 
values. 
 
(In addition to this assessment of the current realistic valuation position, the company is 
likely to want to explore the possible impact of its bonus distribution plans on future 
solvency, both realistic and statutory.  We return to this topic in Section 4.) 
 
Whether the same rates of reversionary bonus should be given to all types of 
contract can be assessed by choosing specimen contracts that model the 
existing with-profits business.  For each specimen contract, the gross-premium 
reserve, as determined above, can be compared with its earned asset share. 
 
Significantly different results for different classes of contract might lead to the 
company giving them different rates of reversionary bonus.  An example here 
would be pensions business and BLAGAB business, where the different tax 
bases of the funds and different average terms of the contracts may lead to 
different rates being declared. 
 
Often, of course, contracts as different as “life” and “pensions” are separately designed 
and are always expected to have different bonus series.  They may for example have 
very different guaranteed levels of return, or one may be a recurrent single premium 
contract and the other a regular premium contract. 
 

Question 26.2  

Which of life and pensions business is more likely to be based on a recurrent single 
premium approach and why? 

 
The ability of new business premium rates to support the reversionary bonus 
rate or rates also needs to be assessed, by looking at their bonus earning power 
for specimen contracts, on the same realistic assumptions as above.  However, 
very little new conventional with-profits business is sold now in the UK. 
 



Page 12  SA2-26: Surplus distribution (2) 

© IFE: 2015 Examinations The Actuarial Education Company 

The “bonus earning power” of a block of with-profits business is simply the sustainable 
rate of bonus that could be paid on the business given a set of assumptions about the 
future (in particular about investment return).  Usually it assumes a target payout of 
asset share.  It may be expressed in terms of reversionary bonus only.  Alternatively, 
there will be various combinations of reversionary bonus and terminal bonus that are 
supportable. 
 
The glossary of terms for Subjects ST2 and SA2 both include the term “bonus earning 
capacity”, which is interchangeable with “bonus earning power”. 
 

Question 26.3  

How is the bonus earning power (BEP) of premium rates likely to compare with the 
bonus earning power of recently written business? 

 
 

3.4 Terminal bonuses under conventional with-profits contracts 

Whilst reversionary bonus rates may only be reviewed once a year, terminal 
bonus rates are likely to be reviewed whenever there is a significant change in 
investment conditions, if not routinely more frequently. 
 
So, although some companies’ terminal bonus rates might also be reviewable once a 
year, it is also common for them to be subject to six-monthly review. 
 
Conventional with profits bonus rates tend to be declared for all contracts in a 
cohort, irrespective of size, and so specimen contracts can be chosen to model 
the business maturing in the near future.  Companies also look at the actual 
asset shares of individual policies maturing in the near future to check that the 
specimen contracts reflect the true cost.  For each model point, its earned asset 
share can be compared with the maturity benefit excluding any terminal bonus.  
The excess of the former over the latter will indicate the scope for terminal 
bonus. 
 
As already mentioned the company will want to smooth the resulting terminal 
bonus rates.  This may be codified in a smoothing policy, or rule, which may 
result in some percentage of the earned asset share being paid out depending 
on asset movements in, say, the previous three years. 
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2 Credit risk 

Credit (or counterparty) risk is incurred whenever a firm is exposed to loss if a 
counterparty fails to perform its contractual obligations including failure to 
perform them in a timely manner.   
 

Question 27.1  

List five counterparties whose potential default is a credit risk to a life insurer. 

 
A firm will set up internal systems to monitor its exposure to credit risk.   
 
A firm is likely to monitor both the current exposure and also the potential future 
exposure, with the latter being calculated using probability analysis. 
 
This will enable it to restrict its exposure to different counterparties and assets 
to prudent levels that are consistent with regulations and its own risk appetite 
and capital resources, and to ensure that those exposures are adequately 
diversified.  The regulator requires firms to make deductions from the value of 
assets in respect of exposures to one asset, counterparty or group of closely 
related counterparties in excess of prescribed limits.  
 
These are the admissibility and counterparty limits that limit how much exposure can be 
taken into account for the purposes of demonstrating solvency under the current 
solvency regime.  Under the Solvency II regime, credit and counterparty risk form part 
of the SCR and the “prudent person principle” requires firms to consider the 
diversification of their assets by counterparty. 
 
In monitoring the credit risk to which a firm is exposed the controls will take 
account of the following: 

 the counterparty (or asset) exposure, which is the amount a firm would 
lose if a counterparty were to fail to meet its obligations (or equivalently, if 
an asset or class of identical assets were to become worthless or 
significantly reduced in value) 

In reality, default by a counterparty might not lead to total loss.  For example, 
when a company declares bankruptcy, its assets will be divided up amongst its 
creditors, so bondholders are likely to receive back part of their investment. 

 the adequacy of diversification actions in spreading the credit risk 
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 the likelihood of default 

The credit rating of a counterparty should provide an indication of the likelihood 
of default.  Rating agencies (eg Standard & Poor’s, Moody’s) produce default 
statistics that can be used for assessing this risk. 

 the expected loss in the event of default (taking into account how much 
may be recovered) 

 the period for which the exposure continues 

 the level of collateral or other risk mitigating arrangements (eg credit 
insurance or derivatives such as credit default swaps). 

 
Credit risk management is closely related to the issue of capital management in 
the life insurance industry.  Management information will reflect the importance 
of credit risk monitoring to a firm and will generally contain measures related to 
credit risk.  This may include, for example, analysis of corporate bond and 
reinsurance exposures by credit rating.    
 
Credit derivatives may be used as part of a firm’s credit risk management framework.  
This relatively new type of derivative has cashflows that depend on the creditworthiness 
of one or more entities (eg company or government).  They allow firms to trade credit 
risks in much the same way as they do market risk. 
 
The most popular type of credit derivative is a credit default swap, which gives the 
holder the right to sell a bond for its par value in the event of default by the issuer.   
 
It should be noted that there is no universally agreed definition of “credit risk” – 
in particular, there are often differences between companies in the classification 
of credit spread risk, which is the risk of changes in the value of an asset arising 
from changes in the expectation of future failure of counterparties to perform 
their obligations.  For traded assets (eg corporate bonds) credit spread risk is 
reflected in the market price, therefore is often considered as “market risk”.  
Other companies choose to define it as “credit risk”, since the underlying 
features are the same as those described above. 
 
