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Subject SA5 
 
 

CMP Upgrade 2015/16 
 
  

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 2015 study material to 
make it suitable for study for the 2016 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 2016 Student Brochure for more details. 

 
 
This CMP Upgrade contains: 
 
 all changes to the Syllabus objectives and 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 2016 exams. 
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1 Changes to the Syllabus objectives and Core Reading  

1.1 Syllabus objectives  

There are no changes to the syllabus objectives. 
 
 

1.2 Core Reading 

This section contains all non-trivial changes to the Core Reading.   
 
Chapter 1 
 
There have been a few updates to the Core Reading description of the economy.  
Replacement pages have been attached to the end of this upgrade note.  Elsewhere, the 
Acted text has been updated in places to reflect current market yields. 
 
 

Chapter 3, section 1.2 
 
The chapter on the progress of the CPI has been updated and now reads: 
 
The inflation target was first breached in March 2007 and has been breached 
several times since during the current recession and recovery period.   The CPI 
increased to 2.9% in December 2009 and remained above 2% until December 
2013. The CPI breached the lower limit in December 2014 when it fell to 0.5% and 
it fell further to 0% in February 2015. 
 
 
Chapter 4 
 
This chapter has changed in many places.  The chapter has been attached to the end of 
this upgrade note as replacement pages. 
 
 
Chapter 6, section 5.3 
 
Section 3 of this chapter has had a new section distinguishing between the FCA rules 
for business and the PRA rules for business.  Replacement pages are attached at the end 
of this upgrade note.   
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Chapter 6, section 5.3 
 
The following sentence has been removed: 
 
At the time of writing (April 2012), it is expected that the new legislation will be 
introduced later in the year. 
 
 
Chapter 6, section 6 
 
Parts of section 6 have been updated, and replacement pages have been attached to the 
end of this upgrade note. 
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2 Changes to the ActEd Course Notes  

Chapter 2, section 4 
 
Some updates on the trading situation of the major world exchanges have been added.  
Replacement pages have been attached to the end of this upgrade note. 
 
 
Chapter 3, section 3.3 
 
An additional sentence has been added towards the end of this section to discuss what 
has happened in the UK economy since the financial crisis.  This paragraph, and the 
paragraph of Core Reading above it, are copied below: 
 
The UK economy officially went into recession in the final quarter of 2008 and 
only emerged from recession in the final quarter of 2009.  Some fear that there 
will be a further period of recession in the near future (a double-dip recession).   
 
Since 2010, however, the UK economy has stabilised and recently begun to grow 
strongly in the lead up to the 2015 general election.  Fiscal policy is likely to come to 
centre stage again now that the UK has a new government, and a fiscal annual deficit of 
nearly £100bn per annum (as at May 2015). 
 
 
Chapter 4 
 
This chapter has changed in many places, and the entire chapter has been added as 
replacement pages at the end of this upgrade note. 
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3 Changes to the Q&A Bank 

There have been no major changes to the Q&A Bank this year, although some market 
yields and market commentary has been modernised to reflect the recent market 
movements. 
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Changes to the X Assignments 

 
X Assignment X1.1 
 
This question has been completely re-written.  The new question reads: 
 
An investor in the UK holds shares in an investment trust, which invests in a mixture of 
equities, convertible loan stocks and bonds.  He is considering investing directly in the 
same portfolio. 
 
Describe how each of these instruments is taxed internally within the investment trust, 
and how distributions from the fund are taxed in the hands of the investor.  Explain how 
this would change if the investments were purchased directly.  
 
You may assume that the investor is a higher-rate rate taxpayer. [7] 
 
 
The solution now reads: 
 
Taxation of investment trusts vs direct investment 
 
Investment trusts 
 
Investment trusts pay corporation tax at the rate of 20% (from 2015) on unfranked 
income.    [½] 
 
Expenses can be deducted before the income is subject to tax. [½]  
 
Franked investment income, such as the dividends from equity shares, is not subject to 
further tax (although the tax credit cannot be reclaimed). [1] 
 
Approved investment trusts are exempt from capital gains tax internally. [½] 
 
Income distributions from investment trusts are treated as franked income in the hands 
of the investor.   [½] 
 
Thus the investor would pay further tax as a higher-rate taxpayer equal to 22.5% of the 
gross dividend (or 25% of the net dividend). [1] 
 
Capital gains crystallised on holdings of investment trusts are treated as taxable gains in 
the normal way and would be taxed at 28% as the investor is a higher rate taxpayer. [½] 
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Direct investment 
 
Interest from the bonds and the convertible loan stock would be taxed at the higher 
income tax rate of 40%. [1] 
 
Dividends from equity shares would be subject to a further payment of 22.5% of the 
gross dividend. [½]  
 
Capital gains on bonds would not be taxable ... [½]  
 
... however, convertibles are treated as non-qualifying bonds and gains would be taxable 
in the UK ...  [½] 
 
... and losses could be used to reduce gains on other investments. [½]  
 
Gains on the equity shares and the convertibles would be taxed at 28% after an 
allowance for the personal capital gains allowance. [½] 
   [Maximum 7] 
 
 
 
X Assignment X1.7 
 
This question has been amended.  Part (iv) has been reduced from 18 marks to 14 
marks, and a new question part (v) has been added.  It reads: 
 
(v) Describe how the company could reduce the credit risk to the counterparties that 

it deals with in the futures and forwards market. [4] 
 
The solution reads as follows: 
 

Comment 
 
This part of the question is modelled around a past paper question from Subject SA5, 
September 2010 Question 3.  

 
Buy a CDS based on a reference bond issued by one of the forward or future 
counterparties. [½] 
 
Alternatively, a credit spread option or credit linked note with the same reference entity 
would achieve the same outcome. [½] 
 
Deal in a variety of futures markets to diversify the clearing house exposure. [½] 
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Deal in forwards with a variety of counterparties that offer the derivative to avoid 
exposure to one counterparty. [½] 
 
If possible, short sell a security that is related to each counterparty, such as equity 
shares or corporate bonds.  Then, if the credit worsens, the price of the security will fall, 
and the short position will give a profit to offset the losses incurred elsewhere in the 
business.  [1] 
 
Exposure similar to a short position can be achieved by using a total return swap, which 
pays the total return on a bond issued by a derivative counterparty in return for LIBOR. 
   [1] 
 
Reduce exposure to forward contracts and replace the exposure with futures, which will 
have LCH.Clearnet as the counterparty − considerably reducing the overall credit risk. 
   [½] 
   [Total 4] 
 
 
X Assignment X5.2 
 
The final part of this question has been re-written. Part (v) was worth 14 marks in total 
and has been replaced by the following two parts: 
 
(v) Describe the circumstances in which the bonds will require refinancing. [3] 
 
(vi) The finance director has indicated that he would like the bonds to be rated in the 

market.  Describe the different process required to credit rate a bond relative to 
the fundamental analysis of an equity share and relative to the credit rating of a 
potential customer for establishing trade. [11] 

 
 
The solutions for these parts read as follows: 
 
(v) Circumstances in which bonds will require refinancing 
 
If borrowing costs for the company in 2020 for the remainder of the period until 2035 
are above 8% pa, then the company will not repay the 8% 2035 bond, and it will run 
until maturity, or until the interest rates fall below 8% pa in the intervening period. [½] 
 
The key is that early repayment is at the company’s discretion, and the bond need not be 
repaid if the company chooses not to redeem it. [½] 
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In the situation where interest rates do fall below 8% pa, then the company should not 
be concerned at early repayment, because it will be able to refinance the bonds more 
cheaply that at present.  Thus this can only be an advantage. [½] 
 
If 15-year bond yields in 2020 are above 7% pa, then the 7% puttable bond will, 
however, be redeemed early because investors would want to receive their cash in order 
to take advantage of the higher interest rates. [½] 
 
If interest rates in 2020 for the remainder of the period to 2035 turn out to be below 
7% pa then the company would redeem the callable bond as it will be in the company’s 
favour.  This is no concern because the company will be able to re-finance more 
cheaply that the current 8% level. [½] 
 
The puttable bond will not be redeemed early in these circumstances because investors 
will be happy to hold on to the 7% coupon for as long as possible, or until interest rates 
do rise above 7%. [½] 
 
If interest rates in 2020 turn out to be between 7% and 8% then it is likely that neither 
bond will be redeemed early. [½] 
 
Under no circumstances will both bonds be redeemed early. [½] 
   [Maximum 3] 
 
(vi) Credit rating versus fundamental analysis and customer rating 
 
Credit rating of a bond is fundamentally about assessing the long-term risk that the 
company will not be able to pay the interest on, or the repayment of, a loan stock. [½] 
 
Bond holders do not benefit from the excess profits that a company may make above 
that required to make the necessary payments on the bond, therefore credit rating is less 
about assessing the potential for profit growth, and more about assessing risks. [1] 
 
Fundamental analysis is about assessing the potential for profits growth for a company, 
which will benefit the company’s equity shareholders (as well as the bondholders). [½] 
 
Equity shareholders are generally happy to accept an element of bankruptcy risk in 
order to gain the potential benefits of a successful company, and the profits that flow 
from that.   [1]  
 
Rating a potential customer is about assessing the risk that the customer may not 
survive long enough to make good the payment on a trade. [½] 
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This is generally a very short-term assessment as most trades are settled within 90 or 
180 days.  [½]  
 
A bond holder (and a credit rating agency) will look for risks from: 

 unexpected events (such as regulation or legislation, or indeed terrorism) that 
could render the company’s products obsolete 

 exposure to one specific sector or product which may lead to a risk of 
bankruptcy 

 the quality of the company’s assets, and whether they could be sold in a firesale 
in order to repay the bondholders 

 competition in the company’s market that might lead to losses 

 the quality of any assets that secure the debt, and on which there is a prior 
charge 

 the reliability of the company’s management in servicing debt in companies that 
they have worked in previously. 

   [½ for each good example, maximum 2] 
 
On the other hand, fundamental analysts will look for: 

 potential growth in profits from an increase in market share from a company’s 
product 

 the history of the management in terms of growing profits in previous companies 

 the quality of the company’s product on the international markets, and its 
uniqueness 

 the sources of finance for the company to fund its growth (internal cashflow, 
debt, or perhaps equity issues) 

 the ability of the company to contain or reduce its input costs to grow profits. 
   [½ for each good example, maximum 2] 
 
Credit rating a customer will revolve around assessing: 

 the available cashflow in the customer’s business 

 the customer’s good payment history 

 the customer’s bank balance (or overdraft) 

 the liquidity of the customer’s assets 

 the gearing of the customer and its ability to borrow in order to settle the trade. 
   [½ for each good example, maximum 2] 
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Such ratings are often carried out by experts such as Experian ... [½] 
 
... although it is possible to carry out the analysis directly using basic formulae, such as 
Altman’s Z formula. [½] 
   [Total 11] 
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Other tuition services 

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

3.1 Study material 

We offer the following study material in Subject SA5: 

● Mock Exam  

● Additional Mock Pack. 
 
For further details on ActEd’s study materials, please refer to the 2016 Student 
Brochure, which is available from the ActEd website at www.ActEd.co.uk. 
 
 

3.2 Tutorials 

We offer the following tutorials in Subject SA5: 

 a set of Regular Tutorials (lasting three full days) 

 a Block Tutorial (lasting three full days) 

 
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. 
 
 

3.3 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 2016 Student 
Brochure, which is available from the ActEd website at www.ActEd.co.uk. 
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3.4 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 SA5@bpp.com 
or by fax to 01235 550085. 
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All study material produced by ActEd is copyright and is sold 
for the exclusive use of the purchaser.  The copyright is owned 

by Institute and Faculty Education Limited, a subsidiary of 
the Institute and Faculty of Actuaries. 

 
 

Unless prior authority is granted by ActEd, you may not hire 
out, lend, give out, sell, store or transmit electronically or 

photocopy any part of the study material. 
 
 

You must take care of your study material to ensure that it is 
not used or copied by anybody else. 

 
 

Legal action will be taken if these terms are infringed.  In 
addition, we may seek to take disciplinary action through the 

profession or through your employer. 
 
 

These conditions remain in force after you have finished using 
the course. 
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Chapter 1 
 

Economies and markets 
 
 

Syllabus objectives 
 
(a)  Demonstrate a knowledge and understanding of the financial markets with 

particular reference to the needs of a United Kingdom user. 
 
 (i) Outline the main features of the capital markets in the United Kingdom, 

and other developed and emerging markets. 
 
 (iii) Outline the main features of the structures of the economies of the United 

Kingdom, and other developed and emerging markets. 

 
 

0 Introduction 

At this stage in your studies you should keep abreast of changes in global 
economies and be able to discuss economic matters.  In the run up to the SA5 
exam you should keep an eye on the FT to keep tabs on market forecasts and 
corporate activity in the major markets described in this chapter.  Of particular 
interest will be: 

 growth and inflation estimates 

 budget and current account deficits and surpluses 

 corporate profitability 

 corporate activity in the sense of mergers, acquisitions, privatisations, 
etc. 

 tax changes and trends 

 international events such as EU agreements, WTO free trade agreements, 
etc. 