Similarly, some organisations differentiate between “credit risk” (defined more 
narrowly as the risk that a borrower will partially or wholly default on repayment 
of debt (interest and/or capital payments) and/or the credit spread effect 
described above) and “counterparty risk” (defined as the risk that a third party to 
a transaction or agreement fails to perform its contractual obligations, such as 
under a derivative transaction or an outsourcer).   
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Any significant errors should be picked up by daily reconciliation checks, but smaller 
errors may remain undetected for longer. 

It can be extremely costly to correct an error in unit pricing which remains 
undetected for a period of time, both in terms of compensation payments to 
affected policyholders and also the costs associated with calculating, applying 
and communicating correct prices and numbers of units in linked funds or in 
external unit trusts. 

The management of unit-linked business can also generate liquidity risk, if the 
underlying assets are relatively illiquid, for example large property investments.  
If there are significant withdrawals from the unit fund and it is necessary to 
dispose of such assets, this might take some time.  Companies therefore often 
include policy conditions that enable them to defer encashment of units in these 
funds, rather than doing so immediately.   
 
A number of companies made use of such conditions during 2008 and 2009 following 
high levels of withdrawals from their property funds.  
 
These conditions may state a maximum period of deferral, in which case there 
remains a risk that the actual disposal is not achieved within that time.  This 
would expose the company to changes in the asset value over the period from 
the end of the contractual encashment period to the date of the actual disposal.  
There is also a potential reputational risk arising from any deferral of payment of 
benefits. 
 
 

5.2 Conduct risk 

Conduct risk is described by the regulator as “the risk that firm behaviour will 
result in poor outcomes for customers”.  This encompasses a range of elements 
such as: 

 operational failures (eg poor control of distribution and/or servicing) 

 information asymmetries 

 keeping pace with regulatory requirements and customer needs 

 market conditions 

 product development activities, and 

 strategic objectives.   
 
It therefore goes beyond just the Treating Customers Fairly concept described in 
Chapter 17, although meeting the consumer outcomes listed there will be a key 
element of conduct risk control, as will general operational risk controls.   
 
The management of conduct risk requires an insurance company to have a 
robust framework that will enable it to deliver fair customer outcomes, and that 
this framework is clearly articulated throughout the organisation so that the 
appropriate culture is developed. 
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6 Insurance risk 

6.1 General 

As for other types of risk, there is no universally agreed definition of insurance 
risk.  It normally includes fluctuations in the timing, frequency and severity of 
insured events, relative to the expectations of the firm at the time of 
underwriting.  Insurance risk can also refer to fluctuations in the timing and 
amount of claim settlements.  Examples include variations in the mortality and 
persistency rates of policyholders, or the possibility that guarantees could 
acquire a value that adversely affects the finances of a firm and its ability to treat 
its policyholders fairly.  More generally, it includes the potential for expense 
overruns relative to pricing or provisioning.  
 

Question 27.6  

So insurance risk covers mortality, withdrawal and expense risk.  Briefly suggest ways 
of controlling these risks. 

 
The appropriate systems and controls for insurance risk will vary with the scale, 
nature and complexity of the firm’s activities.  In general, a firm’s Board of 
Directors will determine a business plan and appropriate monitoring to 
determine how activities compare to plan for accepting new insurance risk and 
managing its existing insurance risk.  The firm will generally document its policy 
for insurance risk, including determining its risk appetite and how it can 
measure, monitor and control that risk.  This will include the classes and types 
of risk it will accept, limits on the amount of business it will take on, how it will 
manage the expense levels associated with its business, and its approach to 
dealing with the exercise of discretion.  A firm’s approach to use of reinsurance, 
managing persistency risk and analysis of risks will also be included.  
 
A firm’s approach to reinsurance will cover aspects such as the overall aim of 
reinsurance (eg acceptable probability of insolvency) and the required credit rating of 
reinsurers. 
 
Insurance risk is closely linked to solvency monitoring, capital management and 
financial reporting.  A firm’s controls will provide frequent information on its 
insurance risks and their impact on solvency and profitability to the appropriate 
management committees.   
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These may include:  

 A statement of the firm’s profits or losses for each class of business that 
it writes including an analysis of how these have arisen and variance 
analysis from plan or budget.  

 The amount and detail of new business written and the amount of 
business that has been lapsed or cancelled. 

 Emerging trends in persistency and expense levels. 

Appropriate escalation procedures should be in place for any breaches of 
defined limits.   
 
 

6.2 Underwriting 

Underwriting is an internal control appropriate for the management of some 
insurance risks.   
 
The general principles covered in Subject ST2 apply directly to a UK life 
insurance company.   
 

Question 27.7  

List six ways in which underwriting can be used to manage risk. 

 
The underwriter is attempting to ensure that a pool of lives insured is aligned to 
the risk assessment criteria used by the actuary in pricing the product.  The 
underwriting philosophy of the life company will often be specific to that 
company, and one company may employ different philosophies for different 
products.   
 
This might be the case where different products are aimed at different target markets 
and/or sold through different distribution channels. 
 
Each such philosophy, and how tightly it is maintained, will impact the 
company’s mortality or morbidity experience accordingly. 
 
It is important to note that a change in underwriting practice can also impact the 
mortality or morbidity experience of the pool of lives which is not underwritten.  
For example, an increase in the volumes of underwritten (eg impaired life) 
annuities would have a direct effect on the experience of non-underwritten 
annuities. 
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Question 27.8  

Would the mortality experience for new non-underwritten annuities get better or worse 
following the introduction of impaired life annuities? 

 
Considerations relevant to the UK include: 

 For medical underwriting, an insurer may use medical examinations, 
nurse screening or information from an individual’s medical records to 
inform the risk evaluation.  Most people in the UK will be registered with a 
doctor (GP) who will have a comprehensive record of their past medical 
history.  Reports from these GPs are therefore a valuable source of 
information about an applicant that allows the underwriters to assess 
effectively any additional risk.   