 
In the past, the finer details contained in this chapter have not been examined.  
However, a thorough knowledge of economic events, government action on the 
economy, and banking sector intervention has been required. 
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We have not added much in the way of ActEd material to this chapter as it changes on a 
continuous basis with the changing economic environment.  It is more important to keep 
up to date with the general political and economic events in the national press than it is 
to memorise the path of interest rates or the behaviour of financial markets as described 
in the early part of this chapter.  However, it does indicate the sorts of things that 
students need to keep an eye on as they approach the exam. 
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1 Major markets − UK 

1.1 The UK economy  

The UK Government’s economic strategy has six main elements: 

 maintaining macroeconomic stability 

 meeting the productivity challenge 

 increasing employment opportunity for all 

 building a fairer society 

 delivering high-quality public services 

 protecting the environment 
 
The UK economy is the world’s sixth largest (after the USA, China, Japan, 
Germany and France) measured by nominal Gross Domestic Product (GDP) and 
eighth largest (after USA, China, India, Japan, Germany, Russia and Brazil) 
measured by Purchasing Power Parity (PPP).   
 
The UK economy grew by 3% in 2004, but for 2005 it fell to 1.8%.  Growth 
increased to about 2.5% for 2006 and 2.6% for 2007.  Between the start of the 
recession in 2008 and the end of 2009, the economy shrank by 4.9%; this makes 
it the longest recession since records began.  The economy then grew by 1.5% 
over 2010 and 0.8% over 2011.  Growth fell back to 0.2% in 2012, but increased to 
0.7% in 2013 and further increased to 2.6% in 2014.  
 
Consumer price inflation at 31 December 2010 was 3.7%; it increased to 4.2% in 
December 2011. It fell back to 2.7% at 31 December 2012, to 2% at 31 December 
2013 and then further to 0.5% at 31 December 2014. 
 
Retail price inflation at 31 December 2008 was at an annual rate of 0.9%.  It 
became negative for the first time since 1960 when it fell to –0.4% in March 2009 
but rose to 2.4% by 31 December 2009 and rose further to 4.8% at 31 December 
2010 and it was still at 4.8% in December 2011.  It fell back to 3.0% at 31 
December 2012, to 2.7% at 31 December 2013 and then further to 1.6% at 31 
December 2014. 
 
In 2003 the base rate was reduced twice, then increased once and increased four 
times in 2004 to give a base rate of 4.75% at the end of 2004.  During 2005 base 
rates were cut to 4.5% and then raised twice during 2006 to end at 5.0%.  During 
2007, rates were raised three times before being cut once to end the year at 5.5%.  
During 2008, rates were cut five times to end the year at 2.0%.  There were three 
further cuts in 2009 bringing the rate down to 0.5%.  The rate remains at this level 
(as at April 2015). 
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The UK had a current account deficit of £27.1 billion in the fourth quarter of 2014. 
The UK is highly dependent on foreign trade. It must import almost all its copper, 
ferrous metals, lead, zinc, rubber, and raw cotton and about one-third of its food. 
The UK exports manufactured items such as telecommunications equipment, 
cars, automatic data processing equipment, medicinal and pharmaceutical 
products and aircraft. Its main trading partners are the European Union, the USA, 
China and Japan.  
 

1.2 The banking sector 

The Bank of England is the UK’s central bank and is responsible for promoting 
and maintaining a stable and efficient monetary and financial framework. In 
pursuing this goal, it has three main purposes: 

 maintaining the integrity and value of the currency 

 maintaining the stability of the financial system 

 seeking to ensure the effectiveness of the financial services sector. 
 

The Bank’s monetary policy objective is to deliver price stability (defined by the 
Government’s inflation target) and, subject to that, to support the Government’s 
economic policy, including its growth and employment objectives.  The Bank’s 
Monetary Policy Committee has responsibility for meeting this target and for 
setting interest rates. 
 
Currently the Bank’s target is to maintain the rate of increase of the Consumer Price 
Index within plus or minus 1% of 2% pa. 
 
Much more on the Bank of England’s objectives, as well as those of the Monetary 
Policy Committee, and how those objectives are attained, is covered in Chapter 3. 
 
Banks are supervised by the PRA (Prudential Regulatory Authority).  Again, you 
will learn much more detail on this in later chapters, particularly Chapters 5 and 6. 
 
They are required to meet minimum standards on the integrity and competence 
of directors and management, the adequacy of capital and cash flow, and the 
systems and controls to deal with the risks which they experience. 
 
 

1.3 The insurance sector 

The insurance sector is supervised by the PRA.  Its prime focus is on insurers 
maintaining financial resources sufficient to meet their responsibilities to 
policyholders, including their ability to absorb any market falls that may occur.  
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The London Insurance Market (London Market) is a distinct part of the UK 
insurance and reinsurance industry. It is the main centre for world reinsurance 
business and for energy, marine, aviation, satellite and other forms of transport 
insurance. It comprises insurers, reinsurers, Lloyd’s syndicates, Protection and 
Indemnity Clubs (mutual insurers for ship owners) and brokers.  
 
 

1.4 Investment 

The UK has considerable expertise in fund management, which involves 
managing funds on behalf of investors, or advising them how best to invest their 
money. The main institutional groups are long term insurance funds, general 
insurance funds, self-administered pension funds, investment trusts and unit 
trusts. 
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2 Major overseas markets 

Students are expected to use the Economist ‘World in 2014’ Report to appreciate 
the key characteristics of the capital markets and economies in these regions.  
Knowledge of the detailed information is not required. 
 
The World in 2015 Report is published by the Economist Intelligence Unit and is 
available via the SA5 Learning Portal. 
 
Relevant articles include those on key economies, including USA, China, Russia, 
Latin America. 
 
Relevant statistics include those relating to individual countries and regions, 
including Europe. 
 
Country Reports published and updated by the Economist Intelligence Unit on 
the USA, Japan, Germany and France are also available via the SA5 Learning 
Portal. 
 
Students are expected to use the Reports to appreciate the key characteristics of 
the capital markets and economies in these regions. 
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3 Shadow banks 

3.1 What are shadow banks? 

Shadow banks are non-bank financial intermediaries providing services similar 
to those offered by traditional commercial banks.  They include entities such as: 

 hedge funds 

 money market funds 

 structured investment vehicles 

 credit investment funds 

 exchange-traded funds 

 private equity funds 

 credit insurance providers 

 securitisation  

 finance companies. 
 
“Shadow banking” is the provision of services by non-banks, that would otherwise be 
provided by the banking sector.  Rather than placing funds on deposit, private investors 
and commercial entities can buy money market pooled funds, or market-neutral hedge 
funds for example.  The returns may be better than those offered by banks.  Rather than 
raising money from banks in the form of a secured loan, it may be better to approach a 
private equity fund manager to get equity or mezzanine debt finance, which may have 
lower rates of interest and fewer restrictions for the company.  An alternative is to 
securitise an asset that the company owns to raise debt rather than approach a bank. 
Similar services exist for getting credit insurance and import/export guarantees.  It is 
even possible to hedge future costs in foreign currencies by investing in ETFs that 
mirror that currency, rather than use a bank’s foreign currency department to buy 
forwards. 
 
Shadow banks operate worldwide and provide a more direct link between 
providers and users of capital and than traditional banks who charge fees for 
intermediating.  The services they offer including matching lenders and 
borrowers and providing investment advice.  The matching of lenders and 
borrowers can be both direct and indirect through fund structures. 
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3.2 What are the benefits and drawbacks? 

Shadow banks are usually subject to much less regulation than commercial 
banks.  This enables them to offer similar products more cost effectively and to 
bring new products to market faster.    
 
They can also offer products that are not typically available in the traditional 
banking market.   
 
They offer a vast array of investment funds using many products to increase 
returns, lower correlations and reduce relative risk.  The products can include 
debt leverage, derivatives, swaps, commodities, specialist investment products.   
 
They can offer customers securitization – to create safe assets and collateral 
intermediation – to help reduce counterparty risks and facilitate secured 
transactions. 
 
Shadow Banks operate with relatively much lower reporting requirements and 
hence much less transparency than traditional banks.   This enables them to take 
advantage of technical expertise (proprietary strategies) for longer.  It also 
enables them to claim that their superior abilities are down to expertise and not 
the result of undisclosed risk taking.   
 
Shadow banks provide outside stakeholders with relatively little information. The 
lack of information means that outsiders cannot assess the risks that shadow 
banks are running to produce their returns. 
 

Question 1.1  

What lessons can be learned from the collapse of Bernie Madoff’s fund in 2008 with 
respect to shadow banking? 

 
 

3.3 What are the risks? 

The risks arising from the operation of shadow banks include: 
 
 leverage. As they do not have to keep the levels of capital relative to 

financial exposure, they tend to leverage, and are more exposed to booms 
and busts.  The relative out-performance in boom times is advertised to 
clients as being superior rather than the result of leverage.  This leads to 
more money moving to shadow banks and exacerbates any future 
financial crisis. 
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 increased systemic risk which in turn increases the risk of future financial 
crises being worse than they would otherwise have been.  This is because 
the shadow banks operate with similar levels of excess leverage and are 
exposed to similar external risks. 

 
  Systemic risk here means a risk that the entire financial system can end up in 

difficulty, often due to the “domino” effect from one bankrupt institution 
affecting another and so on. 

 
 liquidity risk as there is no access to central banks as the lenders of last 

resort. 
 
 

3.4 Government attitude 

Governments allow shadow banks operate in their country as if they did not the 
shadow banks would go elsewhere costing jobs, tax receipts and prosperity.  
Shadow banks increase liquidity in the economy.  If shadow banks were not 
allowed to operate legally in a country then: 
 
 the financial system will lose at least some entrepreneurs and innovators 
 
 investors would still find ways to use shadow banks overseas but at 

much increased risk 
 
 the government will be unable to impose any level of scrutiny or operating 

standards on shadow banks 
 
 the country may experience capital outflows. 

 
 

Question 1.2  

What could governments do to better regulate the shadow banking institutions? 
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This page has been left blank so that you can keep the chapter 
summaries together for revision purposes. 
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Chapter 1 summary 
 
The UK market 
 
The UK Government’s economic strategy has six main elements: 

1. maintaining macroeconomic stability 

2. meeting the productivity challenge 

3. increasing employment opportunity for all 

4. building a fairer society 

5. delivering high-quality public services 

6. protecting the environment. 
 
Up until the credit crunch, the UK economy had performed relatively well over the 
previous 10 years in terms of economic growth, low inflation and low unemployment.  
Much of this may have been caused by the debt bubble that was gaining momentum at 
the time, and the impact it had on banking sector growth and employment.   However, 
after 2008 there was a lot of uncertainty about excessive borrowing, higher 
unemployment and economic recession.  The government’s (and Central Bank’s) 
quantitative easing (QE) strategy along with the policy of ultra-low interest rates was 
aimed at generating growth.  In the longer-term, QE and low interest rates may stoke 
inflationary pressures, however, it has not done so to the current date (May 2015). 
 
The government is forecast to borrow around £95 billion in 2015 to fund its deficit.  
Outstanding government debt is rising sharply, and is predicted to continue to rise until 
2019 at the earliest. 
 
The insurance market has been affected by low interest rates and increased regulation 
on a global basis.   
 
In the UK market, equity yields are around 3.2%, bond yields (longer-term) are around 
2.5% and base rates are 0.5% (May 2015). 
 
Overseas markets 
 
The main overseas centres of interest are the  

 US 

 Japan 

 Germany 

 France.   
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For each, we need to know a little about the condition of the economy, the budget 
deficit situation, the performance of the equity markets and the level of interest rates.  It 
is usually not necessary to know the detail, but a high-level understanding of what is 
being discussed in the press is important for Subject SA5. 
 
Shadow banks 
 
These are financial firms or pooled funds that operate outside the traditional banking 
regulatory framework, but provide services that would otherwise be provided by 
commercial banks, such as: 

 raising debt finance for companies 

 investing funds for companies and wealthy investors 

 managing foreign exchange and credit exposure for companies. 
 
Companies include: 

 hedge funds 

 money market funds 

 structured investment vehicles 

 credit investment funds 

 exchange-traded funds 

 private equity funds 

 credit insurance providers 

 securitisation  

 finance companies. 
 
The main advantages of shadow banks is that the lack of regulation allows them to 
provide services at lower cost and therefore offer better terms to the customer.  They 
add liquidity to the system and increase competition in the commercial banking market.  
However they expose the country to a systemic risk because they are more highly 
leveraged, less transparent and do not have any support from central banks or 
compensation funds that may exist elsewhere. 
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Chapter 1 Solutions 
 
Solution 1.1  

The Madoff fund was an example of a pooled fund which offered attractive rates to 
savers and a seemingly low level of risk.  It operated outside the traditional regulatory 
environment, which allowed the manager of the fund to operate a Ponzi scheme that 
went undetected for more than a decade.  The level of transparency of the fund was very 
low and most investors invested on trust and based on past performance statistics. 
 
Many investors lost a great deal of money when the fraud was finally uncovered, but 
there was little if any, compensation or investors.   
 
Many believe that the regulators should have uncovered the fraud much earlier, but 
because it operated outside the normal environment, it was harder for regulators to get 
access to the information that they required.   
 
If large numbers of situations such as this were to arise in a short period, it would 
present a real systemic challenge to the authorities. 
 
 
Solution 1.2  

It could extend the banking regulation to a wider range of institutions, forcing them all 
to hold the regulatory capital levels that commercial banks have to hold. 
 
It could separate the business segments, in the same way as the investment banking and 
retail banking sections of commercial banks were segregated.  This might prevent the 
problems of one part of the business bringing down the other divisions and perhaps the 
whole institution. 
 
It could increase disclosure requirements and accountancy standards for a wide range of 
shadow banking activities. 
 
It could increase the requirements on financial advisors when recommending products 
that are in the shadow banking environment.  For example, the government could 
perhaps force a more detailed investigation of the individual’s knowledge and wealth 
and risk appetite, and make sure that they are aware of the lack of central bank support. 
 
They could encourage a voluntary scheme between shadow banking institutions.  This 
might be weak enough to prevent the institutions simply moving offshore, but at the 
same time strong enough to encourage a higher standard of activity. 
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Chapter 4 
 

Taxation 
 

 

Syllabus objective 
 
(c) Demonstrate a knowledge of the personal and corporate taxation framework in 

the United Kingdom. 

 
 

0 Introduction 

In any particular situation, the amount of tax payable will be a function of: 

 the tax status of the investor (institution, individual, etc) 

 the type of investment 

 the type of tax payable (income tax, corporation tax etc)  

 the tax rates and allowances 

 the tax-efficiency of the vehicle used to hold the investment. 
 
During your study of Subject CT2 you were introduced to UK tax system – the personal 
(income tax) tax system, the corporation tax system and the investment tax system 
(capital gains, franked and unfranked income).   
 
In Subject ST5 you also studied tax systems in a general sense – different types of 
corporation tax systems (classical, split-rate and imputation) and high-level goals for tax 
systems in general.   
 
This chapter consolidates all your knowledge and gives you the up-to-date and detailed 
tax knowledge needed for the Subject SA5 exam.  There is a large amount of detail in 
this chapter, mostly relating to the UK system.  However, not only should you know the 
details in this chapter, but you should keep up-to-date by reading the financial press 
between now and the exam.  In the present environment, tax is a big issue, with large 
rises required to finance the gap between government spending and taxation.  You 
should think through the effect of different tax rises. 
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1 Income tax 

1.1 Classification of Income 

In the UK, all income is classified into four parts under the Income Tax (Trading 
and Other Income) Act 2005, depending on the source of the income: 
 

Part 2 Trading income 

Part 3 Property income 

Part 4 Savings and investment income 

Part 5 Certain miscellaneous income 

 
Income under all parts is totalled when assessing an individual’s overall liability. 
 
The UK has moved to a system of “self-assessment” whereby individuals are 
responsible for filling in their tax forms and submitting them to Her Majesty’s Revenue 
& Customs (HMRC).   Self-assessment forms contain a list of all the income (both 
earned and from investments) that the individual received over the year.  Previously the 
Revenue itself was responsible for calculating the income from the individual’s list of 
employments, investments and mortgages etc. 
 

Question 4.1  

What are the main benefits and drawbacks of the self-assessment system? 

 
 

1.2 Personal income tax allowances 

 2015 / 16 

 Personal 

Basic allowances  * £10,600 

Age 65 – 74 £10,500 

Age 75 and over £10,660 

Income limit for age-
related allowance 

    £27,700 

Blind person’s 
allowance 

 £2,290 
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* From the 2010/11 tax year the Personal Allowance reduces where the income is 
above £100,000 by £1 for every £2 of income above the £100,000 limit.  This 
reduction applies irrespective of age. 
 
Personal allowances are deducted from income before calculating income tax.   
 
The extra age allowances are reduced by £1 for every £2 where total income is 
more than the age-related allowance threshold. 
 
Additional tax credits are given to low-income families, disabled persons and 
pensioners. 
 
 

1.3 Married couples 

Husbands and wives (and civil partners) are independently subject to income tax 
with their own allowances and rates.  Where spouses hold assets jointly, the 
income arising is normally allocated equally between them. 
 
Married couples may be able to claim the new Marriage Allowance to reduce one 
partner’s tax if the other’s income is less than the standard Personal Allowance. 
 
If a couple doesn’t claim the Marriage Allowance and one of them was born 
before 6 April 1935, they may be able to claim Married Couple’s Allowance. 
 
Often, if one spouse is earning and the other is not, all the income-earning assets will be 
transferred into to the name of the non-earning spouse.  This ensures that as much as 
possible of the tax-free allowance of the non-earning spouse is utilised. 
 
 

1.4 Income tax rates 

In 2015/16 the rates of income tax are as follows: 
 

Tax Rate Taxable income 

Starting savings 
rate (*) 

10% £0 − £2,880 

Basic rate 20% £0 − £31,785 

Higher rate 40% £31,786 − £150,000 

Additional rate 45% over £150,000 

 
Interest is taxed at 10%, 20% and 40%.   
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(*) The 10% rate is a starting rate for savings income up to a limit.  If non-savings 
income is above this limit then the 10% starting rate for savings will not apply.   
 
The tax rates applicable to dividends are 10% ordinary rate, the 32.5% dividend 
upper rate and the dividend additional rate of 37.5%.   
 
The first £70 of interest from an ordinary account with the National Savings Bank 
is exempt from tax. 
 
 

1.5 Benefits in kind 

Benefits in kind provided to employees are treated as if they were earnings for 
tax purposes, even though the employee is not actually paid any money.  The tax 
is based on the cash equivalent – normally the cost of providing the benefit.   
 
The major benefits are: 

● beneficial loans – the taxable benefit is the interest saved compared with 
the Inland Revenue official rate.  Loans up to £5,000 are exempt. 

● use of assets gives rise to a taxable benefit of 20% a year of the market 
value when the asset was first made available to the employee.  (There is 
a limited exemption for computer equipment.) 

● living accommodation is taxed on gross rateable value or rent paid by the 
employer, if greater.  If the property costs more than £75,000, there is an 
additional benefit based on the official interest rate. 

● a company car has a cash equivalent based on its list price when new and 
the level of carbon dioxide emissions.  Fuel for private use is taxable 
according to a fixed scale. 

● medical insurance. 
 
Benefits in kind are a common way for companies to try to give employees something 
that is taxed less severely than salary.  The most common in the UK (but not so much 
abroad) is the company car, but over the years the government has raised the tax on this 
benefit in kind so that it is now less of a benefit.  Many car users would rather be paid 
the equivalent in cash, pay the appropriate tax and buy and maintain a car themselves. 
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2 Inheritance Tax 

Inheritance tax (IHT) is a tax on the value of a deceased person’s estate at death 
plus certain lifetime transfers which are not exempt (or potentially exempt).  
Husbands and wives are taxed separately; however, there is no IHT on transfers 
between spouses.   
 
Other exemptions include: 

● an annual exemption for lifetime gifts of up to £3,000 per donor.  A lifetime 
gift means that any money given to sons and daughter must be given for life – 
there is no way for the fathers and mothers to use this cash at a later date. 

● small gifts of up to £250 per donee 

● normal expenditure that is regular, made out of income and does not 
reduce the donor’s normal standard of living 

● gifts in consideration of marriage (up to certain limits) 

● gifts to charities or major political parties. 
 

Question 4.2  

Why might the government allow gifts to political parties to be exempt from inheritance 
tax? 

 
IHT is charged at 40% on death and at 20% on certain lifetime transfers. The first 
£325,000 is charged at a nil rate.  Where 10% or more of a deceased net estate is 
left to charity the rate of IHT will be reduced to 36%. 
 
Since October 2007, married couples and registered civil partners can effectively 
increase the threshold on their estate when the second partner dies to as much 
as £650,000.  This involves transferring the unused inheritance tax threshold or 
“nil rate band” of the first partner to die to the second partner. 
 
Where a donor of a lifetime gift dies within seven years of making the gift, IHT 
may be due on the gift.  The full rate of tax is reduced depending on the interval 
between the gift and the date of death.  Such transfers, where there is no 
immediate liability to IHT, are known as “potentially exempt transfers”. 
 
This rule was introduced to prevent parents from gifting as much of their assets to 
children in the short period before death.  Any such gifts will be taxed. 
 
The value of assets for IHT is their open market value.  An asset that a person 
has given away may still be treated as forming part of the donor’s estate on 
death if he or she has retained a benefit in the asset (a gift with reservation). 
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Relief is given on business assets provided the transferor has owned them for at 
least two years. 
 

Question 4.3  

What are the pros and cons of the following two systems: 

 the current system of IHT (40% above £325,000) 

 a proposed system based on taxing at 10% above (say) £100,000? 
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3 Corporation Tax (CT) 

Corporation Tax is a tax on the taxable profits of limited companies and some 
organisations including clubs, societies, associations, co-operatives, charities 
and other unincorporated bodies. 
 
Taxable profits for corporation tax include: 
 
 profits from taxable income such as trading profits and investment profits 

(except dividend income, which is taxed differently) 
 
 capital gains – known as 'chargeable gains' for corporation tax purposes  
 
If a company or organisation is based in the UK, they have to pay Corporation 
Tax on all their taxable profits, wherever in the world those profits come from. 
 
If a company is not based in the UK but operates in the UK, for example through 
an office or branch they only have to pay Corporation Tax on any taxable profits 
arising from their UK activities 
 
Tax relief in the form of capital allowances allows the cost of some of a 
company’s or organisation’s assets to be written off against its taxable profits. 
They replace any depreciation shown in the company’s or organisation’s 
accounts, which is not allowable for corporation tax purposes. 
 
Capital allowances are available on: 
 
 the cost of most plant and machinery that a company or organisation 

uses for its business  
 
 certain building works, for example, converting space above commercial 

premises into flats for renting  
 
 certain research and development costs. 
 
Indexation Allowance allows for the effect of inflation when calculating 
chargeable gains. 
 
The main rate of Corporation Tax on non-ring fenced profits is 20%.  
 
There are different Corporation Tax rates for companies that make profits from 
oil extraction or oil rights in the UK or UK continental shelf.  These are known as 
‘ring fence’ companies.  
 
Ring fence companies can claim Marginal Relief on profits between £300,000 and 
£1.5 million.  The rate of tax on these profits is 19% and the ring fence fraction is 
11/400.  The main rate is 30%. 
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Where a company has associated companies, all the rate thresholds are divided 
by the number of associated companies plus one. 
 
A company’s trading losses can normally be set against: 

● income and gains of the same accounting period 

● income and gains of a previous year 

● trading profits from the same trade in future years. 
 
So: 

 if a company makes a trading loss and realises a gain (for example, by selling 
shares in a associated company in that year), the taxable gain can be reduced by 
the trading loss 

 if a company made a trading or capital gain in the previous year and makes a 
trading loss this year, it can reclaim some of the tax it paid in respect of the 
previous year 

 if a company makes a trading loss it can carry it forward to next year and reduce 
the tax payable on any trading gains in that year. 

 
 



SA5-04: Taxation Page 9 
 

The Actuarial Education Company  IFE: 2016 Examinations 

4 Capital Gains Tax 

Capital Gains Tax (CGT) is charged on net gains ie total chargeable gains 
realised during a tax year after deducting total allowable losses realised in the 
year.  Companies are taxed on net gains through the corporation tax system and 
individuals are taxed on net gains through the capital gains system. 
 
CGT can only arise on the disposal of an asset.  Normally this means sale but it 
could also mean a gift or compensation for loss or damage to an asset.  The 
value on which the gain (or loss) is based is normally the consideration received. 
 
If an asset is “gifted” to someone else, the person giving the gift is subject to CGT as if 
the asset had been sold at its market value.  However, the gift exemption mentioned on 
page 5 applies to small gifts. 
 
No CGT is payable on death and beneficiaries of a deceased person’s estate are 
treated as if they had acquired the assets of the deceased at their market value 
on death. 
 
Inheritance tax is, however, paid on transfer if applicable.  Fortunately the recipients of 
the assets start accruing CGT from the perceived market price at time of transfer rather 
than the amount they paid for the assets – otherwise tax would be raised twice on the 
same gain. 
 
Certain costs are allowable in computing chargeable gains: 

● the acquisition cost (or market value on 31 March 1982 if the asset was 
acquired before that date) 

● costs of acquiring and disposing of the asset (ie the administration and 
settlement costs involved) 

● expenditure on enhancing the asset’s value 

● indexation allowance (see Section 4.1 below). 
 
Losses brought forward from previous tax years can offset gains. 
 
For 2015/16, the first £11,100 of an individual’s net gains realised during the tax 
year are free of CGT.   If the excess is less than the basic Income Tax band 
(£31,785 for 2015/16) the capital gains tax rate is 18%.  For any amount above 
this capital gains tax rate is 28%.  Effectively, if an individual is a 40% or 45% 
taxpayer on his/her income, he or she will pay 28% on gains.  Otherwise for basic rate 
taxpayers its 18%.  Husbands and wives are subject to CGT separately, each with 
their own annual exemption amount and tax rate.  Transfers between spouses 
are not liable to CGT.   
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4.1 Indexation allowance 

The indexation allowance can reduce the chargeable gain (for assets acquired 
before 1 April 1998) but it cannot increase a loss or turn a gain into a loss.  The 
acquisition cost and enhancement expenditure (before April 1998) are revalued 
in line with indexation factors derived from the RPI between the dates of 
expenditure and the earlier of the date of disposal and 1 April 1998. 
 
The indexation allowance is calculated by multiplying the allowable expenditure 
by the indexation factor. 
 
Indexation allowances were abolished for individuals in 2008, and can no longer be 
used to reduce taxable gains from April 2008.  Companies can still use indexation to 
reduce taxable gains prior to paying corporation tax. 
 
 

4.2 Taper relief 

Taper relief reduces the chargeable gain by reference to how long the asset has 
been held.  It is applied to net gains after any indexation allowance.  Losses are 
deducted so as to minimise the total chargeable gain.  Different rates of taper 
relief apply to business assets and non-business assets. 
 
Taper relief was abolished in April 2008 and taxable gains made by individuals can no 
longer be reduced by either taper relief or indexation allowances.  Instead, the capital 
gains tax rate is currently set at a lower rate than income tax (ie 18% for basic-rate tax 
payers increasing to 28% for higher-rate taxpayers on most gains above the annual 
capital gains allowance).  In order to appease some business owners who complained 
that the abolition of taper relief penalised successful businessmen, there is an 
“entrepreneur’s relief” that reduces the tax rate on qualifying business assets to 10%.  
Taper relief only ever applied to individuals, and never to companies. 
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4.3 Main exemptions 

Gains on certain assets are exempt (and losses not allowable), including: 
 
● an individual’s (or married couple’s) only or main residence.   
 