Although much UK medical treatment is not actually performed by a patient’s 
GP, the GP should nevertheless be informed of such treatment, and may well 
have referred the patient for it in the first place. 

 
There are also a limited number of confidential private services such as some 
clinics for sexually transmitted diseases.  These services theoretically undermine 
the completeness of GP’s records, but the general UK picture remains one of 
fairly reliable and complete medical information. 

 
Traditionally, insurers have asked GPs to produce a summary of 
information contained within an individual’s medical records for a small 
percentage of applications.  This introduces a risk that GPs will not 
summarise all of the pertinent information.   
 
More recently, insurers have looked at the possibility of using a clause in 
the Data Protection Act 1998 which allows individuals to request their 
medical records in full (known as Subject Access Requests).  If the 
logistical challenges of underwriting this volume of information can be 
overcome, this approach should reduce non-disclosure risk (see below), 
and if the process can be reliably automated, it could lead to 
comprehensive medical underwriting on significantly more life insurance 
applications. 

 
In the UK, supplementary questionnaires are also used for some proposals.  For 
example, “supplementary lifestyle questionnaires” have been requested from 
young males, amongst others, with the particular aim of identifying high AIDS 
risks. 
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Question 27.9  

Information on a person’s health is not the only type of information that will be 
sought by underwriters.  Suggest four other types of information that may be 
sought. 

 

 
Question 27.10  

Once the required information has been gathered, the company will find that 
some applicants are not acceptable on normal terms.  State the three main ways 
in which a company might deal with a proposal it is willing to accept, but only 
on special terms. 

 

 Non-disclosure (eg of medical history or smoker status,) has historically 
been a problem within the industry.   

Insurance companies try to control non-disclosure in the following ways: 
 
Tobacco related non-disclosure has been addressed by the use of 
cotinine testing, which is obtained on all non-smoking applicants when a 
medical examination is requested.   
 
Application forms have become more comprehensive, with questions 
worded in “plain English” to avoid misunderstanding and inadvertent 
non-disclosure.   

 
Client declarations on the application form are used to warn clearly of the 
potential impact on insurance cover in the event of misrepresentation.   

 
It has also become commonplace for insurers to conduct random 
sampling of cases after acceptance, where medical reports are again 
obtained.   

 
An industry code of practice has been put in place by the ABI to ensure 
commonality of approach to non-disclosure when it is discovered.  This 
provides guidance to ensure that any action is in moderation to the 
perceived motives behind the non-disclosure; but the measures can 
ultimately lead to a claim being declined. 
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 Equality legislation, data protection and Unfair Contract Terms legislation 
provide a framework within which the underwriting process must operate. 

Recall from Chapter 4 that the Equality Act allows the company to charge higher 
premiums for persons suffering from impairments provided the impairments are 
relevant to the risks and provided the insurer can produce statistical evidence to 
that effect.   
 
Also from Chapter 4, EU companies are unable to use gender as a rating factor 
with effect from December 2012. 
 

 Genetic testing is used to diagnose, identify and predict genetic 
conditions.  Few tests can predict with certainty when an illness might 
begin, or how severe it might be.  However, there have been concerns that 
a minority of patients might be deterred from taking predictive genetic 
tests if they believed that it could prevent them from obtaining insurance.  
Therefore the UK life insurance industry currently has a voluntary 
moratorium in place on the use of genetic information in underwriting.   

This moratorium precludes the use of genetic information unless the 
results yield a more favourable outcome for the applicant than would have 
been the case if no genetic information had been provided.  The exception 
is for Huntington’s disease tests for large life insurance sums assured.   
 
The moratorium (ie temporary ban) on the use of genetic test results by insurers 
came into effect on 1 November 2001, for a duration of five years.  In March 
2005 the moratorium was extended and in April 2011 it was extended again until 
2017.  This ensures that, for the duration of the moratorium, consumers do not 
have to disclose any past genetic test results, for cover up to specified limits (eg 
£500,000 for life insurance).  Above these limits information on past results may 
be requested for approved tests only, currently just Huntington’s. 

 
 

6.3 Reinsurance 

As covered in Subject ST2, reinsurance can be used to manage insurance risk.  
However, it generates its own additional risks: 

 Counterparty risk 

The exposure of some companies to a reinsurer can be large.  Exposure 
could be measured as statutory or realistic reserves ceded or costs borne 
to replace the cover.   
 
Various forms of collateral, or defined actions given certain events, can 
mitigate the risk itself. 
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3 Analysis of the methods 

3.1 The retrospective method 

We looked at the disadvantages of the retrospective method for with-profits business in 
Question 29.2. 
 
The advantages of the retrospective method for both with- and without-profits business 
are:   

 the unsmoothed asset share represents the maximum that could be paid without 
making a loss 

 the company may also have used this method to calculate specimen surrender 
values in product literature. 

 
For with-profits contracts, the retrospective method has the additional advantage 
that it fits in with the company’s surrender value philosophy, if that is to return a 
proportion of the earned asset share.   
 
It should also fit in with the company’s maturity value philosophy, if it is also based on 
asset shares.  Most UK companies now have a surrender and maturity philosophy that is 
based on asset shares. 
 
 

3.2 The prospective method 

This method may not be considered to be so acceptable for with-profits 
contracts since it could produce values that are significantly different from the 
earned asset share – assuming that it is the company’s philosophy to return a 
proportion of the earned asset share on surrender.  However, a number of 
companies get around this disadvantage by adjusting the prospective 
calculations such that the results are consistent with aggregate asset shares.  
The method avoids giving surrenders their individual asset shares which, for 
conventional with-profits business, could be inconsistent with maturity values. 
 
This approach also enables a separate value to be given to the basic sum 
assured and to any attaching bonuses.  This can be useful if policyholders wish 
to surrender attaching bonuses on their own. 
 
If a realistic set of assumptions is used to value sum assured and attaching bonuses, but 
no account is taken of terminal bonus, values very far from asset shares can result.   
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On the other hand, if: 

1. a prospective method is used which takes account of terminal bonus, and 

2. terminal bonus is assessed using asset shares, 

then the prospective method will tend towards the asset share. 
 