● government securities, loan stocks, qualifying corporate bonds and 

National Savings and Investments certificates.  (Gains and losses on bonds 
should net to zero over the long-term.) 

 
● ISA and PEP investments 
 
● life assurance policies disposed of by their original owner.  (Capital gains 

tax is paid within the fund during the period that the fund is invested, therefore it 
should not suffer CGT a second time on sale or surrender.) 

 
● betting and lottery wins 
 
● shares held by the trustees of share incentive plans 
 
● enterprise investment scheme, venture capital trust and business 

expansion scheme shares.  These are special schemes designed by the 
government to give investors an incentive to invest in start-up or venture capital 
companies.  The incentive involves tax benefits to the investor in the sense that 
CGT is not paid. 

 
● chattels (provided the consideration is not more than £6,000).  A chattel is 

a moveable, tangible asset (or set of assets) where the sale consideration is less 
than £6,000 – for example, a china tea set or piece of furniture. 

 
 

4.4 Companies 

Companies are subject to Corporation Tax on chargeable gains at the normal 
rates.     
 
Companies continue to receive indexation relief on gains (and do not receive 
taper relief).   
 
Capital gains may be offset by capital losses of the same accounting period or 
capital losses brought forward from previous periods.  Qualifying disposals of 
substantial holdings (at least 10%) are exempt. 
 

  



Page 12  SA5-04: Taxation 
 

 IFE: 2016 Examinations The Actuarial Education Company   

5 Taxation of investments 

5.1 Money market instruments 

You may wish to remind yourself about the main kinds of money market investment 
available in the UK. 
 

Question 4.4  

List (and describe very briefly) the main types of money market investment available in 
the UK. 

 
 

Question 4.5  

Rates of return for Treasury bills are quoted as a simple rate of discount.  So, for a bill 

with 91 days to expiry, d
P





100

100

365

91
, where P is the price.   What is the rate of 

discount for a 91-day bill priced at £97.50?  If the discount rate remains unchanged, 
what will the price of the bill be 4 weeks later? 

 
All of the return from money market instruments is taxed as income.  This is true 
even where a security is issued at a discount to its redemption value.  For 
individual basic-rate taxpayers, tax on money market instruments and deposits is 
due at the rate of 20%.  (A lower rate of 10% applies to savings income but only 
when the individual’s non-savings income is less than £2,880.) 
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5.2 Gilts and other qualifying securities 

All investors can now receive interest before deduction of tax, although they can 
elect to receive it net of basic income tax if they wish, though it is difficult to see 
the benefit of this option. 
 
Institutional investors pay corporation tax on interest and capital gains.  Relief is 
available on capital losses. 
 
Trusts and individual investors are liable to pay income tax on interest received 
and accrued but capital gains are tax-free.  This means that these investors will prefer 
low-coupon stocks giving some tax-free capital gains.  Capital losses for these investors 
cannot be used to offset other capital gains.  The income tax rates for individual 
investors are currently 0%, 20%, 40% and 45%, and individuals do not accrue capital 
gains or losses on qualifying bonds. 
 
Most (but not all) Eurobonds are “qualifying bonds” and do not attract capital 
gains tax.  Deep discount bonds incur income tax (not capital gains tax) on 
gains. 
 

Gilt strips 
 
The whole of the capital gain is taxed as income on an annual basis even in the 
hands of individual investors. 
 
Note how unattractive this makes gilt strips for individual investors, especially for those 
wishing to hold strips for the long term.  If I invest in a long-term strip at £30 per £100 
nominal, intending to hold the strip in order to receive a capital gain at the end of 
15 years, I will still be liable to pay tax on any gain in value every year, even if I do not 
realise any of that value until the end of the 15-year period. 
 
For institutional investors, gilt strips and gilts are both, in effect, taxed on a “total 
returns” basis.  Because they are taxed in the same way, this means that there are no tax 
arbitrage possibilities. 
 

Question 4.6  

Explain what this means. 
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5.3 UK Equities 

Franked income 
 
Dividends from UK companies are exempt from corporation tax if received by 
companies. 
 
For individuals, franked investment income (ie net dividends plus a 10% tax 
credit) is added to the investor’s taxable income.  The tax credit could then be 
used to reduce the investor’s resulting liability to tax. 
 
The tax credit is equal to 10% of the gross amount of the dividend (ie 11.11% of the net 
amount). 
 
A basic-rate taxpayer who receives £1,000 net dividends ends up with £1,000.  He does 
not have to pay any further tax. 
 
A higher-rate (40%) taxpayer who receives £1,000 net dividends plus a tax credit 
(ie £1,111 gross income) needs to pay additional tax of 22.5% of the gross dividend, 
ie an additional £250 in tax.   
 
An additional (45%) taxpayer who receives £1,000 net dividends plus a tax credit 
(ie £1,111 gross income) needs to pay additional tax of 27.5% of the gross dividend, 
ie an additional £306 in tax. 
 
Dividends received by a company which are subsequently paid out to shareholders are 
not subject to any further tax.  This makes franked investment income relatively more 
attractive to traders in securities, since there is no further tax to pay. 
 
The tax credit is taken as covering the tax liability of lower and basic rate 
taxpayers and the higher rate of tax on dividend income is 32.5%, from which the 
tax credit can be deducted. Individuals, pension funds, charities and other 
unincorporated bodies who are not taxpayers cannot reclaim the tax credit 
attached to the dividend. 
 
Non-taxpayers can no longer reclaim the tax credit. 
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Question 4.7  

Company X makes profits of £200m on which it pays corporation tax at the rate of 20%.  
It pays out 50% of its post-tax profits to its ordinary shareholders.  Calculate the net of 
tax income received by an investor who owns 0.01% of Company X’s share capital 
assuming that the investor is: 

(a) an investment trust that pays corporation tax at 20% 

(b) a pension fund 

(c) a basic-rate (20%) personal investor 

(d) a 40% personal investor. 

 
Tax on capital gains on equities 
 
Unless there is eligibility for Entrepreneurs’ Relief (which, for shares, requires at 
least 5% of the ordinary share capital to be held), individuals, who have not used 
up all the basic income tax and with income, will pay 18% tax on capital gains 
above the annual exempt amount (£11,100 for 2015/16) until the basic rate band 
is exhausted.  Thereafter, and for higher rate taxpayers, capital gains tax is paid 
at 28%. 
 
Companies are charged to corporation tax on chargeable gains. 
 
 

5.4 Convertibles 

Income 
 
Income from convertible loan capital is taxed in the same way as from normal 
loan capital.  (See Section 5.2) 
 
Income from convertible preference shares is taxed in the same way as from 
normal share capital.  (See Section 5.3) 
 
Capital gains  
 
Convertibles are non-qualifying securities, so there is no capital gains tax 
exemption. 
 
 

  



Page 16  SA5-04: Taxation 
 

 IFE: 2016 Examinations The Actuarial Education Company   

5.5 Unit trusts 

Here we are concerned with the way in which an investor who holds units in a 
unit trust is taxed.  The tax treatment of the trust itself is covered in Section 6.5. 
 

Tax on income 
 
For individuals, dividends from unit trusts are taxed in the same way as equities, 
irrespective of whether the underlying investments of the trust are equities or 
something else, such as fixed interest investments or property.   
 
For corporate investors there are mechanisms that look through to the 
underlying assets of the trust and attempt to replicate the taxation of the 
underlying assets.  These methods are beyond the scope of this course. 
 
Trusts that accumulate income within the trust are treated as though the income 
was distributed and used to purchase additional units. 
 

Tax on capital gains 
 
Capital gains tax is applied to unit trust holdings in the normal way.  This does 
not offend the basic “tax once and only once” principle because the trust itself is 
exempt from tax on capital gains. 
 

Question 4.8  

By reference to the tax basis for individuals with holdings of unit trusts, give the logic 
for the tax basis for income and capital gains within a unit trust, as described above. 

 
 

5.6 Investment trusts 

Shares in investment trusts are equity investments and are taxed as such.  
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5.7 Open ended investment companies (OEICs) 

Open-ended investment companies are broadly similar in structure to unit trusts, and are 
more commonly referred to as ICVCs (Investment Companies with Variable Capital) 
nowadays.  The main features of OEICs are that: 
 
 They are companies governed by company law, as opposed to trusts. 
 
 They can create and cancel share capital at will – ie they are open-ended. 
 
 The restrictions on the assets in which OEICs may invest are the same as for unit 

trusts – ie in “tradeable securities” as defined under a European directive. 
 
 There is a single price for both buying and selling, which is equal to the net asset 

value of the underlying investments.  All charges and commissions are 
shown/deducted separately.  This offers greater transparency to investors. 

 
OEICS are currently taxed in the same way as unit trusts.   
 
 

5.8 Property 

Normal rules apply.  Rental income is subject to income or corporation tax.  
Capital gains tax is payable on gains. 
 
Property management expenses can be offset against rental income.  Individual 
investors can also offset interest payments on a loan used to purchase the 
property. 
 
So for individuals, rental income is taxed at either the basic, higher or additional rate of 
tax (20%/40%/45%).  For institutions, corporation tax (20%) will be payable on rental 
income at the usual rate. 
 
Capital gains tax may also be payable on sale of the property.  It is possible to offset 
some of the costs of property sale against the gains made. 
 
 

5.9 Derivatives 

Proceeds from investment in derivatives are taxed as capital gains.  Derivative 
traders pay corporation tax on the profits from the trade. 
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Question 4.9  

How would you expect to be taxed on the purchase and subsequent sale of a call option 
on a UK equity?   

 
 

5.10 Stamp duty land tax 

Stamp duty land tax (SDLT) is paid at the time of transfer of title by the purchaser 
of shares and property.  
 
The SDLT rate for property in the UK (apart from Scotland) depends on: 

 the purchase price of the property 

 whether the property is residential 

 whether the buyer is a corporate body. 
 
The rates for residential properties are: 

 nothing on the first £125,000 of the property price 

 2% on the next £125,000 

 5% on the next £675,000 

 10% on the next £575,000 

 12% on the rest (above £1.5 million). 
 
These were changed in late 2014 from a “slab” system where the rate of tax jumped up 
in steps and each new rate band applied to the entire purchase price (rather than just the 
“next slice”). 

Question 4.10  

What do you think would be the effect on the property market of a stamp duty tax 
system where each new rate band applied to the entire purchase price?   

 
SDLT is charged at 15% on residential properties costing more than £500,000 
bought by bodies such as: 

 companies 

 collective investment schemes. 
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This rule was introduced to prevent investors getting round property taxes by creating a 
company that then buys the desired property.  Such an “envelope” company can be sold 
and traded from person to person by selling the company’s shares, which only attracts a 
stamp duty tax of 0.5% for share transactions. 
 
There are some exceptions.  For example, SDLT is paid based on the new rates 
(rather than the corporate 15% rate) and bands where the property is used for:  

 a property rental business 

 a property development or resale trade 

 providing admission to visitors on a commercial basis. 
 
If a residential lease premium (purchase price) is more than £125,000, 1% SDLT 
is payable on the amount above the £125,000 threshold. 
 
The rates for non-residential and mixed-use properties are: 

 nothing on the property price, premium or value up to £150,000 (annual 
rent less than £1,000) 

 1% on properties up to £150,000 (annual rent £1,000 or more) 

 3% on properties between £150,001 and £250,000 (rent £1,000 or more) 

 4% on properties between £250,001 and £500,000 (rent £1,000 or more) 

 5% on properties over £500,000 (rent £1,000 or more). 
 
There are special rules for SDLT when a purchaser: 

 buys two or more properties from the same seller or someone they are 
‘connected to’ (eg a relative or business partner) 

 buys property through a shared ownership scheme  

 transfers ownership of a property through marriage, civil partnership, 
divorce, from a will or to a company. 

 
From 1 April 2015 SDLT does not apply in Scotland. Instead purchasers pay 
Land and Buildings Transaction Tax (LBTT) when they buy a property.  
 
The 2015/16 tax rates (for LBTT) and bands (which, like SDLT, apply only to the 
next band up to the next threshold) for residential property transactions are as 
follows: 

 Up to £145,000 nil 

 £145,001 to £250,000 2% 

 £250,001 to £325,000 5% 

 £325,001 to £750,000 10% 

 £750,001 and over 12% 
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5.11 Stamp duty on shares 

When buying shares where the price paid is greater than £1,000, and the 
purchase is recorded on a stock transfer form, the form will need to be stamped 
by HM Revenue and Customs (HMRC) and Stamp Duty (SD) will need to be paid.  
 
When stocks and shares are bought for £1,000 or less the purchaser does not 
normally have to pay any SD and does not have to tell HMRC about the 
transaction, but the purchaser does need to: 

 make sure the first exemption certificate on the back of the stock transfer 
form has been completed − unless the purchaser did not pay anything for 
the shares  

 send the stock transfer form and the share certificate to the registrar of 
the company they bought shares in − whether they gave anything for the 
shares or not. 

 
The registrar will then issue the purchaser with their own share certificate. 
 
When stocks and shares are bought for more than £1,000 the purchaser will 
normally have to pay SD and will have to send HMRC the stock transfer form for 
stamping, along with the payment. 
 
The amount of SD paid is based on the ‘chargeable consideration’ given for the 
stocks or shares. The chargeable consideration can be:  

 cash  

 other stocks and shares  

 debt.  
 
The purchaser will not have to pay SD where the consideration given is not 
chargeable.   
 