These points emphasise that for with-profits business, prospective and retrospective 
calculations are closely linked.  They also emphasise that a prospective calculation 
needs to be defined in detail before you can explore the implications of the calculation. 
 
Whether the surrender values will run into the maturity value for with-profits 
contracts depends on how the company allows for terminal bonus, ie on whether 
or not the prospective calculation includes a realistic element of terminal bonus. 
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Contingent loans* 
 
Contingent loans are a form of debt instrument where the repayment is 
contingent on a specified financial outcome, such as surplus emerging.  (See 
also Securitisation.) 
 
It would also be possible to have repayments contingent on some other financial aspect 
of the company.  For example, in the context of risk premium reinsurance, the 
reinsurance premium could be increased to take account of the loan repayments, thereby 
making the repayments contingent on the reinsured business remaining in force. 
 

Contribution method 
 
This is the most common method of distributing surplus in the countries of the 
Pacific Rim and involves the payment of a cash dividend to with-profits 
policyholders. 
 

Conventional contracts 
 
A conventional contract typically has benefits that are initially set at the start of 
the contract, based on the premium paid.  In the case of conventional with-
profits contracts, additional benefits may be paid on top of these base benefits if 
investment returns have been sufficient. 
 

Credit and counterparty risk*  
 
There is no universally accepted definition of credit risk and counterparty risk, 
and some companies use the two phrases interchangeably. 
 
The Core Reading in the Course Notes defines credit (or counterparty) risk as being 
incurred whenever a firm is exposed to loss if a counterparty fails to perform its 
contractual obligations including failure to perform them in a timely manner. 
 
Credit risk may be defined as the probability that a borrower will fail to make 
payment of interest and/or the principal amount.  This may be extended to 
include also the failure of a reinsurer to make payment of reinsurance claim 
recoveries. 
 
Counterparty risk may be regarded as the risk that a counterparty will not honour 
its obligations.  If a default occurs before the date when settlement of the 
underlying transaction is due, the party that has been let down will be exposed 
to the replacement risk of having to bear any costs of replacing or cancelling the 
deal. 
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Deferred acquisition costs (DAC)* 
 
DAC refers to the process, in accounting terms, of deferring the acquisition costs 
incurred so that they are not allowed to depress profits at issue of the insurance 
contract but instead are used to reduce margins arising in the future where these 
margins are not needed to cover ongoing renewal costs of the insurer.  DAC is 
not a “real” asset and as such does not impact the actual cashflow to/from the 
company.  It is inadmissible on a Pillar 1 supervisory basis and is simply an 
accounting concept used for spreading profit. 
  

Deficiency reserve* 
 
A deficiency reserve is used in the context of reserving for group life contracts 
to cover any future inadequacy in the premiums that the company is charging.  
The company can determine the extent of any deficiency reserve required by 
comparing the premiums that it will be charging over the rest of the guarantee 
period with the premiums that it should be charging. 
 

Direct salesforce* 
 
A direct salesforce operates in a similar way to an appointed representative firm, 
but the salesforce is managed by the insurer and its representatives are 
employed by that company. 
 

Discounted payback period 
 
The discounted payback period is the policy duration at which the profits that 
have emerged up to that point in time have a present value of zero.  Therefore, it 
is the time it takes for a company to recover its initial investment with interest at 
the risk discount rate. 
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Non-unit reserve 
 
A company will have non-unit liabilities under its unitised contracts – for 
example the expenses of managing the business – for which it receives 
monetary payments in the form of the future charges it extracts.  If it expects that 
the charges will not be sufficient to meet these liabilities at any point on a 
cashflow basis, it has to hold a non-unit reserve to provide for the deficiency. 
 
It may, subject to other constraints, be possible for a life insurance company to 
hold a negative non-unit reserve where it expects that future charges will be 
more than sufficient to meet the future non-unit liabilities. 
 

Offer price 
 
In the context of a unitised life insurance contract, this is the price a life 
insurance company uses to allocate units to a unitised contract. 
 

Office premium 
 
The office premium is the premium that the policyholder pays under a life 
insurance contract.  It is also called the “gross” premium. 
 

Operational risk* 
 
Operational risk has been described by the Basel Committee on Banking 
Supervision as “the risk of loss, resulting from inadequate or failed internal 
processes, people and systems, or from external events”.  Examples of 
operational risk exposures are internal and external fraud, failure to comply with 
employment law or meet workplace safety standards, damage to physical assets, 
business disruptions and system failures, and transactional processing failures.   
 

Option (health) 
 
A health option is where the life insurance company gives a policyholder the 
right to increase or extend the death or sickness cover under a life insurance 
contract at some future time or times without further evidence of health. 
 

Original terms (coinsurance) reinsurance 
 
This method of reinsurance involves a sharing of all aspects of the original 
contract. 
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Overheads 
 
The term overheads is used to refer to that part of a life insurance company’s 
total expenses which are independent of the volumes of business it is currently 
writing or has already written.  In practice, companies will have different views as 
to which of their expenses will be overheads. 
 
A company will usually allow for its overheads in pricing by allocating them on a 
per policy basis using an estimate of the number of contracts it expects to write.  
However, provided certain conditions are met, a company may decide for 
competitive reasons to price a contract ignoring any contribution to overheads.  
This is often known as “marginal costing”. 
 

Own Risk and Solvency Assessment (ORSA)* 
 
Under Pillar 2 of Solvency II, each insurance company is required to carry out an 
Own Risk and Solvency Assessment (ORSA).  The ORSA has been defined as: 
“The entirety of the processes and procedures employed to identify, assess, 
monitor, manage and report the short- and long-term risks an insurance 
undertaking faces or may face and to determine the own funds necessary to 
ensure that the undertaking’s overall solvency needs are met at all times.” 
 

Paid-up policy 
 
This is a regular premium policy under which no further premiums are payable 
and sufficient premiums have been paid such that benefits are paid on claim 
even without the payment of further premiums.  It normally arises because the 
policyholder decides not to pay any further premiums, in which case the 
company would reduce the benefits under the contract allowing for the actual 
premiums paid.  Under some regular premium policies, premiums may be 
contractually payable for a shorter term than the term of the contract.  When the 
premium paying term has expired, such policies are sometimes referred to as 
“fully paid-up”. 
 