SD is payable at the rate of 0.5% of the value of the chargeable consideration, 
rounded up to the nearest £5, on each document to be stamped. 

 

5.12 Taxes on overseas investment 

The overseas investment income of UK residents is subject to UK tax.  The most 
common form of double taxation agreements between the UK and other 
countries means that tax paid in those countries can be offset against UK tax as 
described below. 
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This is helpful provided that the rate of tax paid in the overseas country is lower than 
the rate payable in the UK (in this case tax is payable on the difference in rates).  If the 
tax payable overseas is higher than would be paid in this country, there is no way of 
reducing this amount of tax, although there will be no further UK tax to pay. 
 
Profits tax or corporation tax paid in overseas countries on corporate earnings 
can be offset against any UK corporation tax on that slice of earnings.  If the rate 
of corporate tax in the overseas country is higher than or equal to the rate of 
corporation tax in the UK, then no UK corporation tax is payable on that slice of 
earnings. 
 
If the rate is lower, then again the company will usually be taxed at a rate that reflects 
the difference. 
 
Most countries impose a withholding tax on dividends and sometimes interest 
payments made overseas.  These withholding taxes can be set against UK tax 
liabilities.   
 
Provided certain conditions are met, dividends from non-UK companies received 
by individuals are given the same notional tax credit as for dividends from UK 
companies ie no additional tax liability for a basic-rate taxpayer and an additional 
25% tax on the net dividend for a higher-rate taxpayer. 
 
Again, if the amount payable overseas is higher than that which would be paid in the 
UK, there is in general no way to reclaim any tax.   
 
The number 25% may be unfamiliar to you.  Earlier we mentioned that additional tax 
paid by 40% taxpayers is equal to 22.5% of the gross dividend, and that the gross 

dividend is equal to 
0.9

net dividend
.  Therefore, since 25% = 

22.5%

0.9
, 22.5% of the gross 

dividend is the same as 25% of the net dividend. 
 

Question 4.11  

Which type of UK investor is most affected by withholding tax? 
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Example 
 
Let’s look at a numerical example of how all of this might take place.  Suppose XYZ is 
a UK company that owns an overseas subsidiary, XYZ (Japan).  Let’s suppose that: 

 XYZ earns £30m pre-tax profits from its world-wide operations (including 
“finance income” in the form of dividends from subsidiaries) 

 XYZ made a £5m trading loss in the previous year 

 XYZ (Japan) makes pre-tax profits of £10m (equivalent) in Japan where the 
corporation tax rate is 10% 

 XYZ (Japan) pays a £2m dividend to the UK holding company and has to pay 
£0.2m withholding tax on the dividend. 

 
What would XYZ pay to the UK tax authorities? 
 
XYZ’s total UK earnings, potentially subject to corporation tax is £30m. This includes 
“finance income” in the form of dividends received and so would include the (grossed 
up) dividend from Japan.  Because this dividend has already been subject to corporation 
tax in Japan it seems unfair to tax it again, which is where double tax treaties come in.  
 
The UK tax charge would initially be 20% of £30m, which is £6.0m. 
 
Against this the company would be able to apply for three credits: 

 the loss from the prior year 

 double tax treatment of the income paid as dividend (and already taxed abroad) 

 withholding tax deducted at source from the dividend payment. 
 
The amount of these would be: 

 loss in prior year = £5 20% £1.0m m   

 double tax agreement = 
£2

£2 £0.222
0.9

m
m m   

 withholding tax = £0.2m 
 
Thus the resulting tax bill in the UK would be £6.0m – £1.0m – £0.222m = £4.778m 
 
But the company would also be able to reclaim the withholding tax from abroad 
(possibly as a reduction in its UK corporation tax bill), and so its stated tax charge in its 
accounts would reflect this and be reduced by a further £0.2m:   £4.578m. 
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Question 4.12  

Redo this calculation assuming that the Japanese corporation tax rate had been 40%, but 
that all other numbers had remained the same. 

 
This type of calculation has come up in Subject SA5 exams in the past.  The key things 
to make sure of in your calculations are: 
 
 whether the pre-tax earnings of the UK parent company include (or do not 

include) the dividends from overseas subsidiaries.  If they do, then you do not 
need to add them on prior to making the UK tax calculation. 

 
 which profits are taxable in the UK?  Trading income is usually taxable, as are 

realised gains and losses.  However, unrealised profits are not normally taxed – 
if they were the tax system would have moved to a market value based system, 
which is not (yet) the case. 

 
 that if an overseas country that has a higher rate of corporation tax rate than the 

UK the credit against UK corporation tax is limited to the UK corporation tax 
rate. 

 
 that only the profits repatriated to the UK would be assessed for UK corporation 

tax.  If the overseas subsidiaries did not pay dividends to the UK parent, then 
there would be no tax charge in the UK on the overseas profits at all, and no 
reclaim either.  This can be confusing, because the parent company’s 
consolidated accounts would consolidate the income from all companies in the 
group.  However the tax accounts submitted to the UK tax authorities would 
only include UK taxable earnings and dividends from overseas subsidiaries. 
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6 Financial institutions 

6.1 Pension funds and charities 

UK approved pension funds and recognised charities are exempt from income tax 
and capital gains tax on their investments.  They can reclaim income taxes 
deducted at source on interest.  In the case of overseas investment income, 
withholding tax deducted in the host country cannot be recovered. 
 

Question 4.13  

Bearing in mind the large proportion of UK equities that are held by pension funds, 
what would you have expected to happen to UK share prices on the day on which 
removal of the ability to reclaim the tax credit was announced? 

 
 

6.2 Life assurance funds 

For taxation purposes, the policyholders’ funds are split into Basic Life Assurance 
and General Annuity Business (BLAGAB) and the rest of the business (non-
BLAGAB or Other Long-Term Business OLTB).   
 
BLAGAB is taxed on an “I-E” basis, ie investment income and chargeable gains 
less allowable expenses of management.  Dividend income is (following the 
general principles) excluded from further tax.  There are special rules for the 
calculation of chargeable gains that are outside the scope of this subject, but 
which are covered in subject SA2.  The “I-E” calculation is subject to a minimum 
profits test and is split between policyholder profit (taxed at the basic rate of 
income tax) and, if applicable, shareholder profit (taxed at the corporation tax 
rate).   
 
Non-BLAGAB business is taxed on a trading profits basis in line with the 
company’s accounts.  Reserves for policyholders (ie actuarial liabilities) are an 
allowed deduction from profits.  The tax rate applied is the corporation tax rate. 
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6.3 General insurance companies 

A UK general insurance company is subject to UK corporation tax on its 
worldwide profits.  The profits of insurance companies calculated for tax purposes 
are likely to differ from those disclosed in its financial statements. These 
differences may relate to: 

 the investment return, notably on equities 

 the underwriting result 

 other items, such as depreciation and disallowable entertaining 

 foreign profits. 
 
A general insurer’s insurance technical provisions are in principle deductible for 
tax purposes provided they have been calculated under UK or International GAAP.  
If the figure for these provisions is properly supported by an actuarial opinion and 
the insurance company confirms this with its tax return, the figure in the financial 
statements will stand for tax purposes.  If not, the “appropriate amount” will be the 
undiscounted best estimate, if that is less, and the excess will be disallowed for 
tax purposes.  Any disallowance will reverse in the next year, subject to any 
further disallowance at the end of that year.   
 
Tax at Lloyd’s is levied on the individual and corporate members of Lloyd’s.  Each 
member is taxed in the UK on its worldwide Lloyd’s profits.  A member’s taxable 
profits consist of the aggregate of:  

 its share of profits or losses from syndicate activity 

 its profits or losses from activity outside the syndicate (“member-level” 
items). 

 

Question 4.14  

What are “technical provisions”? 

 
 

6.4 Investment trusts 

We have already seen how investors in investment trusts are taxed.  We now look at the 
taxation of the company itself. 
 
Investment trusts pay corporation tax at a rate of 20% on unfranked investment 
income.   (The corporation tax rate for larger companies was reduced to 20% for 
2015/16.)  Management and interest charges can be offset against such income.  
Equity dividends received are not subject to further corporation tax.  Approved 
investment trusts are exempt from capital gains tax. Consultation is currently 
underway to simplify the tax framework for such companies. 
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6.5 Unit trusts 

Authorised unit trusts 
 
Authorised unit trusts pay corporation tax at the special rate of 20% on 
unfranked investment income less management expenses.  Equity dividends 
received are not subject to further corporation tax.  Unit trusts are exempt from 
capital gains tax. 
 
Exempt trusts 
 
Some trusts have been set up specifically for pension funds to invest in.  These trusts 
do not pay tax on either income or capital gains, like pension funds.  They cannot 
however reclaim tax credits on equities. 
 
 

6.6 OEICs 

The taxation of OEICs is the same as for unit trusts. 
 

Question 4.15  

How does the tax position of an individual investor holding unit trust units differ from 
that of an investor who holds the same assets directly? 

 
 

6.7 “Traders in securities” 

Institutions such as banks, proprietary general insurance companies, building 
societies and discount houses are classified as traders in securities.  Their 
profits, whether from income or realised capital gains, less expenses, are taxed 
at the corporation tax rate, although they pay no further tax on franked investment 
income. 
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End of Part 1 

What next?   
 
1. Briefly review the key areas of Part 1 and/or re-read the summaries at the end 

of Chapters 1 to 4. 

2. Attempt some of the questions in Part 1 of the Question and Answer Bank.  If 
you don’t have time to do them all, you could save the remainder for use as part 
of your revision. 

3. Attempt Assignment X1. 
 
 
Time to consider – “learning and revision” products 
 
Marking – Recall that you can buy Series Marking or more flexible Marking Vouchers 
to have your assignments marked by ActEd.  Results of a recent survey suggest that 
attempting the assignments and having them marked improves your chances of passing 
the exam.  Students have said: 
 

“Marker gave good advice on the finer aspects where I tend to lose marks.  
Clear comments and advice, which will help me polish my answers.” 
 
“The marker gave really concise, constructive feedback, clearly making me 
aware of gaps in my knowledge and what needs to be done in order to 
achieve success in the exams.  At the same time, the marker’s comments 
were encouraging; ensuring that I stay motivated to do better in the next 
assignments.  Thank you very much!” 
 

 

You can find lots more information on our website at www.ActEd.co.uk. 
 

Buy online at www.ActEd.co.uk/estore 
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This page has been left blank so that you can keep the chapter 
summaries together for revision purposes. 
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 Chapter 4 Summary 
 
Personal income tax 
 
In the UK income is classified into four parts: 

Part 2  – Trading income 

Part 3 – Property income  

Part 4 – Savings and investment income 

Part 5 – Certain miscellaneous income 
 
Personal allowances are deducted from income before paying income tax at the rate of 
either 20% (basic rate), 40% (higher rate) or 45% (additional rate).  Benefits in kind are 
counted as taxable income. 
 
Interest income is taxed at 20%, 40% or 45% and gross dividends at 10%, 32.5% or 
37.5%. 
 
Husbands and wives are taxed independently, but can combine their IHT allowance.   
 
Inheritance tax 
 
IHT is charged at 40% on death and 20% on certain transfers.  There is an IHT 
allowance below which inheritance tax does not apply and there are a number of 
exemptions. 
 
Corporation tax 
 
Companies that are resident in the UK are subject to Corporation Tax on their profits 
(income plus gains less expenses).  Companies qualify for relief on research and 
development, and depreciation (amortisation) of intangible assets. 
 
The main rate is 20%.  Trading losses can be offset against: 

 income and gains of the same accounting period 

 income and gains of a previous year 

 trading profits from the same trade in future years. 
 
Double taxation agreements mean that tax paid in overseas countries can be offset 
against UK tax.  Most countries impose a withholding tax on dividends and sometimes 
interest payments. 
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Capital gains tax 
 
Capital Gains Tax (CGT) is charged on net gains ie total chargeable gains realised 
during a tax year after deducting total allowable losses realised in the year.   
 
Capital gains tax is payable on realised gains by individuals at the rate of 28% (or 18% 
if the basic rate income band is not used up).  
 
There are exemptions for: 

 an individual’s (or married couple’s) only or main residence 

 government securities, loan stocks, qualifying corporate bonds and National 
Savings and Investments certificates 

 ISA and PEP investments 

 life assurance policies disposed of by their original owner 

 betting and lottery wins 

 shares held by the trustees of share incentive plans 

 chattels. 
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Taxation of investments 
 
The entire return from money market instruments is taxed as income. 
 
Gilts and most other sterling fixed interest securities are exempt from capital gains tax 
in the hands of trusts and individual investors.  For other investors the total return is 
taxed. 
 
Net franked income received by companies and basic-rate individuals is not subject to 
further tax.  Higher-rate taxpayers must pay additional tax. 
 
Taxation of financial institutions 
 
Pension funds and charities are exempt from tax (but can not reclaim the tax credit on 
franked investment income). 
 
Life assurance companies are divided into two sections: 

 Basic Life Assurance and General Annuity Business (BLAGAB), most of which 
will be taxed as a basic-rate taxpayer 

 Other Long-Term Business OLTB, which is taxed at corporation tax rates 

 
Approved investment trusts pay corporation tax at a rate of 20% on unfranked income 
but are exempt from capital gains tax.  Authorised unit trusts pay corporation tax at 20% 
on unfranked investment income but are exempt from capital gains tax.  Exempt unit 
trusts do not pay any tax. 
 