Peak 1 and Peak 2* 
 
See Twin peaks below. 
 

Permitted links* 
 
In the UK, there are rules that specify the assets to which a company can link its 
unit-linked business and the types of links by reference to which index-linked 
benefits may be determined.  These are known as the permitted links rules.   
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Persistency 
 
In a life insurance company, “persistency” is used to refer to the rate of retention 
of policies that is experienced by the company.  If a company has “poor 
persistency”, this indicates a high level of lapses and/or surrenders. 
 

Pillar 1 and Pillar 2* 
 
Under the current regulatory reporting regime, these are as follows: 
 
 Pillar 1 covers public solvency information that appears within the 

regulatory Returns on the basis of prescriptive rules. 

 Pillar 2, the Individual Capital Assessment (ICA), covers a confidential 
assessment of solvency for the PRA, recognising all the risks to which a 
firm is exposed, not just the prescribed risks of the Pillar 1 rules.   

 
Solvency II is also based on a Pillars approach. 

 
Polarisation* 
 
The Financial Services Act 1986 introduced “polarisation”, under which it had to 
be made clear whether a salesperson was tied to one insurer only, able to sell 
only that company’s products, or was independent, in which case product 
recommendations had to be based on the products on offer in the market from 
all insurers.  The polarisation rules were altered from June 2005 to allow a new 
type of adviser, a multi-tied adviser, one that would be able to recommend 
products from only a limited number of insurers chosen by the adviser.  Further 
changes to the distribution regime for “investment” business have been 
introduced from 2013 (see Retail Distribution Review). 
 

Policy fee 
 
This is an amount, usually independent of the size of benefit under a contract, 
included in the office premium to cover part of a life insurance company’s 
maintenance expenses. 
 

Policyholders’ reasonable expectations (PRE)* 
 
This relates to policyholders’ reasonable expectations with regard to the level of 
benefits or charges under contracts where these are at the discretion of the life 
insurance company. 
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There is no generally accepted definition of PRE, but they will be influenced by, 
for example, the past practice of a company and any literature issued by it, 
particularly the PPFM.  Judgement will be called for in managing PRE.  The 
concept of PRE is closely linked to Treating Customers Fairly (TCF). 
 

Preferred lives* 
 
These are lives who can demonstrate, by fulfilling certain specified criteria, that 
they are in particularly good health.  A company may then offer such lives lower 
premium rates for life insurance contracts, in particular for term assurances. 
 

Principles and Practices of Financial Management* 
 
The Conduct of Business Sourcebook (COBS) (a module of the regulatory 
Handbooks) specifies the information that a product provider must make 
available in respect of with-profits business, particularly the production of the 
Principles and Practices of Financial Management (PPFM).  Any firm that has any 
in-force UK with-profits business must establish and maintain a PPFM document 
setting out how such business is conducted. 

 
Profit test 
 
A profit test is a technique that involves discounting the future cashflows arising 
under a contract for assessing the expected profitability of that contract.  This 
profitability is often measured as a percentage of the first year’s premiums (or 
commission, if applicable) under the contract.  Profit testing can be used to 
determine the premium and/or the level of charges under a contract. 
 

Proprietary (life insurance company) 
 
This is a life insurance company that is owned by shareholders. 
 
Prudential Regulation Authority (PRA)* 
 
The PRA is a subsidiary of the Bank of England and is the UK regulator 
responsible for the prudential regulation of all deposit-taking institutions, 
insurance providers and large investment firms.   
 

Prudential sourcebook for Insurers (INSPRU)* 
 
See General Prudential sourcebook (GENPRU) above. 
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Solvency* 
 
A life insurance company is solvent if its assets are adequate to enable it to meet 
its liabilities and solvency capital requirements.  The PRA has rules on the 
values that a company can place on its assets and liabilities and the levels of 
capital requirements, for the purpose of demonstrating supervisory solvency. 
 

Solvency II* 
 
Solvency II is an updated set of regulatory requirements for insurance firms in 
the EU, based on a three pillar approach, which is planned to replace the current 
Solvency I regime from 1 January 2016.  The aim of EU solvency rules is to 
ensure that insurance undertakings are financially sound and can withstand 
adverse events, in order to protect policyholders and the stability of the financial 
system as a whole.   
 

Solvency Capital Requirement (SCR)* 
 
Under Pillar 1 of Solvency II, there are two distinct capital requirements: the 
Solvency Capital Requirement (SCR) and the Minimum Capital Requirement 
(MCR).  The SCR is a Value-at-Risk measure calibrated to a 99.5% confidence 
level.  It can be calculated using a prescribed standard formula approach, or by 
using a company-specific internal model which has to be approved by the 
regulator.  
 

Subordinated debt* 
 
Subordinated debt is a form of debt instrument where the repayment ranks 
beneath the interests of policyholders. 
 

Surplus 
 
Surplus is the excess of the value placed on a life insurance company’s assets 
over the value placed on its liabilities.  A negative surplus is usually called a 
strain or deficit. 
 

Surrender value 
 
This is the amount that would be paid out to a policyholder who cancels his or 
her contract. 

Switching option* 
 
A switching option arises under unitised contracts where the policyholder has 
the right to switch his or her unit-holding into a different choice of linked fund 
including into or out of a unitised accumulating with-profits fund. 
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Takaful* 
 
Takaful is a form of insurance which is compliant with Sharia – the body of legal 
and ethical rules that govern the life of a Muslim.  It is similar in many ways to 
conventional mutual insurance: policyholders co-operate by pooling premiums 
(generally referred to as donations) and profits and losses are shared and 
liabilities spread according to an agreed pooling system.  However, the 
application of Sharia principles means that Takaful differs from conventional 
insurance in three main respects: the concepts of payment of interest, 
uncertainty and gambling are all forbidden, and Takaful products must therefore 
be designed to accommodate these constraints. 
 

Technical Actuarial Standards (TAS)* 
 
Technical Actuarial Standards are professional standards issued by the 
Financial Reporting Council, which cover both generic and specific areas of 
actuarial work.  Each TAS is mandatory for all members of the Institute and 
Faculty of Actuaries when undertaking work that is within the scope of that TAS. 
 

Terminal bonus 
 
A terminal bonus is a bonus that may be payable on maturity, death or surrender 
of a with-profits contract.  It is typically a percentage, varying with duration in 
force and possibly with original policy term, of attaching regular reversionary 
bonuses and/or sum assured under a conventional with-profits contract, or of 
the accumulated benefit (premiums plus regular bonuses added to date) under 
an accumulating with-profits contract. 
 

Treating customers fairly (TCF)* 
 
The concept of Treating Customers Fairly (TCF) is enshrined within UK 
regulation: “a firm must pay due regard to the interests of its customers and 
treat them fairly”.  It is clear that the responsibility for satisfying the TCF 
requirements rests with the Board and senior management of a life insurance 
company. 
 
The FCA expects senior management to incorporate their approach to treating 
customers fairly into their firm’s corporate strategy, and to support delivery of 
the strategy with an appropriate framework of controls.   
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Question X1.2  

(i) Describe how the policyholder may be taxed on receipt of benefits arising from 
a UK life assurance or general annuity contract. [6] 

 
(ii) A UK proprietary life insurance company sells a full range of life assurance and 

pensions contracts. 
 

The following is an extract from its tax calculations for years X and X+1: 
 

   X X+1 
    £m  £m 
 BLAGAB 
  taxable income 1,500  1,300 
  allowable expenses   (800) (1,000) 
  accounting profit    400     350 
 Non-BLAGAB 
  accounting profit  (350)     450 
 

You are given the following information: 

 The company was not XSE for year X–1 

 there are no non-BLAGAB losses brought forward from year X–1 

 the policyholder tax rate is 20% 

 the rate of corporation tax is 21% throughout the relevant period 

 the company does not receive any dividend income. 
 

(a) Define minimum profit.  [2] 
 

(b) Calculate the tax paid by the insurer in respect of the policyholders and 
shareholders for years X and X+1.  Give a brief explanation of each 
calculation you perform.  [8] 

 
(iii) A country has similar taxation and regulation to that of the UK.  The tax 

authorities have just issued a consultation document outlining possible changes 
to the country’s taxation regime.  The section relating to life insurance 
companies reads as follows: 

 
“The legislation relating to the taxation of life insurance companies 
has become increasingly complex over the years as companies 
have become ever more ingenious at finding ways of reducing their 
tax bills. 
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It is therefore proposed to replace the present basis of taxation of 
the Basic Life Assurance and General Annuity Business with a tax 
on premium income at a uniform rate of k%. 

 
The rate of tax will be chosen so that the total tax take from all 
companies for this business will be broadly unchanged.” 

 
You are the Actuarial Function Holder of a medium-sized proprietary life 
insurance company in the country concerned that transacts only unit-linked 
business.  All business is written in the BLAGAB fund.  The company has 
experienced a steady moderate growth in new business for many years and has 
substantial free assets.   

 
The company’s board of directors has asked you to produce a report outlining the 
implications of the proposal on the insurer’s competitive position, pricing, 
reserving, and any other relevant areas. 

 
Discuss the points you would make in your report.  You should assume that the 
proposed change applies only to future new business.  [21] 

   [Total 37] 
 

End of paper 
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(v) RDR requirements 
 
The RDR changed the way in which life insurance investment products are sold and the 
way in which financial advisers are established and remunerated.   [1] 
 
The proposed new product is an investment product and so is affected by these changes. 
   [½] 
 
The RDR requirements included more stringent qualifications required from financial 
advisers.   [½] 
 
The changes also increased levels of capital adequacy required by adviser firms.   [½] 
 
In particular, they have to hold three months of expenditure in realisable assets such as 
cash.    [½] 
 
Post-RDR, commission payments (from the insurance company to the adviser) are no 
longer permitted on investment products.   [1] 
 
Instead, a more transparent method of allowing policyholders to pay explicit amounts 
from their policies is required.  [½] 
 
The RDR introduced two different types of remuneration for investment-based 
products:  

 adviser charging (which would be used for this product) [½] 

 consultancy charging (used for group pensions).  [½] 
 
Adviser charging is used in cases where an adviser has a face-to-face relationship with a 
policyholder.  This will typically be for individual investment business.   [1] 
 
The level of remuneration (or fee) taken under adviser charging is agreed between 
advisers and their clients.  [½] 
 
It is not therefore a decision for the insurance company in launching this product.  [½] 
 
However, the company may set up an arrangement with advisers whereby the fee is 
carved out of the premium.  [½] 
 
Also, the company’s charging structure for the product will reflect the fact that the 
customer directly pays the adviser, eg there will be no need to use high initial charges to 
cover commission. [½] 
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Under the RDR “factoring”, ie where commission is paid as a lump sum in lieu of future 
payments from a policyholder, is no longer permitted.   [½] 
 
As this was mainly employed for regular premium policies, this is unlikely to have any 
effect on the proposed new product.  [½] 
 
Post-RDR, advisers are able to offer four types of advice. 

 
 Basic advice – this is a very simple level of financial advice which uses a set of 

standard pre-scripted questions. [½] 
 

Basic advice only applies to stakeholder pension sales, so cannot be used for the 
proposed product.  [½] 

 
 Simplified advice – this is delivered through a decision tree process with a 

limited range of products. [½] 
 
The proposed product is quite complex and would need careful explanation by 
the adviser, so simplified advise would not be suitable.  [½] 
 

 Restricted advice – this covers advisers who give fuller advice, but who only 
recommend products from a limited number of firms, products or funds.  [½] 

 
Restricted advice could give the policyholder the full detailed understanding of 
the product that they need, but would not provide comparisons with the full 
range of similar products from competitors.  [½] 

 
 Independent advice – this is full advice where an adviser can recommend 

products from the whole market.   [½] 
 
The advice must be based on a comprehensive and fair analysis of the relevant 
market, and must be unbiased and unrestricted.  [½] 

 
Independent advice may be most suitable for the policyholder as it would allow 
them to choose the guaranteed equity product that best suited their needs and 
risk appetite from across the whole market.  [½] 

 
Customers must be told which level of advice they are being given by a financial 
adviser.    [½] 
 
Financial advisers may offer different levels of advice to different clients.  [½] 
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Many smaller financial advisers have become members of “network” organisations that 
exist to support the advisers in terms of, eg technical help, training, compliance and 
product comparisons.  [½] 
 
It is likely to help the company to successfully launch the product if it was on the 
“panel” of a major such financial advisor network.   [½] 
   [Maximum 12] 
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Solution X1.2  

Comment 
 
Taxation is covered in Chapters 5, 6 and 7. 
 