Institutions such as banks, proprietary general insurance companies, building societies 
and discount houses are classified as traders in securities.  Their profits, whether from 
income or realised capital gains, are taxed at 20%. 
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Chapter 4 Solutions 
 
Solution 4.1  

The benefits to the HMRC (Her Majesty’s Revenue & Customs) are quite 
straightforward: 

 less work! HMRC still undertake to calculate the tax bill, but after the 
appropriate amounts have been filled in to the appropriate boxes, this is a 
relatively straightforward task. 

 
The drawbacks for HMRC are: 

 the quality of the information is sometimes very poor given that fact that many 
individuals have difficulty understanding the information they are being asked 
for 

 HMRC has received bad press by chasing pensioners and fining them for late tax 
forms, when the individuals concerned have simply forgotten to complete the 
form. 

 
The benefits for the individual are: 

 a transparent tax system whereby each individual can calculate the tax bill for 
the year – previously HMRC notified the individual of the result and changed 
the notice of coding to adjust the rate of tax collection, which made it very hard 
to work out what was going on 

 
The drawbacks for the individual: 

 more work! 
 
 
Solution 4.2  

Hmmm.  Tricky one.  But it may be to do with the fact that such donations pay their 
salaries, the salaries of the political party activists and the election costs. 
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Solution 4.3  

Pros of the current system versus the proposed system: 

 fewer people are affected by the tax 

 less work for the Revenue collecting tax. 
 
Pros of the proposed system versus the current system: 

 Those with substantial assets are less heavily penalised and pay less to the tax 
authorities (this is a pro from the individual’s viewpoint, but clearly not from the 
tax authority’s!)  For example, someone with assets of £500,000 would pay 
(500k – 325k)¥  40% = £70k under the current system, whereas under the 
proposed system they would pay only (500k – 100k) ¥  10% = £40k. 

 
 
Solution 4.4  

The main types of money market investment in the UK are as follows: 
 
Treasury bills.  Short-term securities issued in the UK by the Bank of England, 
normally with a term of 91 or 182 days. 
 
Local authority bills.  Short-term financial instruments issued by local government 
authorities. 
 
Sterling commercial paper.  Negotiable short-term securities issued by companies.   
 
Bills of exchange.  A tradeable “IOU” from one company to another or to a bank. 
 
Certificates of deposit.  Tradeable deposit accounts with banks or building societies. 
 
 
Solution 4.5  

Using the formula given: 
 

d 


 
100 97 5

100

365

91
10 03%

.
.  

 
Using the formula again: 
 

01003
100

100

365

91 28
27. £98.





 

P
P  
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Solution 4.6  

If gilts and gilt strips were taxed differently, investors might be able to reduce their tax 
liabilities by arbitraging between gilts and gilt strips, ie they might simultaneously buy 
gilts and sell gilt strips, or vice versa.  Such activities might lead to lower tax liabilities 
if gilts and gilt strips were taxed differently.  As they are not, there can be no tax 
advantages to such trades. 
 
 
Solution 4.7  

The net dividend received in each case is: 
 
 200 (1 0.2) 0.5 0.0001 £8,000m ¥ - ¥ ¥ =  

 
This means that the answers are: 
 
(a)  £8,000  (ie no further tax, but no reclaim of tax credits) 
 
(b)  £8,000  (ie no further tax, but no reclaim of tax credits) 
 
(c)  £8,000  (ie no further tax, but no reclaim of tax credits) 
 

(d)  £6,000 (ie has to pay a further £2,000 − 22.5% of the gross dividend 
8,000

0.9
, 

meaning that he has been taxed at a rate of 32.5% on the theoretical gross 
dividend) 

 
 
Solution 4.8  

The tax payable by the individual holder of unit trusts, together with tax charged within 
the trust, has the effect of charging broadly the same overall tax as if the individual had 
held the underlying assets directly. 
 
Basic-rate taxpayer:  tax charged at 20% on income in the trust.  Capital gains not 
charged in the trust, but charged to the individual on realisation of the units at 18%. 
 
Higher-rate taxpayer:  as above, but extra slice of income tax (up to 40% level) is 
charged to the individual. 
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Solution 4.9  

Since the option is likely to be held for a short time, and the option price will reflect 
changes in the share’s capital value, we would expect profits on options to be taxed as 
chargeable gains, rather than as income. 
 
 
Solution 4.10  

When a new higher band kicks in (for example, if the tax rate moves from 4% to 5% of 
the entire purchase price for properties above £500k) then buyers will be reluctant to 
pay amounts just over £500k for a property as it involves a significant step up in the 
total tax bill.  Properties will be hard to sell in the bracket £500k to £550k due to the 
£5,000 of additional tax payable.  So, the property market is artificially distorted.  Even 
though it is a small amount in comparison to the purchase amount, the fact that it is an 
irrecoverable tax means that it has large psychological impact on the buyer. 
 
The new system described in the Core Reading does not have this impact as each new 
rate band only applies to the additional price above each new threshold. 
 
 
Solution 4.11  

Pension funds and charities, since they pay very little UK tax.  It is therefore sometimes 
difficult to recover any withholding tax levied at source. 
 
 
Solution 4.12  

The only thing that changes is the credit in respect of the double tax agreement.  The 
agreement only allows companies to reclaim up to the amount of the UK tax bill on 
overseas profits, therefore the company could not base the reclaim calculation on a rate 
of 40% tax.  So rather than a tax reclaim of: 
 

 double tax agreement = 
£2

£2 £1.33
0.6

 
m

m m  

... the company can only reclaim a maximum of the UK tax charge on the dividend, 
which is an amount of: 

= double tax agreement = 
£2

£2 £0.5
0.8

m
m m    
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The overall tax charge shown in the accounts would therefore be: 
 
  £6.0m – £1.0m – £0.5m – £0.2m  = £4.3m.  
 
 
Solution 4.13  

One would have expected prices to fall.  In a single day the value of equities to pension 
funds (based on the future cashflows arising from them) were substantially reduced. 
 
In fact there was very little effect on market values.  The market was very buoyant at 
the time. 
 
Solution 4.14  

Insurance companies produce both “technical” accounts and “non-technical accounts”.  
The technical part refers to the profitability of the core businesses (for example, there 
may be one for long-term business and one for general insurance business) and the non-
technical deals with the returns from shareholders’ funds.  In the technical accounts, the 
insurer will make a “technical provision” in respect of claims that it expects to make, 
but hasn’t yet paid.  This amount is allowable for tax purposes.  If the insurer includes 
the technical provision on a flat or face value basis, then it will appear so in the tax 
accounts.  If the insurer uses discounting to obtain the technical provision value, then it 
will be discounted in the tax accounts. 
 
 
Solution 4.15  

The two investors will be in broadly the same position from a tax point of view.  This is 
the rationale for taxing unit trusts in this way. 
 
A basic-rate taxpayer will pay 20% income tax in both cases.  A higher-rate taxpayer 
will be liable for an additional slice of income tax in both cases. 
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3 Principles for Businesses 

3.1 Eleven principles 

There are eleven principles for businesses set out by the FCA in its handbook for 
the conduct of investment business.   
 
1. Integrity 
 
 A firm must conduct its business with integrity. 
 
2. Skill, Care and Diligence 
 
 A firm must conduct its business with due skill, care and diligence. 
 
3. Management and Control 
 

A firm must take reasonable care to organise and control its affairs 
responsibly and effectively, with adequate risk management systems. 

 

Question 6.2  

What type of risk are the requirements regarding management and control intended to 
limit?  

 
 
4. Financial Prudence 
 
 A firm must maintain adequate financial resources.   
 
5. Market Conduct 
 
 A firm must observe proper standards of market conduct.   
 

For example, there may be a requirement that those carrying out financial 
practice have certain qualifications. 

 
6. Customers’ Interests 
 

A firm must pay due regard to the interests of its customers and treat 
them fairly. 
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7. Communications with Clients 
 

A firm must pay due regard to the information needs of its clients, and 
communicate information to them in a way which is clear, fair and not 
misleading. 

 
8. Conflicts of Interest 
 

A firm must manage conflicts of interest fairly, both between itself and its 
customers and between a customer and another client. 

 
An example of a potential conflict of interest would be an investment house that 
advises both Company A and Company B being approached by Company A 
regarding a takeover of Company B.   
 
If the firm is to continue to act in cases where there is risk of a conflict of 
interest, the firm should put necessary procedures in place, eg the use of Chinese 
walls and careful documentation of all actions carried out.   

 
9. Customers: Relationships of Trust 
 

A firm must take reasonable care to ensure the suitability of its advice and 
discretionary decisions for any customer who is entitled to rely upon its 
judgement. 

 
Just as individuals need information to make well-informed choices, so advisers 
need sufficient information about the circumstances and characteristics of their 
customers if they are to provide appropriate advice.   

 

Question 6.3  

List the information a firm should seek when advising an individual wishing to save for 
his child’s school fees.   

 
 
10. Clients’ Assets 
 

A firm must arrange adequate protection for clients’ assets when it is 
responsible for them. 

 
11. Relations with Regulators 
 

A firm must deal with its regulators in an open and cooperative way, and 
must disclose to the PRA and/or FCA appropriately anything relating to 
the firm of which the appropriate regulator would reasonably expect 
notice. 
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Question 6.4  

Give examples of the information that the firm might reasonably be expected to disclose 
to the regulator. 

 
The PRA moved in 2014 to the following set of “Fundamental Rules”, which are 
similar to the above principles: 
 
1. A firm must conduct its business with integrity. 

 
2. A firm must conduct its business with due skill, care and diligence. 
 
3. A firm must act in a prudent manner. 
 
4. A firm must at all times maintain adequate financial resources. 
 
5. A firm must have effective risk strategies and risk management systems. 
 
6. A firm must organise and control its affairs responsibility and effectively. 
 
7. A firm must deal with its regulators in an open and cooperative way and 

must disclose to the PRA appropriately anything relating to the firm of 
which the PRA would reasonably expect notice. 

 
8. A firm must prepare for resolution so, if the need arises, it can be resolved 

in an orderly manner with a minimum disruption of critical services. 
 
As you can see by an inspection, the PRA rules and the FCA rules are very similar, and 
there is a great deal of overlap. 
 
 

3.2 Form of regulation 

Principles-based regulation 
 
The FCA and PRA Handbooks of rules and guidance are based on “principles 
based” regulation, under which there are fewer prescriptive rules and the FCA 
and PRA instead rely on these higher level principles. 
 
Specific guidelines are given on such things as: 

 prudential requirements 

 conduct of business 

 senior management systems and controls 

 complaints handling. 
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Question 6.5  

What are the possible costs of regulation? 
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6 EU legislation – solvency 

6.1 Background and scope 

The key objectives of Solvency II were to: 

 increase the level of harmonisation of solvency regulation across Europe 

 to protect policyholders 

 introduce Europe-wide capital requirements that were more sensitive to 
the levels of risk being undertaken 

 provide appropriate incentives for good risk management.   
 
The new Solvency II framework was created in accordance with the Lamfalussy 
four-level process: 
 
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 
 
The Solvency II Directive applies to all EU insurance and reinsurance companies 
with gross premium income exceeding €5 million or gross technical provisions 
in excess of €25 million. 
 
It becomes operative from 1 January 2016, 
 
Transitional arrangements may be available for some aspects (eg technical 
provisions, risk-free interest rates) for a defined period (up to 16 years).  The 
intention is to avoid unnecessary disruption of markets and availability of 
insurance products.  However, UK firms have had to make formal applications to 
the PRA to be permitted to use the transitional arrangements.  
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6.2 Structure 

The Solvency II framework comprises three “pillars”. 
 
Pillar 1 in brief 
 
Pillar 1 sets out the minimum capital requirements that firms are required to 
meet.  It specifies valuation methodologies for assets and liabilities (“technical 
provisions”), based on market consistent principles.  Under Pillar 1 there are two 
distinct capital requirements:  

 the Solvency Capital Requirement (SCR)  

 the Minimum Capital Requirement (MCR).   
 
The SCR can be calculated using:  

 a prescribed standard formula approach (which consists of three parts: a 
Basic SCR or BSCR, Operational risk component and an Adjustment) 

 or 

 a company-specific internal model, which has to be approved by the 
regulator.   

 
The SCR and MCR both represent capital requirements that must be held in 
addition to the technical provisions. 
 
Pillar 2 in brief 
 
Pillar 2 is the supervisory review process, under which supervisors may decide 
that a firm should hold additional capital against risks that are either not covered 
or are inadequately modelled under Pillar 1.  Each insurance company will be 
required to carry out an Own Risk and Solvency Assessment (ORSA).  The ORSA 
requires each insurer to identify the risks to which it is exposed, to identify the 
risk management processes and controls in place, and to quantify its ongoing 
ability to continue to meet the MCR and SCR. 
 
Pillar 3 in brief 
 
Pillar 3 is the disclosure and supervisory reporting regime, under which defined 
reports to regulators and the public are required to be made.   
  
Combination of three pillars 
 
This combination of minimum capital standards, qualitative risk management 
requirements, a well-defined and rigorous review process of companies’ 
solvency by supervisors and prescribed disclosures to supervisors, 
policyholders and investors has been designed to deliver a more modern and 
secure prudential regulatory system. 
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The three Pillars are considered in more detail below.   
 
The following diagram (which is Core Reading) shows an insurance company’s capital 
and how it might be broken down into the various regulatory components. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
This shows that a company’s capital (which will consist of instruments that rank below 
policyholder in the event of a wind up) can be broken down into Tier 1, Tier 2, Tier 3, 
and some “ineligible” capital.  Tier 1 will be equity capital and other forms that that the 
regulator has deemed to be excellent for absorbing losses, and deemed to be very long 
term.  Tier 3 may consist of some subordinated debt capital which the regulator is 
willing to consider but does not think is as high quality as equity capital for absorbing 
losses.  Some of the company’s capital will not qualify at all as regulatory capital and is 
deemed “ineligible capital”.  This will be excluded from any capital ratio. 
 