(i) Policyholder taxation 
 
Whether a benefit is taxable depends on whether the policy is qualifying or non-
qualifying.   [½] 
 
To be qualifying a contract must satisfy certain rules, which cover such things as the 
following: 

● the term of the contract 

● the premium paying term 

● the frequency of payment of premiums 

● the relationship between the premiums payable in different 12-month periods 

● the benefit on death in relation to the total premiums payable.  [1½] 
 
A tax charge on the policy benefits received by the policyholder (or the policyholder’s 
estate) may apply: 

● at maturity or on death, surrender, part surrender or sale, if the contract is non-
qualifying [½] 

● on surrender, part surrender or sale within 10 years or three-quarters of the term 
if less, if the contract is qualifying.  [½] 

 
Where tax is payable, it is paid on the excess, if any, of the benefits received over the 
total amount paid in premiums.  This excess is referred to as a “chargeable gain”.  [½] 
 
Tax is paid on any amount liable to tax at a rate equal to the policyholder’s marginal tax 
rate less the lower rate (charged on savings) of tax (as at April 2014 the lower rate is 
20%).     [½] 
 
Usually tax on chargeable gains is payable only by higher-rate tax payers whose 
marginal rate of tax is 40% (April 2014) giving a tax rate on chargeable gains of 20% 
(those whose earnings are in excess of £150,000 are subject to the additional rate tax 
band, which is 45% as at April 2014).  Basic-rate tax payers are not charged.  [1] 
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Where the tax charge arises on death, it is assumed for calculating the amount of tax 
that the benefit received is the surrender value of the contract immediately prior to 
death.    [½] 
 
In the case of a part surrender, the tax charge only applies to the excess of the amount 
received over 5% per annum in respect of each premium paid.   [½] 
 
For general annuity contracts, the annuitant is liable to tax on the amount of each 
annuity payment that exceeds the capital content.   [½] 
 
The capital content for an immediate annuity is obtained by dividing the premium by an 
expectation of life at the commencement of the annuity, based on a mortality table 
specified by HMRC.  [½] 
   [Maximum 6] 
 
(ii) Minimum profit 
 
(a) Definition of minimum profit 
 
The minimum profit is effectively the accounting profit arising from the BLAGAB 
business (including BLAGAB share of non-taxable dividends), after a deduction for 
policyholder bonuses.   [1½] 
 
If the result of the above calculation is negative the minimum profit is taken as zero and 
a loss can be carried forward to the following year.  [½] 
   [Total 2] 
 
(b) Tax calculation 
 
We will work in millions of pounds throughout the solution. 
 
X 
 
The taxable income from the non-BLAGAB fund is set to zero.   [½] 
 
There are no non-BLAGAB losses brought forward from year X–1.  Therefore a loss of 
350 is carried forward to year X+1.  [½] 
 
As the company receives no dividends, the adjusted BLAGAB I–E computation refers to 
income less expenses in the BLAGAB fund.  There are no unrelieved expenses brought 
forward from year X–1. [½] 
 
 Year X BLAGAB I–E = 1500 – 800 = 700 [½] 
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The minimum profit is used to split the total taxable income in the I–E computation 
between shareholders and policyholders.   [½] 
 
The minimum profit is the surplus arising from the BLAGAB fund, so: 
 
 Year X minimum profit = 400  [½] 
 
The minimum profit is taxable at the corporation tax rate, while any excess of the I–E 
computation over the minimum profit is taxed at the policyholder rate.  [½] 
 
So: 
 
 BLAGAB tax paid in year X = 21% on 400 + 20% on 300 = 84 + 60 = 144 [½] 
 
A loss in one fund cannot be used to offset a profit in the other.  So, adding together the 
BLAGAB and non-BLAGAB tax gives total tax paid of:  [½] 
 
 Year X total tax paid = 144 + 0 = 144  [½] 
 
X+1 
 
The non-BLAGAB loss of 350 brought forward from year X is subtracted from the year 
X+1 non-BLAGAB profit.    
 
 Year X+1 non-BLAGAB trading profit = 450 – 350 = 100 [½] 
 
The non-BLAGAB trading profit is then taxed at the corporation rate: 
 
 Non-BLAGAB tax paid in year X+1 = 21% on 100 = 21 [½] 
 
The adjusted BLAGAB I–E computation gives: 
 
 Year X+1 BLAGAB I-E = 1300 – 1000 = 300 [½] 
 
We then compare this with the minimum profit as follows: 
 
 Year X+1 minimum profit = 350  [½] 
 
The minimum profit is larger than the I–E computation.  Therefore the allowable 
expenses in the I–E computation are restricted and the insurer becomes XSE.  Expenses 
of 50 from the BLAGAB fund are carried forward to year X+2.    [1] 
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In this case all the minimum profit is taxable at the corporation tax rate.  So: 
 
 BLAGAB tax paid in year X+1 = 21% on 350 = 73.5 [½] 
 
Adding together the BLAGAB and non-BLAGAB tax gives: 
 
 Year X+1 total tax = 21 + 73.5 = 94.5  [½] 
   [Maximum 8] 
 
(iii) Implications of taxation change 
 
The old taxation basis 
 
A brief description of the current tax basis of the BLAGAB fund is a good place to start.  
However, the detail should be restricted to the level needed to allow subsequent 
comments on the implications of the proposal to be placed in context. 
 
Currently the BLAGAB fund suffers tax, in broad terms, on its investment income 
including realised capital gains.  We can offset against this, again in broad terms, the 
expenses relating to the business.  The amount of tax paid then depends on the relative 
size of the investment income and the expenses.  If the expenses exceed the investment 
income in a year, the excess, known as “Excess E”, is carried forward to the following 
year.    [2] 
 
The new taxation basis 
 
The consultation document is silent on certain points that could have a bearing on the 
implications of the proposal.  The most important of these are: 
 
● whether there will continue to be special rules relating to proprietary life 

insurance companies.  At the moment such companies have to pay a minimum 
amount of tax based on what is known as the “minimum profits test”.   [1½] 

In what follows we have assumed that this will no longer be the case. 

● whether the present qualifying rules will continue.  Qualifying contracts are 
more favourably taxed – in the hands of the policyholder – but are subject to 
restrictions affecting their design.  These rules were designed to reduce tax 
avoidance on the part of policyholders. [1] 

We have assumed that they will be retained. 
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● whether it will be necessary to set up a separate fund in which to write new 
business.  The tax authorities may wish to “ring-fence” all the existing assets as 
belonging to existing business subject to the present tax regime.  Such a move 
may create problems in financing the writing of new business.  It should 
therefore be resisted strongly.  [1½] 

 
Markers should give credit for alternative assumptions if appropriately explained. 
 
General implications of the proposal 
 
The amount of tax currently paid by a company depends on the relationship between its 
investment income and its expenses.  This relationship itself depends on the relative 
volumes of new and existing business and the type of business a company writes.  [1] 
 
Companies that write relatively large amounts of new business compared with their 
existing business have substantial expenses relative to investment income.  On the current 
basis they pay little if any tax.  In future they will pay more tax which means that 
companies not writing large amounts of new business will pay less tax.  This should 
benefit our company since its new business has been only moderate for a number of years. 
   [2] 
 
A further general implication is the effect of the change on single premium and regular 
premium contracts.  On the present basis, both types of contract suffer tax throughout 
their lifetime.  In future, a single premium contract will only suffer tax at outset.  [1] 
 
The likely effect of this is that, from the policyholder’s point of view, a single premium 
contract will produce a relatively less good return in future compared with regular 
premium contracts.  This may lead to a move away from single premium contracts 
towards regular premium, although the two do meet different needs.  [1] 
 
For similar reasons, short-term contracts will be more heavily taxed now and long-term 
contracts less heavily taxed.  [½] 
 
Pricing 
 
At the moment the unit prices used allow for the tax payable on investment income.   [½] 
 
The tax relief available from the expenses is taken into account in setting the insurer’s 
charges.   [½] 
 
Under the new system we will need different unit prices since no tax will be payable on 
the investment income.  This can be done in one of two ways.  We can link new contracts 
to our existing linked funds and have two different unit prices.  Alternatively we can set 
up new linked funds for new business.  [2]  
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Both of the above methods involve extra administration.  [1] 
 
The charges under new contracts will need to be reset, since in future they must allow for 
a tax payment instead of a tax relief.  This will lead to a significant increase in the level of 
the charges, which will need careful explanation to potential policyholders. [1½] 
 
All companies will be in the same position though so this should not affect the company’s 
competitive position relative to other insurers in this country offering similar contracts. [1] 
 
One possibility is to use a specific “government tax” charge of k% of each premium.  [1] 
 
The effect of the tax change on the return to policyholders is difficult to judge.   [½] 
 
Competitive position 
 
It appears that the tax regime for other savings media, for example unit trusts, is 
remaining unchanged.  This may make it harder for the insurer to compete with them 
since its charges will be perceived to be much higher.  [1] 
 
Under the current regime, higher rates of tax apply to proprietary companies compared 
with mutuals.  It appears that this will no longer be the case and so this potentially 
improves the company’s competitive position on savings business.  [1] 
 
It is unclear how the tax basis will compare with that of competitors from other EU 
countries, but overall there will probably be little change from the current relative 
position.   [½] 
 
Reserving 
 
There will not be a significant effect on the non-unit reserves we shall need to hold for 
this business as the charges should be set to match the taxation payments.  [½] 
 
Investment 
 
Under the present tax regime, capital appreciation is taxed differently from income, due to 
indexation and timing.  This taxation approach favours equities and property with high 
capital growth.  [1] 
 

Under the proposed regime, both income and gains will be tax free.  [½] 
 
This means that it may be desirable to adopt a different investment strategy for the non-
unit reserves for new business.  [½] 
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It might also lead to a different investment strategy in any managed unit-linked funds, 
eg less equity and more bond investment.  [½] 
 
It will in any event be necessary, at least internally, to keep the assets representing new 
business separate because of the different tax basis.  [½] 
 
Surrender values 
 
The values given on withdrawal will also need to be revised as part of the new charging 
structure.   [½] 
 
The likely effect will be to produce lower values at short durations in force and higher 
values later, compared with the current scale.   [½] 
 
This will not please consumer organisations and will need careful explanation.  [½] 
 
Administration 
 
Irrespective of whether or not we are required to set up a separate fund for new business, 
we will need to do so internally.  This will involve extra work and increase our expenses.  
   [1] 
   [Maximum 21] 
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(ii) TAS R and the Insurance TAS 
 
The purpose of TAS R is to ensure that the reporting of actuarial work includes 
sufficient information to enable users to judge the relevance and implications of a 
report’s contents ...  [1] 
 
... and that the information is presented in a clear and comprehensible manner.   [½] 
 
The Insurance TAS applies to all reserved work (ie where there is a regulatory or legal 
obligation that this work be performed by a qualified actuary) concerning insurance 
business, and any work concerning insurance business which is used in reports.  [1] 
 
The scope includes work relating to the exercise of discretion in relation to premiums or 
benefits.    [½] 
 
Its purpose is to ensure that management and governing bodies of insurers can 
understand and rely on the information supplied by their actuaries ...  [½] 
 
... and appreciate its limitations.  [½] 
 
It also requires that information provided to policyholders is relevant, comprehensible 
and sufficient for their needs.  [½] 
 
Key principles include the determination and use of appropriate and relevant 
assumptions and ...   [½] 
 
... the allowance for, and explanation of, future trends in assumptions.  [½] 
 
In relation to discretion (which includes the management of with-profits business): 

● Ensuring that any management actions modelled are consistent with the fair 
treatment of policyholders.  [½] 

● Providing indication in reports of the effects of the proposed action on the 
policyholders and on any estate.  [½] 

   [Maximum 5] 
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