So in effect the left hand column is the real balance sheet capital and liabilities, and the 
right hand column represents the capital and liabilities as the regulator sees them 
(excluding ineligible capital).  The total value of the left hand column would be 
expected to equal the value of the assets valued in accordance with the rules of 
Solvency II (see below). 
 
The capital available in the company must be sufficient to cover certain unexpected 
events.  The minimum is the MCR, and a higher hurdle is the SCR.  The MCR will 
normally be about 40% of the SCR.  Note that the MCR and SCR are two separate 
calculations, and are not added together.  Most companies would expect eligible capital 
to be above the level of the SCR, and the surplus is called “free capital”. 
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The company’s balance sheet will also contain “policyholders’ reserves” or “technical 
provisions and other liabilities”, which will normally be much bigger than shown in the 
diagram.  These are the best estimate of the liability to policyholder using risk free rates, 
plus other liabilities plus a risk margin. 
 
 

6.3 Pillar 1 

Valuation of assets 
 
Assets are required to be valued at market value, based on readily available 
market prices in orderly transactions that are sourced independently (ie quoted 
market prices in active markets).   
 
If such prices are not available then mark-to-model techniques can be used – 
provided these are consistent with the overall market consistent (or “fair value” 
or “economic value”) approach, ie the amount at which the assets could be 
exchanged between knowledgeable willing parties in an arm’s length 
transaction.   
 
This was a significant change for much of Europe, where book values (ie original 
cost, possibly with depreciation) were often still used under Solvency I. 
 

Valuation of technical provisions 
 
Also based on a market consistent approach, technical provisions should 
represent the amount that the insurance company would have to pay in order to 
transfer its obligations immediately to another insurance company.   
 
The technical provisions consist of  

1. a best estimate liability and  

2. a risk margin.   
 
The calculation should be segmented by homogeneous product type. 
 
1. Best estimate liability  
 
The best estimate liability (BEL) is the present value of expected future 
cashflows, discounted using a “risk-free” yield curve (ie term dependent rates). 
 
All assumptions should be best estimate, with no prudential margins. 
 
The risk-free discount rates are published by EIOPA on a monthly basis.  
  
They are based on a stated methodology, with the intention that they can be 
replicated by the insurance companies and any other interested parties.   



Page 24 SA5-06: Applications of the legislative and regulatory framework (2) 

© IFE: 2016 Examinations The Actuarial Education Company 

Risk-free yield curves are published for each of the key currencies within the EU 
insurance market.  This ensures consistency between insurance companies 
across the EU, and also allows for the different interest rate environments across 
the different economies.   
 
The rates are based on swap rates where there is a sufficiently deep and liquid 
swap market, or government bond rates otherwise.  These rates are then 
adjusted (by EIOPA) to reflect the risk of default of the counterparty (ie credit risk 
adjustment).  For longer maturities for which data are not available, the yield 
curve is extrapolated to a defined long term equilibrium rate. 
 
For the UK, the rates are based on LIBOR swap rates with a credit risk 
adjustment.  
 
It may be possible for an insurance company to use a “matching adjustment” or 
“volatility adjustment”, but knowledge of the nature of these features is not 
required for SA5. 
 
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”.   
 
The risk margin calculation involves first projecting forward the future capital 
that the company is required to hold at the end of each projection period 
(eg year) during the run-off of the existing business.  For Solvency II, the 
projected capital requirement is a subset of the SCR (see Section 6.4 below), 
consisting of those risks that cannot be hedged in financial markets.   
 
These projected capital amounts are then multiplied by a cost of capital rate.  
This rate can be considered to represent the cost of raising incremental capital 
in excess of the risk-free rate, or alternatively it represents the frictional cost to 
the company of locking in this capital to earn a risk-free rate rather than being 
able to invest it freely for higher reward.  For Solvency II it is a fixed rate of 6% 
per annum. 
 
The product of the cost of capital rate and the capital requirement at each future 
projection point is then discounted, using risk-free discount rates, to give the 
overall risk margin. 
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Although the risk margin must be disclosed separately for each line of business, 
it can be reduced to take into account diversification between lines up to legal 
entity level.  The allocation of diversification benefit can be approximated by 
apportioning the total diversified risk margin across lines of business in 
proportion to the SCR calculated on a standalone basis for each line, or by other 
approximate methods if appropriate given the materiality of the results. 
 
 

6.4 Capital Requirements 

Solvency Capital Requirement (SCR) 
 
The SCR is a Value-at-Risk measure based on a 99.5% confidence interval of the 
variation over one year of the amount of “basic own funds” (broadly assets 
minus technical provisions; this concept is covered below).   
 
There is a prescribed list of risk groups that the SCR has to cover: 

 non-life underwriting risk 

 life underwriting risk 

 health underwriting risk 

 market risk 

 counterparty default risk 

 operational risk 

 intangible asset risk. 
 
Together the first letters make  CHIN MOL  ! 
 
The SCR can be calculated using standard prescribed stress tests or factors, 
which are then aggregated using prescribed correlation matrices.  This approach 
is known as the standard formula.   
 
It can alternatively be calculated using an internal model, which must be 
approved by the insurance company’s supervisory authority and which must 
meet a number of standards including the “use test”.  This effectively requires 
the company to demonstrate that the internal model is widely used within the 
company and plays an important role in its decision making and governance 
processes.   
 
Firms choosing to use the standard formula are expected to be able to justify 
that this is appropriate. 
 
The two approaches (standard formula and internal model) are described in more 
detail below. 
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A combination of internal model and standard formula approaches can also be 
adopted, referred to as a partial internal model.   
 
Simplifications can be applied, provided they are proportionate to the nature, 
scale and complexity of the risks. 
 
Additional constraints apply to the calculation of the SCR if there are ring-fenced 
funds with limitations on capital fungibility.   
 
The benefits of risk mitigation techniques can be recognised in the SCR, 
provided any basis risk (ie mismatch between the risk and its mitigation 
technique) is immaterial or can be reflected in the SCR.  All residual risks 
(eg counterparty risk arising from a risk transfer arrangement) should also be 
recognised.  Dynamic hedging is not permitted to be recognised under the 
standard formula approach, but may be allowed in the internal model. 
 
For some parts of the standard formula, insurance companies can apply to use 
“undertaking specific parameters” instead of the prescribed parameters. 
 
Method 1 - Standard formula 
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The diagram above illustrates the probable structure of the SCR calculation 
under the standard formula.   
 
The SCR is first calculated for each module, as listed above.  For the market and 
insurance risk modules, each individual stress is performed separately 
according to detailed rules.  The calibration and application of each stress is 
specified within the standard formula, eg –25% stress to property values, 
immediate and permanent 15% increase in mortality rates.   
 
The SCR for each individual risk is then determined as the difference between 
the net asset value (for practical purposes this can be taken as assets less best 
estimate liabilities) in the unstressed balance sheet and the net asset value in the 
stressed balance sheet.  These individual risk capital amounts are then 
combined across the risks within the module, using a specified correlation 
matrix and matrix multiplication.   
 
So this risk matrix would allow the stresses of property risk, interest rate risk, and 
concentration risk, etc to be combined to form a risk for market risk overall.  Likewise it 
will allow the stresses for longevity, morbidity, lapse, expenses, etc to be combined to 
form a risk for life insurance overall. 
 
For the counterparty risk module the calculation approach is similar, but the 
company must first differentiate between: 

 type 1 (may not be diversified and the counterparty is likely to be rated) 
and  

 type 2 (usually diversified and the counterparty is unlikely to be rated) 
exposures.   

 
Different detailed approaches are specified for the determination of the SCR for 
each type of exposure, which are then combined using a given formula. 
 
Having obtained the SCR for each module, a further specified correlation matrix 
is used to combine them to give the Basic SCR (BSCR).  Aggregation is therefore 
performed at different levels. 
 
This correlation matrix allow the combination of the market risk, the life insurance risk, 
counterparty default risk, etc to be combined to generate an overall risk which is the 
BSCR. 
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To obtain the overall SCR, two adjustments are made to the BSCR:  

1. an allowance for operational risk 

2. an allowance for the loss absorbing capacity of technical provisions and 
deferred taxes.   This is referred to in the diagram above as “Adj”, and is one of 
the three components of SCR.  Loss-absorbing capacity might mean, for 
example, the fact that some liabilities may have the capacity to reduce bonuses 
in the event of an unexpected event.  If the liabilities can be reduced, then the 
SCR may be reduced slightly. 

 
The loss absorbing capacity of technical provisions could include the ability to 
reduce discretionary benefits under the stressed conditions.  The loss absorbing 
capacity of deferred taxes could, for example, include a reduction in any base 
balance sheet deferred tax liability, as this would no longer be fully payable in a 
stressed scenario. 
 
In practice, the BSCR is calculated both with and without allowance for the loss 
absorbing effects and the “adjustment” is determined as the difference. 
 
The operational risk module is relatively simple, being based on percentages of 
earned premiums and technical provisions.  The resultant operational capital 
amount is added to the BSCR, with no recognition of any partial correlation or 
diversification effects with other risks. 
 

Question 6.11  

Can you list four categories of risk that would be included in the calculation of the 
SCR? 

 

Question 6.12  

What might be the advantages for a company to use the standard model for calculating 
its SCR requirement? 

 
 
Method 2 - Internal model 
 
Provided that it has been approved by the insurance company’s regulatory body, 
an internal model can be used as a full or partial alternative to the detailed 
standard formula approach.   
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For example, this might be appropriate if the risk profile of the business differs 
materially from that covered by the standard formula, and/or if the company 
already uses such a model for risk management or other decision-making 
purposes (eg pricing, investment strategy).  Indeed, the supervisor can compel 
an insurance company to develop an internal model, if it feels that the standard 
formula is not appropriate to the risk profile of the company. 
 
The overall capital requirements resulting from the use of an internal model will 
generally differ from the outcome of the standard formula calculation, and may 
be either higher or lower depending on how the firm’s tailored risk profile 
compares against the assumptions underlying the standard formula. 
 
However, the internal model must still generate an SCR based on the stated 
requirements, including coverage of the risk types as noted above and providing 
at least the equivalent protection to a 99.5% confidence level over one year. 
 
The tests that the model must pass before it can gain approval are: 
 
1. The “use test” – companies have to demonstrate that their internal model 

is widely used throughout all relevant areas of the business and that it 
plays a significant role in the internal governance, risk management and 
decision-making processes, as well as the economic and solvency capital 
assessments and capital allocation processes.   

 
2. Statistical quality standards – a number of minimum quality standards 

must be met relating to assumptions and data, including probability 
distribution forecasting, the use of expert judgement, materiality 
considerations and methods of aggregation. 

 
3. Calibration standards – these standards aim to assess whether the SCR 

derived from the internal model has a calibration equivalent to the Value-
at-Risk at 99.5% confidence over one year. 

 
4. Profit and loss attribution – this includes a requirement to demonstrate 

how the categorisation of risk chosen in the internal model will be used to 
explain the causes and sources of actual profits and losses. 

 
5. Validation standards – the internal model must have been fully validated 

by the insurance company and must be subject to regular control cycle 
review, including testing results against emerging experience. 

 
6. Documentation standards – the design and operational aspects of the 

internal model must be clearly and thoroughly documented. 
 
The “use test” is seen as one of the most challenging aspects of gaining internal 
model approval.  As well as embedding the model throughout the company and 
developing an effective risk culture, companies will need to be able to evidence 
that this is the case. 
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The quality of data and assumptions can also be an issue.  A key challenge is 
that historic data available to calibrate extreme events is limited.  In practice, it is 
likely that some industry consensus will emerge over some of the “core” 
stresses, eg 99.5th percentile equity fall based on a commonly used index and 
method.  It is important for companies to allow for their own specific features 
however, eg the extent to which their actual equity holdings are more or less 
volatile.  Similarly, setting dependency structures and correlation factors that 
apply under extreme conditions is challenging. 
 
It should also be recognised that a combination of a certain subset of events 
happening at the same time, with an overall probability level of 1 in 200, may 
produce a higher capital requirement than combining all of the individual capital 
requirements for separate 1 in 200 events using a correlation matrix.  This is 
caused by “non-linearity” and “non-separability” of individual risks, the latter 
referring to the ways in which risk drivers interact with each other.  Allowance 
needs to be made for these effects. 
 
Furthermore, an internal model can be structured in any way that the company 
chooses, provided the above tests are met.  It does not have to follow the 
structure of the standard formula, and can for example be based on stochastic 
simulations rather than stress tests plus correlation matrices perhaps using 
copulas to model dependency structures.  Calibration of such models will also 
require care and expertise.   
 
In particular, the probability distribution used should properly reproduce the 
more extreme behaviour of the variable being modelled, taking care to ensure 
that it does not understate the frequency of more extreme outcomes.   
 
A tight deadline was imposed of six months from the supervisory authority 
receiving an application for internal model approval to communication of the 
decision.  Many regulators (eg in the UK) therefore chose to set up a more 
informal approach (called “pre-application”), encouraging companies to engage 
with them early on in their model development and refinement processes – 
although formal final approval could not be given until the Solvency II 
regulations came into force. 
 
In the UK, the approval process is known as the Internal Model Application 
Process (IMAP).   
 
As part of IMAP, the PRA requires companies to submit a detailed “self-
assessment template” which provides evidence of compliance with the relevant 
requirements, including the six tests mentioned above.  It also requires 
information on the risks which are covered by (and any which are excluded from) 
the internal model. 
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Having already developed models for the similar Individual Capital Assessment 
(ICA) calculation, insurance companies within the UK, particularly larger ones 
with economies of scale, have been more likely to choose to apply to use the 
internal model option than insurers in some areas of continental Europe. 
 

Question 6.13  

What are the advantages to using an internal model approach rather than a standard 
model? 

 
 

Minimum Capital Requirement (MCR) 
 
The MCR is defined as a simple factor-based linear formula which is targeted at a 
Value-at–Risk measure over one year with 85% confidence.   
 
The MCR has a floor of 25% and a cap of 45% of the SCR and there is also an 
absolute minimum capital requirement stated in €.   
 

Supervisory intervention levels 
 
The two capital requirement calculations outlined above define the two ends of a 
“ladder of supervisory intervention”, under which increasingly severe 
supervisory authority actions will be taken as a company’s eligible capital falls 
below the SCR (the first point of intervention) and approaches the MCR.  The 
MCR is the ultimate point of supervisory intervention, below which the company 
would lose its authorisation. 
 

Quality of Capital Resources 
 
The phrase “own funds” refers to assets in excess of technical provisions and 
subordinated liabilities.  Own funds are split into basic and ancillary own funds, 
which are then tiered based on specific criteria (namely Tier 1, 2 and 3 and 
“ineligible”). 
 
Basic own funds is broadly capital that already exists within the insurer.  
Ancillary own funds is capital that may be called upon in certain adverse 
circumstances, but which does not currently exist within the insurer (eg unpaid 
share capital). 
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The capital is tiered based on its loss absorbency and permanency.   

 Tier 1 capital is of the highest quality and is the most loss absorbent and 
permanent form of capital (eg paid up ordinary share capital) 

 Tier 3 is of the lowest quality (eg subordinated debt). 

 Tier 2 is somewhere in the middle! 
 
Restrictions are placed on the quality of capital that can be used to cover the 
MCR and SCR.  For example: 

 the SCR must be backed by at least 50% Tier 1 capital and less than 15% 
Tier 3 

 the MCR must be backed by at least 80% Tier 1 capital and no Tier 3 
capital. 

 

Data Quality  
 
EIOPA (when CEIOPS) issued advice on “Standards for Data Quality” under the 
Level 2 implementing measures.  This highlights the importance of having good 
quality data for the valuation of technical provisions. 
 
This quality is deemed crucial because: 
 
 The more complete and correct the data, the more consistent and 

accurate will be the final estimates. 
 
 The application of a wider range of methodologies for calculating the best 

estimate is made possible, improving the chances of application of 
adequate and robust methods for each case. 

 
 Validation of methods is more reliable and leads to more credible 

conclusions, once a reasonable level of quality of data is achieved. 
 
 Effective comparisons over time and in relation to market data are 

possible, which leads, for instance, to a better knowledge of the 
businesses in which the undertaking operates and its performance. 

 
It is also noted that the issue of data quality is relevant to other areas of the 
solvency assessment, such as the SCR using either the standard formula or 
internal models.  A consistent approach to data quality issues needs to be taken 
across Pillar 1, without disregarding the different objectives. 
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6.5 Pillar 2 

Governance requirements 
 
Pillar 2 sets out requirements for the roles and responsibilities of key functions 
within the business, with the Board having 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.   
 
The organisational structure must have clear segregation of responsibilities, the 
minimum levels of which are defined within the Pillar 2 framework. 
 
ORSA 
 
In addition to calculating the MCR and SCR under Pillar 1, each insurance 
company is required to carry out an Own Risk and Solvency Assessment 
(ORSA).   
 
The ORSA is 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.” 

 
It requires each insurance company to identify all the risks to which it is subject 
and the related risk management processes and controls.  This includes some of 
the more qualitative risks that have not necessarily been assessed under Pillar 1, 
such as reputational risk.   
 
The company must also quantify its ability to continue to meet the MCR and SCR 
over the business planning horizon (usually three to five years), allowing for new 
business.  This does not have to be at a prescribed confidence level, but at a 
level that the company feels is appropriate, for example relating to its own stated 
risk appetite and/or to achieving a target credit rating.   
 
The ORSA is one of the elements considered by the supervisor when 
determining whether a further capital “add-on” is required. 
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Insurance companies have to produce evidence to the supervisor showing that 
the ORSA is used by senior management and that the impact on the ORSA is 
considered in strategic decisions. 
 

Question 6.14  

Can you list four types of market risk that require to be modelled when calculating the 
SCR? 

 

Question 6.15  

Can you list four types of life insurance risk that require to be modelled when 
calculating the SCR? 

 
 

6.6 Pillar 3 – Disclosure and Reporting Requirements 

The disclosure requirements are intended to increase transparency and so are 
more extensive than the previous Solvency I reporting regime.   

 
The results of the solvency calculation and details of the ORSA and risk 
management processes need to be disclosed privately to the supervisor in the 
Regular Supervisory Report (RSR) which includes both qualitative information and 
Quantitative Reporting Templates (QRT).  The RSR, including QRT, must be 
submitted annually.  A subset of the QRT (to support the MCR calculation) is 
required quarterly. 
 
Except for certain items that can be demonstrated to be of a confidential nature, 
extracts from the QRT and some of the qualitative information from the RSR will 
also be disclosed in a public Solvency and Financial Condition Report (SFCR), 
produced annually. 
 
Local regulators are permitted to impose additional reporting requirements on 
insurance companies in the form of “national specific templates”. 
 
 

6.7 Other Solvency II issues 

Group reporting requirements 
 
Solvency II aims to enable insurance groups to be supervised more efficiently 
through a “group supervisor” in the home country, co-operating with other 
relevant national supervisors.  This ensures that group-wide risks are not 
overlooked and should enable groups to operate more effectively, whilst 
continuing to provide policyholder protection. 
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Each insurance group must cover its overall group SCR (which allows for 
diversification benefits across the group, and is subject to a minimum of the sum 
of the MCRs of each subsidiary) and each insurance subsidiary needs to cover 
its own SCR. 
 
Group supervision would normally be carried out at the top level company within 
the European Economic Area (EEA).  Additional rules apply to subsidiaries and 
parents located in a “third country”, ie non-EEA.  These broadly impose 
Solvency II requirements or, in the case of a non-EEA parent, the establishment 
of an EU holding company.   
 
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). 
 
Transitional arrangements are available to those non-EEA countries interested in 
pursuing the third country equivalence route.  Initial applicants were Bermuda, 
Switzerland and Japan (reinsurance only), but this list has since been extended 
to include several others eg Australia, Hong Kong, South Africa.   
 

Impact on business culture and strategy 
 
Engagement with Solvency II is important throughout the business, including 
right up to senior management and Board level.  This is the case for all 
insurance companies and not just those opting to use an internal model – 
although as noted above, being able to demonstrate full integration of Solvency 
II into the business is a key part of the internal model approval process.   
 
Solvency II is not just a reporting framework, but a risk management framework 
with implications for capital allocation, risk mitigation activities and performance 
management.   
 
The regime may also have an impact on the optimal product mix for the 
company, and on product design. 
 
It is also likely to impact the optimal asset mix for the company, since some 
asset classes will become relatively more attractive as a result of their lower 
capital requirements. 
 
The availability, or otherwise, of risk diversification benefits may also affect 
corporate structures and generate merger and acquisition activity.   
 
Management information is likely to change to align Solvency II with the 
business and strategic decision-making process.   
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The impact on the market of the external disclosures also needs to be 
considered. 
 
You should keep an eye on EU events – it is not beyond the scope of this exam to 
expect you to know about the directives mentioned in sections 3 and 4 above.   
 
Solvency II versus Solvency I 
 
There are a number of key differences between these two environments: 
 
 Solvency II is based on three pillars (similar to Basel II in the banking world).  

Solvency I on the other hand was a single pillar. 
 
 Solvency II is a more risk-based regime, where insurers are required to be more 

sophisticated in their modelling of risk and return.  Solvency II’s capital 
requirement therefore give a better estimate of the capital required to cover the 
risks. 

 
 Solvency I was a “one size fits all” approach, whereas Solvency II allows 

different insurers to adopt different methods of modelling risk, making the 
resulting capital more entity-specific. 

 
 Solvency II covers more risks than Solvency I.  Solvency II now covers most 

risks, both asset and liability based, and has tighter asset recognition rules.  
Market, credit, liquidity and operational risks are all covered in addition to 
insurance risks. 

 
 Solvency II requires more open disclosure to the market (rather than just to the 

FCA).  Companies have to draw up a “Own Risk and Solvency Assessment” or 
OSRA, which discloses a great deal about their risk assessment and capital 
framework, and which is presented to the regulator.  In addition they have to 
make public solvency reports and public financial condition reports. 

 
 
The three pillars 
 
Solvency II operates a 3 pillar approach: 
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 Pillar 1 involves the calculation of SCR and MCR as described in the core 
reading.  If the company’s capital is near to the SCR the regulator will become 
interested and take a hands-on approach to regulating the company.  If the 
capital levels fall below the SCR and approach the MCR the company will be 
forced to stop doing business, and the regulator may choose to run the company 
directly. 

 
 In general, the MCR will be around 40% of the SCR.  The SCR may be 

calculated using an internal model, or using a standard model.  If the regulator 
believes the insurer is exposed to certain unusual risks that are not adequately 
captured by the SCR model, then additional capital add-ons can be imposed. 

 
 Pillar 2 focuses on governance issues and risk management procedures.  The 

OSRA report to the regulator will form a key part of this. 
 
 Pillar 3 involves further disclosure and reporting requirements, including public 

reporting. 
 
The details of Solvency 2 are relatively important for the SA5 exam.  This material was 
added to the course for the exam session to April 2012, and a couple of questions since 
then have touched on the topic.  It has not been examined in great detail, however, a 
good understanding would have helped generate ideas in the questions where it has been 
relevant. 
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Philadelphia Stock Exchange 
 
The Philadelphia Stock Exchange is now the world’s largest exchange-traded 
market for currency options, which it originated in 1982.  It also trades equity 
options.   
 

International Securities Exchange 
 
The International Securities Exchange was set up in 2000 as an online single 
equity option exchange.   
 

Pacific Exchange (PCX) 
 
The Pacific Exchange (PCX) options floor conducts an open outcry auction 
market for over 1,000 stock options and has now introduced POETS, which 
provides automatic quotation, order routing, execution, reporting and electronic 
book functions.  This is augmented by a new PCX Plus technology platform that 
was introduced in 2005 to create a hybrid marketplace, providing firms and 
traders with the ability to make markets from the floor or from remote locations. 
(It is now part of the NYSE group.) 
 

NASDAQ Liffe Markets (NQLX) 
 
Single-stock futures are also traded by NASDAQ Liffe Markets (NQLX), a joint 
venture between Liffe and NASDAQ. (It no longer trades.) 
 
 

4.2 UK and Europe 

Euronext 
 
Euronext, the first pan-European exchange, was founded in September 2000 with 
the merger of the Amsterdam, Brussels and Paris Bourse (which includes 
MATIF).  In 2001, the Portuguese exchange and the London International 
Financial Futures Exchange (LIFFE) were then added, to form Euronext.Liffe.  
The Euronext / LIFFE combination (subsequently combined with NYSE) has 
created a major derivatives business with the scale and scope necessary to 
increase liquidity, improve price formation, reduce trading costs and finance 
development costs.  It is the world’s leading electronic derivatives exchange by 
value and the world centre for Euro money market derivatives trading. 
 
At the present time (May 2015), NYSE Euronext is the parent company, and the 
derivative exchanges are called NYSE Liffe for Europe and NYSE Liffe US in the US. 
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Euronext.Liffe lists electronically-traded futures and option contracts across six 
currencies and four asset classes:  

1. bonds 

2. short-term interest rates 

3. equities (individual stocks and stock index products) 

4. non-financial products.   
 
In 2001, LIFFE launched Universal Stock Futures (USFs), the world’s first futures 
on global stocks. 
 

Eurex 
 
Eurex is the joint Swiss-German derivatives exchange born from the merger (in 
1998) of the German DTB and Switzerland’s SOFFEX.  In 1999, the Finnish 
derivatives exchange HEX signed a co-operation agreement with Eurex, and later 
that year Eurex and the CBOT signed agreements creating an alliance and a new 
joint venture company to operate a global electronic trading system, a/c/e.   
 
Eurex recently introduced futures and options on exchange-traded funds (ETFs). 
 
Exchange-traded funds are portfolios of shares that mirror a major index.  For example, 
a portfolio will be created to mirror the FTSE100 in terms of choice of stocks and 
weighting of the stocks.  The shares of ETFs are traded in the stock market.  Investors 
can buy exposure to this portfolio or indeed go short of the portfolio (if they can borrow 
the ETF). 
 

Question 2.19  

Who might use ETFs and why? 

 
Trading is conducted via an international electronic network with simultaneous 
automatic clearing of transactions.  There is daily settlement with margin calls, if 
necessary.   
 



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /CMYK
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<

    /BGR <>
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /CZE <>
    /DAN <>
    /DEU <>
    /ESP <>
    /ETI <>
    /FRA <>
    /GRE <>

    /HRV (Za stvaranje Adobe PDF dokumenata najpogodnijih za visokokvalitetni ispis prije tiskanja koristite ove postavke.  Stvoreni PDF dokumenti mogu se otvoriti Acrobat i Adobe Reader 5.0 i kasnijim verzijama.)
    /HUN <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /LTH <>
    /LVI <>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /POL <>
    /PTB <>
    /RUM <>
    /RUS <>
    /SKY <>
    /SLV <>
    /SUO <>
    /SVE <>
    /TUR <>
    /UKR <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


